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Our Investigative Research Team has conducted an in-depth inquiry on
Folli Follie, the well-known Greek fashion designer and retailer. Our
extensive investigation spanned three continents and involved dozens of
interviews and on-site visits, a systematic review of Folli Follie’s store
network and comprehensive analytical work. After reviewing the facts,
we struggle to reconcile the company’s size, revenue and growth rates
with the reality we observed on the ground and we have concerns about
the ability of the company’s financial statements to portray an accurate
view of the company. We worry that the Group could be heading
toward serious financial distress and that the stock is correspondingly
grossly overvalued.

QUINTESSENTIAL CAPITAL HAS SHORTED THE STOCK OF
FOLLI FOLLIE GROUP
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DISCLAIMER

This publication represents the current opinions of Quintessential Capital Management ("QCM") concerning Folli
Follie ("FF"). Funds and accounts managed by QCM currently have short positions in FF. Although QCM does not
expect to announce in the future any changes in either its opinion concerning or economic interest in FF, both are
subject to change. This article is for informational purposes only and does not constitute investment advice or a
recommendation to purchase or sell any particular security or to pursue any parficular investment or trading
strategy. QCM cannot guarantee that any projection or opinion expressed in this publication will be realized.
QCM'’s opinions are based on the sources cited in this article, but QCM cannot and does not provide any
representations or warranties with respect to the accuracy of those materials.

ABOUT QUINTESSENTIAL CAPITAL MANAGEMENT

QCM is a long/short global equity fund. Our short activity focuses on activist short selling, whereby we seek to
uncover and expose deeply troubled corporate situations (e.g. frauds, illegal activity, failed business models,
etc.) through state-of-the art investigative work.

On the short side, we only act when supremely confident in our thesis and, so far, we enjoy a perfect success
rate. Our latest public short, another Greek company named Globo Plc, shut down permanently 12 hours
following our report'?, with the CEO and CFO of the company resigning their posts and admitting all our
allegations. To our knowledge, it was the fastest delisting of a stock following a short report ever. Our previous
target, American Addiction Center3, collapsed 70% within two weeks from the publication of our reportt. We
also performed a number of non-public short-activist operations with an equally high success rate.
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Globo CEO And Finance Chief Resign In
Wake Of Quintessential Report

ews) - Globo PLC said Monday Chief Executive
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Additionally, Chief Operating Officer Gerasimos Bonanos has been suspended from
his duties with immediate effect, pending the outcome of appropriate investigations,

! https://uk.reuters.com/article/uk-globo-plc-accounting/globo-plcs-ceo-and-cfo-quit-after-disclosing-irregularities-
idUKKCNOSK 1QA20151026

2 http://masterinvestor.co.uk/wp-content/uploads/2015/10/GBO-report-super-final. pdf
3 https://blogs.wsj.com/moneybeat/2015/08/05/blog-post-from-college-student-causes-massive-sell-off-in-FF-holdings/
4 https://seekingalpha.com/article/3342015-american-addiction-centers-our-final-opinion-its-a-castle-of-cards
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The Other Greek Parmalat?

Executive Summary

The image we received from reviewing FF’s financial statements and official declarations over the year is that
of a rapidly-growing multinational fashion company led by double-digit growth in its key segment: Asia.
Unfortunately, following an extensive investigative and due diligence work we find it impossible to reconcile
that picture with our findings on the ground, which point to an unprofitable, struggling company with materially
smaller, and rapidly decreasing revenue, network size and cash balances. The core of the issue seems to be
concentrat in FF’'s Asian and, particularly, Chinese subsidiaries. Our conclusions are well substantiated by the
following points that will be reviewed in depth in this report:
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A.

The network of points of sale (POS) appears materially smaller than expected: We performed
an extensive due diligence and checked each individual POS, often in multiples ways: contrary to
the 630 POS mentioned in the 2016 annual report for the FF brand, we found evidence of only
289 operating POS. The majority of the remaining ones appear to have ceased operations.

Onsite checks: we personally visited several FF POS in key strategic locations (e.g. New York City
and Tokyo, Japan) and can confirm that many critical assets that the company, still appearing on its
website (e.g. FF Soho or FF Madison Avenue shops), are indeed closed. We also noticed how a
number of POS, including in key locations, appear to be of negligible size (often just a small window)
and in the process of liquidation.

Digital presence: we ran an audit on FF presence online, checking website traffic and popularity
on social media and benchmarking it against FF competitors. Our findings suggest that FF digital
presence, especially in Asia, may be indicative of a far smaller company.

Financial analysis: FF official figures indicate growing revenue and profit, but constantly negative
free cash flow, the bulk of which is explained by large and increasing working capital in its Asian
subsidiaries. The amount of account receivables and inventory of FF Asian subsidiaries seems clearly
disproportionate compared to its peers.

Chinese subsidiaries: FF claims $1bn of revenue originating in Asia, of which China has presumably
the lion’s share (70% of the Asian network would be located there). Surprisingly, we found that the
only two mainland Chinese subsidiaries of FF, Fu Li Fu Lei and Binlianyun, generate only some $40m
of revenue and together count only about 50 POS.

Concerns about auditors: after auditing their accounts for several years through Baker Tilly, a 2"
or 3'd-tier accounting firm, FF recently switched to “Ecovis” a relatively unknown firm. Moreover, the
auditors of the entity consolidating FF sales in Asia, totaling approximately $1bn, appear to be an
obscure firm with a staff of only two people. According to senior Chinese auditors from Big Four
firms, this firm may well be inadequate for an audit of this scope ($1bn of sales; hundreds of POS
in multiple countries).
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Folli-Follie Commercial Manufacturing and Technical SA operates in the fields of jewelry, department stores,
and apparel in Greece and internationally. The Company has three main segments:

o Jewelry-Watches-Accessories: this is the core segment and in 2016 would have generated € 978m of
revenue (73% of total).

e Over 90% of this revenue (€892m) originates in Asia (mostly China and Japan). FF Asia also
generates 100% of the Group’s operating income.

e Department Stores: the operation of three “Attica” department stores in Athens, Greece - €181m (14%
of total).

e Retail /wholesale: operations of a distribution network in Greece, Romania and Bulgaria - €178m (13%
of total).

As management frequently boasts, it is clear from the figures above that Asian sales constitute the
dominant part of FF's activity. This report will present strong evidence that FF's Asian business, far from
growing rapidly, may instead be dramatically shrinking and may be substantially smaller than perceived
by the market. Because this is such a large part of FF overall turnover, we are deeply concerned that the
financial statements may be incompatible with the facts that we have seen on the ground.

Sales

Europe
11%

Asia
67%

» Greece (= Rest of Europe [+ Asia

Asia constitutes a dominant part of the overall business>.

3 Source: Capital 1Q
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The Other Greek Parmalat?

The company was established in 1986 in Greece by Dimitris Koutsolioutsos. The first shop was in the commercial
district of Athens. Folli Follie started by manufacturing jewelry and in 1994 launched their first watch line. In the
mid 1990s the company started expanding aggressively in Asiq, first in Japan and later in China and elsewhere.

At first business was good: FF products where esthetically pleasing, creative and affordable. FF enjoyed
significant success in Japan, where the brand was extremely popular around 15 years ago. However, in 2008
the Japan business started a slow decline and that does not seem to have changed. The decline was offset until
recently by strong growth in China, fueled by the initial popularity of the brand and by the growth in the
number of points of sale. However, starting 4/5 years ago, growth peaked in China as well and the brand has
been in retreat ever since, with both the number of sales outlet as well as comparable sales decreasing
dramatically®.

Links of London, a British jewelry brand acquired by FF in 2006, and Attica, a department store with its main
outlet in Athens, are non-core businesses accounting for a smaller proportion of sales and possibly unprofitable.

The steady “growth” of Folli Follie’s revenue, has in the last few years generated negative cash, to the extent
that FF in 2017 issued a €300m bond repayable in 2021, in addition to another €150m bond issued in 2014.

The company claims rapid growth, investment and expansion. This report will instead suggest a dramatically
different picture: a rapidly-shrinking, far smaller company heading toward financial uncertainty.

© This is our interpretation of the evidence we acquired through our field checks.
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The extensive evidence we collected and examined suggests that FF business may be in a precarious situation.
This view clearly is in conflict with the image that management tries to portray of a rapidly growing company
with a bright future. In order to understand these disturbing inconsistencies, it is important to first look at the
official figures, which we view with great skepticism:

a) Fast Growth in Revenue and Net Profit’:

Folli-Follie Commercial Manufacturing and Technical Societe

1400.0 Anonyme (ATSEZFFGRP) 300.0
1300.0 250.0
1200.0
1100.0 200.0
1000.0 1560
900.0
« 100.0
800.0
700.0 50.0

Dec-31-2012Dec-31-2013Dec-31-2014Dec-31-2015Dec-31-2016
| mmmTotal Revenue |

For the year 2016, FF claimed total revenue of €1.3b and operating income of €257m, with a healthy
20% operating margin. From 2010, revenue has been growing at 11% per year on average;
operating income growth averaged almost 20% per year.

b) Large and Growing Network of points of sale (POS): the 2016 Annual Report claims 930 points of sales?
(up from 568° in 2012, implying 362 new POS).

c) Growth of the Jewelry-Accessories segment: from €642m (2013) to €977m (2016) (see table below).

7 Source: CapitallQ
8 2016 Annual report.
92012 Annual report (pp. 9, 11) 488 Folli Follie + 80 Links of London.
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SALES PER SEGMENT (post eliminations)
(Continuing operations)

in Euro mil 2013 2012 %chng % of total
Jewellery-Watches-Accessories 642.4 583.8 10.0% 72.4%
Department Stores 136.2 123.8 10.0% 15.3%
Retail/Wholesale 106.3 98.4 8.0% 12.0%
Other Activities 2.5 8.7 -32.4% 0.3%
Total 887.4 809.7 9.6% 100.0%

SALES PER SEGMENT (after eliminations)
Continuing Operations

Mood oe € ekar. 2016 2015 % in total
Jewellery-Watches-Accessories 977.8 857,0 14,1% 73,1%
Department Stores 181,4 171,4 5,9% 13,6%
Retail / Wholesale 178,1 164,7 8,1% 13,3%
Total 1.337,3 1.193,0 12,1% 100,0%

Tables implying growth of Jewelry-Accessories segment of 52% in three years (2013-2016)'0.

Dear shareholders,

We look back at an eventful year 2016 influenced
by ongoing uncertainties and geopolitical
tensions. Despite all this Group managed to
reach another excellent performance in 2016
based on an effective diversification in terms of
business activities and regional exposure.

We anticipate that 2017 will be another
challenging but successful year, while addressing
efficiently all global challenges at the same time,
we remain focused on creating valve to our
stakeholders.

All  activities exhibited remarkable growth,
whereas we expanded our footprint in new
markets and we prepared the next stage of the
Group development.

Our reported consolidated revenue rose by
12,1% while Group net income increased by
almost 22%. These sound results were supported
by the resilience of our local activities and an
exceptional performance of the affordable luxury
division.

Our own brands Folli Follie and Links of London
recorded an impressive performance driven by
dynamic sales ond improved profitability. The
continuous demand for affordable luxury confirms
our strategy and positioning in an industry which
continuously gains customers worldwide.

The performance of our domestic operations
demonstrated impressively the resilience of our
diversified brand portfolio and benefits of market
share gains we experienced throughout the last
couple of years.

The Jewellery, Watches and Accessories activity
demonstrated its solid performance which
accelerated in the last quarter of the year,
proving the brands ability to capitalize on the
many opportunities available in existing as well
as new markets.

The Retail and Wholesale as well as the
Department Store aclivities experienced another
year of impressive recovery, translating a growing
market share into rising revenues and profitability.

2016 CEO Annual Letter claiming announcing fast growth.

10 Source: FF Annual Reports years 2013, 2016.
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Months of painstaking due diligence suggest a radically different picture of FF than what could be inferred
from FF official reporting. We came across convincing evidence suggesting an unprofitable, rapidly shrinking
business, with decreasing revenue and negative cash flows. We estimate that the real revenue of the Jewelry-
Watches-Accessories segment may be only a fraction of the reported revenue.

We also have a radically different view concerning the size of the FF network and the number of POS: according
to our due diligence, FF-branded points-of-sale may be less than 300 (vs. 630 claimed by the company) with
a large number of POS being little more than a small window and selling a few thousand Euros per year.
Besides a rapidly shrinking network, same-store-sales in Asia, unlike what the management claims during the
conference calls, seem to have been decreasing steadily over a number of years.

What is going on?2 In our opinion, and based on the extensive evidence we gathered, after the initial success in
Asia, particularly in China and Japan, the situation slowly, but steadily went downhill. At first comparable store
sales started to drop i.e. each individual store was selling less and less. In Japan, this led to a steady closing of
shops that gradually became unprofitable (in Japan there are no franchisees). In China, the company tried to
counter this trend by opening new points of sales with new franchisees: this worked for a while, as overall sales
increased due to additional shops despite decreasing comp sales. However, soon enough franchisees started
closing shops due to disappointments with the achieved levels of sales.

Until about 2013, business was decent in Ching, the network peaking around 200 POS, half company-owned
and half franchisees. At the time, sales were increasing around 10% per year, but driven by new outlets as
comp sales were already decreasing. From 2014 onwards, the pace of deterioration accelerated such that a
leading FF figure (the Managing Director for China) left the company for a competitor (Montblanc). Apparently,
sales quickly fell further after that.

According to our estimates'!, FF sales in China may be as little as $40m in 2016 and may have decreased
further in 2017.

During the last few years FF appears to have closed most of its Chinese network and 30% of its Japanese one,
with more POS planning to shut down soon. We have identified the following reasons for FF catastrophic
deterioration in Asia:

e Sub-optimal management practices: FF is a family-owned, family-managed business. Most strategic
decisions, down to the location of some of the individual stores, are taken directly from Dimitris
Koutsolioutsos and there seems to be a lack of organized processes for activities such as merchandising,
for example. There have reportedly there have been disagreements between Mr. Koutsolioutsos and
his son, who allegedly would be interested in getting rid of the FF brand altogether.

e Competition: when FF first opened in Asia (15 years ago in Japan and later on in China) they found a
“greenfield” location and basically had all the market by themselves. The Chinese consumer was far
less sophisticated than it is today and eagerly bought FF products that were perceived as quality
western luxury goods. Now, however, companies such as Coach, Kate Spade, Furla, Pandora and

! Estimates based on the P&L data of one of the two Chinese subsidiaries filed with the Chinese government and confirmed by our digital
presence audit. Both sections will be explored further later in this report.
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Swarovsky started entering the market with arguably far greater resources and better management
practices than FF. For example, space productivity (i.e. sales per sqm) for FF was only about 50% of
Swarovsky or Michael Kors'2,

Products: In many cases, the FF lines of products received mixed receptions from consumers. For
example, the “KK” product line (designed by the founder’s wife, now in her ‘70s) was perceived as
“old school” by clients, especially considering that FF seeks to position itself as a “young” brand. There
were also concerns about product quality.

Key personnel leaving: as the situation deteriorated, key talent left the company (for ex. the China
Managing Director who left for Montblanc). According to our field checks, the departing managing
director has been left without a replacement for years. A similar situation seems to have occurred in
Japan, with a number of key personnel leaving in frustration.

Given the above, it appears that the entire Asian business, such a dominant part of the Group may be in
shambles. Therefore, we are skeptical about FF’s financial statements that claim sales for the Jewelry-Accessories
segment increasing over 50% from 2013 to 2016, when FF shut down almost half of its Asian network while
suffering decreasing comp sales.

The size of the FF network and evidence concerning the number of POS is a concerning indication about the
health of the FF Group. We have performed a large-scale investigation with the explicit purpose of answering
one question: how many POS does FF really have? In order to answer the question, we have used a multi-
channel approach:

1)
2)
3)

4)

We have downloaded the relevant POS data from FF own “shop locator” and “global presence”
websites, which include phone numbers and addresses.

We have systematically called almost each individual shop during office hours to check whether it’s
open or closed.

We have checked evidence of the existence of each POS online (e.g. checking whether the site appears
on Google Maps, Streetview or on the website of the relevant shopping center).

In many cases, we have physically visited the POS, checked the facility and took photographs.

We have also used local research teams with the necessary language skills and knowledge of the territory. Our
findings have been remarkable.

What FF claims about its POS network

We are of the opinion that FF management has been less than transparent about the true size of its network.
In fact, different figures appear from different sources, but they all seem to exaggerate the true size of
the POS network.

The FF 2016 Annual Report mentions a total of 930 POS, of which 630 for the Folli Follie brand. Out of
these, 65 POS in Japan and 240 POS in China'3:

12 This insight is the result of field interviews conducted with competitors of FF in Asia.
13 Source: Folli Follie 2016 Annual Report — pp. 12.
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“WE CREATE FASHION”
Folli Follie
|

Folli Follie is an international lifestyle fashion brand, The launch of Folli Follie in the very demanding Greek “

which designs, manufactures and distributes jewellery, jewellery market was followed by an unprecedented

watches and accessories. Folli Follieffeates aNd offers ~ success that convinced the owners to steer the brand

fashion in 30 markets with more than 630 ppints of  towards additional categories of fashion accessories |

sale worldwide. Today, Folli Follie’s cOveph#6sophy is  and led the way towords the brand’s international
to unveil the brightest side of women internationally, by
offering a collection of versatile, original andfashionable
designs of jewellery, watches and accessories.

2016 FF Annual Report reporting on the number of POS.

FF HOME  ABOUT FF GROUP ~ BRAND - E N G N
@ Choose Country Q {China) Q 4§ Japan Q
SN
Choose Location Q  choose Location Q  choose Location Q
Al Brands LINKS  Algrands - LINKS  aAlsrands - LINKS
GLOBAL
PRESENCE FOLLI FOLLIE FOLLI FOLLIE FOLLI FOLLIE
930 points of sale %) SHOP IN MALL ©) SHOP IN MALL @ SHOP IN MALL
30 countries
MY garazTHMA 8 warazTHvA B kaTAsTHMA

@ WATCH VIDEO @ STORE LOCATOR

é CORNER 6 CORNER é CORNER

> Clear Fiters

% Clear Filters » Clear Filters

. R

Screenshots taken from one of two FF store locators.

The screenshots above have been taken from one of the two existing store locators on the FF website.'* The
number for the overall group network corresponds to the one on the annual report (930). However, the store
locator claims 520 stores for FF-branded POS (instead of 630 appearing in the 2016 annual report). Also, the
store locator lists 185 POS in China (instead of 240 in the annual report). These are the first indications that FF
may not have its reporting system in order.

14 http://www.ffgroup.com/stores/
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NEW IN JEWELLERY WATCHES BAGS ACCESSORIES SALES COLLECTIONS

LOGIN TO YOUR ACCOUNT OR CREATE A NEW TO ENJOY 15% OFF

SULTS

Store Locator

From Athens & Tokyo to Hong Kong, London, New York and beyond, our iconic products are available across
the globe. To find a Folli Follie store near you, use the store locator below.

425 stores found

FF has one more store locator located on its Follifollie.com website,'> this one claims only 425 POS. We
downloaded all the shops listed in the shop locator and, surprisingly, we found some 580 POS, instead of 425.

So, to summarize, FF claims 630 Folli Follie-branded POS, out of which 240 in China and 65 in Japan.

Our phone and online due diligence

We downloaded the complete information set from the company’s store locator and created a full database
including, presumably, all of FF network around the world. The screenshots below are examples of the output
from the FF store locators'® we used for our database (the two screenshots refer to the output of the two store
locators referring to the same shop). Incidentally, as we shall see later, the shop in question (FF Soho) has been
closed for over a year!

425 stores found

1w 1 OF 36 > SHOW 60 PER PAGE
SOHO FOLLI FOLLIE
Map Satellite onfections @ S
b o 2 : $
e Arts ¥ Houston St L % S & -
FF SHOP %, . ‘ & ) e
ADDRESS £ Dominique Ansel Bakery & s SoHo kith @ &,
SOHO FOLLI FOLLIE, 133 PRINCE S Q MeroadwayLe & tv
STREET ] S
NEW YORK g i Prince St The Basilic 4 S
5 e Patrick's C it
NEW YORK
Canal St[f) LOWER -
E38aleo6and @ MANHATTAN  New Museum @
PHONE rPoogle ™ & Map data ©2018 Google  Terms of Use  Report & map error
212 780 5555

VIEW MAP & DIRECTIONS

FF Soho, output from follifollie.com store locator

15 https://www.follifollie.com/cm-en/stores
16 Source: https://www.follifollie.com/cm-en/stores and http://www.ffgroup.com/stores/?countryld=1&manufacturerld=42889
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w 0
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@+ Folli Follie Folli Follie SOHO
w108
" FOLLIFOLLIE 3
FOLLI FOLLIE Phimstes
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@ SHOP IN MALL Q  SOHOFOLLIFOLLIE133 PRINCE STREET )
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%) 2 to1
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X Clear Filters [0 Btoadway Lafoy
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() o

! el LOWER
FF Soho, output from ffgroup.com store locator
& Excel File Edit View Insert Format Tools Data Window Help 13408 F &£ = wonpd TeelasaM Q ©
Folli-Folli
Ll "7' fuec W/ Formuagar  Zoom 100% - P P
| : 51 A s Y 9
Normal Page Break Page Custom v/ Gridlines / Headings @, Zoom 1o 100% Freeze Fraeze Freeze First Spit View Record
Preview  Layout Views Panes Top Row  Column Macros Mscro
a7s % fx =
A « D 4 FO ML ] e N o 3 Q R s
1 - 7] - ~ [ e ~ ~ [ v -
7 ELCORTE INGLES SAGASTA SPAIN |Address [EL CORTE INGLES SAGASTA- EL CORTE INGLES. PASED SAGASTA Ne3.| |[TEL 1648 085 750 V1 likely apen
3 ATHENS METRO MALL SHOPPING CENTER GREFCE  |Address [VOULAGMENIS AVENUE 276 ATHENS ‘T_E_l_“ +302109767014 - 15 —l open Open salesperson answers sormally
4 MY MALL SHOPPING CENTER CYPRUS  [Address |MY MALL SHOPPING CENTER TEL §+357 25 878930 _J open
5 “AGLI" SHOPPING CENTER, 8, KOLOKOTRONI STR. GALECE  [Address |"AIGLS" SHOPPING CENTER +30 210 8016198 - +30 2¥| cpen OPEN
& "DASKALOYIANNIS® CHANIA INTERNATIONAL AIRPORT GREECE  [Address | "DASKALOYIANNIS® CHANA INTERNATIONAL AIRPORY CHANIA +30 28210 66033 VI open open
7 “DAGORAS' RHODES INTERNATIONAL AIRPORT GREECE _ |Address | "DIAGORAS” RHODES INTERNATIONAL AIRPORT RHODES +30 22410 81566 j noanswer open
& “ELEFTHERIOS VENIZELOS™ ATHENS INTERNATIONAL AtRPORT|GREECE  |Address | "ELEFTHERIOS VENIZELOS" ATHENS INTERNATIONAL AIRPORT ATHEN! +30 210 3533915 |Vl no answer  apen
9 “MACEDONIA" THESSALONIKI INTEANATIONAL AIRPORT [ Address | TMACEDON A" THESSALONIKI INTERNATIONAL ARPORT THESSALONI +30 2310 475185 !l noanswer open

10 "NIKOS KAZANTZAKIS” CRETE INTEANATIONAL AIRPORT
67 _1/F, SOGO DEPT STORE
78 |11, AMALIAS AVE

VI no answer  OPEN

Address | "NIKOS KAZANTZAKS” CRETE INTERNATIONAL ARPORT MERAXLION | |
|Address | 1€, SOGO DEFT STOAE HONG XKONG

Address |11, AMALIAS AVE, NAFPLO TEL £+30 27520 27742 VI dased PERMANENT HKE ZIEDOEZMHEEMIKHFV

79 1), GEAMANOU STR GREECE _ |Address |11, GERMANOU STR, PYRGOS TEL [ +30 26210 23503 VI fax answer  OPEM
address does not show up en
80 110, IOANNOU MELA STR. GALECE  |Address |110, :0ANNOU MELA STR. LEFKADA TEL [+30 26450 25260 VI probably clos not found google. Phone number inactive
81 12, RUE DE LA PAX, 75002 FRANCE  |Address |12, RUE DE LA PAIX, 75002 PARES TEL §+33142605816 VI dased hittps://goo.gl/maps/TeM2eG YHewg
87 126, P.KDA GREECE _|Address | 126, P.KIDA IMTEL 2256020063 | [VI probably clos not found
83 1775 PALE SAN VITORES ROAD, THE PLAZA SUITE 300, 96913 |GUAM [Address 1275 PALE SAN VITORES ROAD, THE PLAZA, SUITE 300, 96913 GUAM | || TEXL §+1 671 636 8587 V1 open
84 E AMMOXOSTOU STR, GREECE _ |Address | 124, AMMOXOSTOU STR. RHODES TEL §+30 22410 33570 V1 Open OPEN
87 156-1, KO 163, SEC.1, KEELUNG ROAD TAIWAN _|Address |HEAD OFFICE: 15F-1, NO 163, SEC.1, KEELUNG ROAD TAIPEY TEL [+886 2 2767 5988 [VIEW MAP & DIRECTIONS
salesperson answered and
88 16 STASSKRATOUS STR CYPRUS _ |Address | TEL TEL £+357 22 677344 (VI open confirmed
89 17, VIRONCS STR. GREECE _ |Address |17, VIRONOS STR. LAMIA TEL £+30 22310 47700 VI Open open
50_19, ERMOU STR GREECE _ |Address |19, ERMOU STR. ATHENS TEL §+30 210 1007800 VI unclear open
116 20, ERMOU & ALKEQU STR. GALECE  |Address |20, LAMOU & ALKEQU STR. MYTIINI TEL [+30 22910 42255 VI unclear open but the photo doesn’t shaw the store . Call to check
117 22, TSIMISKI STR. GREECE 22, TSIMISKI STR. THESSALONXI TEL §+30 2310 282573 VI cpen open

115 23, DEDALOU STR

119 255, HERAKLIOU AV,
122 3, A PAPANDREOU STR.
123 3, ALLEE TRANQUILLE
123 32, M. THEOTOKI STR.

Address |23, DEDALDV STR.HERAKLION TEL [+30 2810 346354 VI open open

[Address | 255, HERAXLIOU AV. ATHENS TEL [+30 210 2790328 V1 open open

| Address |3, A PAPANDREOU STR. ATHERS TEL §+30 210 6842162 - +30 2VI open open

|Address |HEAD OFFICE 3{TEL 8433141955310 VI NOT A STORE OFFICE

|Address |32, M. THEOTOKS STR. CORFU TEL §+30 26610 30743 VI dased not found kel number disconnected

130 3333 ORCHARD ROAD #02-27 MANDARIN GALERY 738857 [address 3334 ORCHARD ROAD #02-27 MANDARIN GALLERY 238397 SINGAPDRE|TEL | +65 62355356 [VIEW MAF & DIRECTIONS

131 37, BOSUNG 8LDG. 666-4, SN-SA DONG [Address [3F, BOSUNG BLDG. 666-4, SIN-SA DONG SECUL TEC |1+82 2 544 71474 VIEW MAP & DIRECTIONS

132 3, BDUL VASILE MLEA [Address [COTROGENT 14[TEL £0 740 251 337 VI open salesperson answers normally
133 4, VUAHUS STR. [Address |4, VLASLIDI STR. IOANNIA free B-30 26510 75197 VI dased closed hetps:/figoo.gl maps/OAdXVYE 2z
134 4918 RIVER VALLEY ROAD, $14-034 VALLEY POINT OFFICE TOW SINGAPOR{Address 4618 AIVER VALLEY ROAD, #14.03A VALLEY POINT OFFICE TOWER, 2489 TEL |1 <65 6727 4473 [VIEW MAP & DIRECTIONS

135 50, MEZONOS STR GREECE _|Address | 50, MEZONOS STR. PATRA TEL §+30 2610 275731 VI cdased Iiknly closed by number disconnected

135 515T WATCH COMPANY UsA [Address [2914 MAIN STREET 14[TEe 310 399 1444 VI dosed b NUMBER DISCONECTED

138 575 MADISON AVENUE AT 56TM & S7TH STREE
139 59, MITROPOLEOS ST

Te D12 a213155 |1 cosed
30 23310 26936 |V dosed closed https://goo.gl/maps/KV2ymusvoun
Sheet9 Sheet10 Shaet11 Shoet12 Shoet13 Shoet14 Sheet1s +

Elf @ - ——— + 10
Screenshot of the database compiled by Quintessential aggregating all the data from FF store locator.

59, MITROPOLEQS ST

4 » All Stores PIVOT Dialling Codas Shoetd Shaoetd Shoee! Shoet6 Shoet? Shoets

Re;c;dyh 246 of 579 records found
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Having built our database, we assembled multiple teams of analysts with the necessary language skills and
simply checked each individual POS in the database with the intent of determining whether it is closed or in
operation. Our teams called each individual POS listed in the database and confirmed its findings with
online checks, for example checking whether the shop shows up on Google maps or elsewhere.

Our findings: out of the 630 FF-branded POS claimed in the annual report, only about 289 were confirmed
open; 154 were confirmed closed and approximately 92 were suspected to be closed!”. Therefore, we can
claim with great confidence that'8 FF full network size is somewhere between 289 and 381, only about
half of the number claimed. Please note the following:

®  Most “closed” and “suspected” closed POS were concentrated in China and Japan. This is
particularly worrying considering that management claims that almost 70% of the Group’s revenue
and 100% of operating income originate in Asia. Our best estimate for the size of the entire Asian
network ranges from 172 to 208.17

e A large number of POS we sampled, were not FF shops. Rather they seemed wholesalers selling a
large variety of brands, of which FF is likely only a minimal part2°.

o Many POS we sampled have been closed for a considerable amount of time, sometimes one year
or more.

o Many POS appear to be on the verge of closing (e.g. personnel in the shop says the POS will close
once inventfory is sold out).

COUNTRY CLOSED SUSPECT DUPLICATES | OPEN CLAIMED BY | %
CLOSED FF overrepresented
China 65 92 11 64 240 275%
Japan 22 0 0 46 65 41%
Rest of Asia 62
Rest of the | 67 117
World
Total (FF) 289 630 118%

Summary of phone and online due diligence findings

17 We considered a shop “suspected closed” if the phone number supplied by FF was invalid and we could not find a relevant confirmation
online.

18 This claim assumes that FF database in its store locator is kept reasonably updated.

19110 confirmed open shops in China and Japan, + 62 in rest of Asia. The upper hand of the estimate adds about 36 suspected closed
shops.

20 Our field checks revealed that many wholesalers listed in the database may sell as little as $5,000 of FF products per year or less.
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1L Our onsite checks
Intrigued by the stunning outcome of our previous due diligence, we decided to pay a visit a to FF shops in
“strategic” locations.

Folli Follie Soho (New York, USA): this shop should be located on 133 Prince St., at the heart of the New York
trendy Soho area. As you can see below, the shop features prominently on both FF shop locators. We visited
on March 24™: the shop is closed. According to the neighbors we probed, Folli Follie was not even the prior
tenant, having left several months before or more. To our knowledge, FF management never disclosed to
investors about the closing of this, or any other for that matter, key asset. Indeed, this shop as of today remains
on FF-Group store locator.

HOME  ABOL

@® USA.

Choose Location

Rarsans.SehoolafResian S

All Brands party
@ Folli Follie Folli Follie SOHO
_ FOLLIFOLLIE

FOLLI FOLLIE ool

Q  SOHO FOLLI FOLLIE133 PRINCE STREET
L ¢ (BETWEEN WOOSTER & WEST BROADWAY),
5 NEW YORK
J 2127805555

useum ,

é CORNER the Arts = 5 4

3 TheDuch® | %25,

Dominique Ansel Bakery ~ Appie SoHo
) o

@) SHOP IN MALL

8 kaTASTHMA

Clear Filters.

Prince
J g o The Basilig

LOWER * Patrick's O

| P o
FF Soho shop on FF store locator (Apr. 17, 2018)
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a. Folli Follie Madison Avenue (New York, USA): this shop should be located on 575 Madison Ave.,
at the corner with 57" street. This is a stone throw from the famous “Tiffany corner” and is one of
the most prestigious locations in the world. We visited the location on March 24* and it was
occupied by another tenant (Muska) with no links to FF whatsoever. Our inquiries revealed that FF
was indeed there, but closed down their location several months ago. This is confirmed by Google
Maps that report the store as “Permanently Closed”.

HOME

GROUP
HOME |
4 O A N Rt B v
@® USA. o ; i R
Choose Location Q Folli Follie Folli Follie 575
MADISON AVENUE (AT 56 TH

& 57TH STREET), NY 10022

All Brands

Q  MADISON FOLLI FOLLIES?S MADISON

FOLLI FOLLIE AVENUE (AT S6TH & S7TH STREET), NY 10022,
" NEW YORK
C) SHOP IN MALL | 2 m2annss
8 caTAZTHMA o Agple Filth Avenog O

MIAVE LT

Folli Follie
Permanently closed

A Start (28 min) @ Directions

. ® O i}

CALL

° 575 Madison Ave, New York, NY 10022, USA
@®  Permanently closed

S +1212-421-3155

@ follifollie.com

Vs Suggest an edit

Q Claim etk tm—
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b. Folli Follie Omote Sando (Tokyo, Japan): this Folli Folli shop used to sit on an exclusive shopping
area in Tokyo. QCM visited the site and found a Dyson vacuum cleaners shop in its place. Google
Maps confirms that the shop is “permanently closed”. According to our investigations, this shop moved
to another, cheaper part of Omote Sando. Apparently FF closed down this second site as well last

year (now
CE EEa—

Folli Follie Folli Follie
OMOTESANDO HILLS
SHOPOMOTESANSO HILLS
WEST 1F4-12-10JINGUMAE

Q 72u72) EBBC N ASHFBHRERN
Bii]4-12-10 Xl £ )L XTMWTF, TOKYO
J 0364064720

Original Omote Sando FF

shop still features on FF
store locator.

Mm217

Folli Follie AOyama Flagship

Permanently closed

A Start (1 min)

. ® O t

WEBSITE
~N Are you here now? v

Q Japan, 7 107-0061 Tokyo-to, Minato-ku,
Kitaaoyama, 3 Chome-11, 1t ®Lli3-11-7

(©  Permanently closed
% +813-3409-5204
®  foliifollie.co.p

> ——
» Sunaact Zn Al

Google Maps confirms
that the FF shop is closed

run

=)

Subsequent Omote Sando

. FF shop, now run by
Atmos (a snickers

company).

--- Private & Confidential ---

by Atmos).

|

Page 15



Page 16

The Other Greek Parmalat?

Folli Follie Shinjuku Isetan and Kawagoe Modi (Tokyo, Japan): QCM visited these two locations.
Isetan is still operational, while Modi will be closed after the (very small) inventory is liquidated.
These two points of sale are representative of a significant part of FF network: many POS are not
actual “shops” but little more than a tiny window inside a shopping center. Compare the FF
“window” on the left with the large space used by Coach when we visited Isetan (FF claims a similar

level of sales in Asia as Coach, as we shall see later).

FF “shops” in Isetan (Shinjuku) and Modi
(Kawagoe).

For comparison: Coach space inside Isetan
(Shinjuku).
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It makes intuitive sense to assume a strong correlation between revenue and digital presence for a retailer. In
fact, this correlation shows up neatly in all of FF’'s competitors that we analyzed: In other words, higher digital
presence (website traffic, Facebook and Instagram followers) generally means higher sales.

For FF, however, a careful look at digital presence would suggest a company sized a small fraction of the
size it claims to be.

a. Comparison of Sales with Competitors

2016 $ Asian Sales (millions)

1,400 1,203
1,200

1,000 741
288 550
400 230 215
200 111
0
e o o S DN\
oc' \\\0 0* b o‘ ~\
P %QO Oob cJQO 0\% ooo
<(O\ Q &0 . (\5\0 QO
L A
‘\O

FF 2016 worlwide sales?' vs competitors.

The chart above shows 2016 Asian sales for FF and its peers. FF claims Asian sales 8x higher than Furla, 4x
higher than Michael Kors and Kate Spade, 2x higher than Pandora and only 20% less then Coach.

21 Jewelry-Watches-Accessories
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Web Traffic (millions)

6
5
4
3
2
1
0 [

Coach  Pandora Kate Michael Folli Follie  Furla

Spade Kors (declared) (Japan

only)

2018 Website Traffic originated in Asia™?2

The chart above shows traffic to these brands’ websites originated in Asia. As you can see, for all competitors
there is a clear correlation between sales (from the previous graph) and website traffic (above). The only strong
outlier is FF: while claiming sales comparable to Coach (around $1bn), its web presence instead comparable
to that of Furla (with worldwide sales of only €267m). We have repeated this analysis using Facebook and
Instagram followers and considered also worldwide sales and digital presence: the pattern remains.

$Sales/web traffic

2500

2000

1500

1000

500

0
Folli Follie  Furla Coach Pandora Michael Kate
(declared) (Japan Kors Spade

only)

The oddity of FF official figures is even more staggering by dividing Asian sales by Asian web traffic: as you
can see, for all FF peers sales are approximately $100-400/website visit, while FF claims an absurd $2,000.
On average, FF peers show sales of $188/website visit. If we multiply this number by the number of FF website
visits we can get a rough estimate of FF sales in Asia: $85m, in contrast to the $1bn declared.

22 Source: Similar Web.
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2016 $ Asian Sales (millions)

1,203
550
230 215
I .
Coach Pandora Kate Spade Michael Kors Furla (Japan  Folli Follie

only) (estimate)

FF sales implied by digital footprint vs. competitors
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b. Selected data from digital sources. Notice how FF has a dramatically smaller digital footprint than

its peers.

Traffic & Engagement

2 Total Visits

Feb 2018, O Worldwide
Domain o
[3 follifollie.cc =
F 1
& Lstespade com 7781
M A— 1
€: co r 1 6N

Website traffic2® comparison (worldwide).

& Total Visits ’
Dec 207 eb 2018, O Worldwide

Domain % #
[3 follifollie.com.cr ¢ 60,583 4
E3 follifollie.com hk 47,631

F furla

M michae ¢

Website traffic comparison (Chinal).

23 Source: Similar Web

Traffic & Engagement

= Total Visits 2
ec 2017 - Feb 2018, O Worldwid

Domain % #
@ folifoliie.com -

3 foliifollie.co.jp

3 foliifo uk 205,262

3 fotiifollie.com.cn L] 60,583 4
3 foliifollie.gr 40,949

FF Website visits (various countries): notice how the
Chinese and Japanese FF websites combined have less
traffic than the FF.com website. This strongly suggests
that Asian sales are inflated?4.

&2 Total Visits i
Dec 2017 - Feb 2018, Q Worldwide

Domain %

[3 follifollie.co.jp 4 396,015
& katespade.jp 2.532M
= michaelkors.jp 1.283M

«: japan.coach.com 2.706M

Website traffic comparison (Chinal).

24 According to reported figures, 88% of the Jewelry- Watches-Accessories segment originates from Asia. If this were indeed the case, we
would expect FF Asian website traffic to be higher by the same proportion. This is not the case arguably because Asian sales (audited by
local auditors, as we shall see later, are inflated in our opinion).
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# of POS (China + Japan, 2016)

450 409
400
350
300
250
200 176
150 127 115 112
100
50

394

Swarovsky*  Coach Michael Pandora®™  Furla®**  Folli Folli
Kors (estimate)

Japan + China: number of POS?25

The analysis of network size and of digital footprint tell the same story: despite claiming Asian sales of $941mn
(more than all peers except for Coach), the FF network?¢ is the smallest of the group, with only 112 confirmed
POS. These figures imply an absurd average of $8.4m per POS, which is even more unlikely considering that
many of the POS we saw in our due diligence are little more than a window, compared to the much larger,
newer stores of competitors, often placed in better locations.

sales/pos
9.0 84
8.0
7.0
6.0
.0 43
4.0
31
3.0
2.0 1.6
1.2

- H =
0.0

Folli Foll Pandora* Coach Furla** Michael Kors

(estimate)

Average sales/POS: FF figures look unreasonable.

23 Sources: annual reports, store locators of the various companies mentioned.

26 We used a network size in China + Japan of 112. This number includes only the stores that we confirmed open in our network due
diligence activity described in previous sections. Even assuming a larger network size, the main thesis remains intact: FF network looks too
small relative to the sales level it claims in Asia.
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Comparison of Coach and FF presence (or lack thereof) in prime locations in Tokyo, Japan:

FOLLI FOLLIE

Folli Folti<'AO amy F'agsnip

Pery’ mnently, ‘os o

N Are you here now? v

9 Japan, ¥107-0061 Tokyd-to, Minato-ku,
Kitaaoyama, 3 Chome-11, JEHLL3-11-7

o 1

)

Not present!

A
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The previous photographs include some of Japan’s key locations for every luxury retailer: Issetan Shopping
Center at Shinjuku, Omote Sando, Ginza and the Narita airport. In every single comparison, FF seems to come
come short: either FF does not have a presence or that presence is modest vis-a-vis the competitors we reviewed.
Compare Coach’s impressive, large corner stores with FF “windows”. Please note that, as stated elsewhere, FF
claims a comparable level of Asian sales to Coach and revenue per store three times as large?”. The
photographs feature Coach as a comparison, but we could have chosen as well Furla, Pandora, Swarovsky or
any other brand in FF peer group and the general idea would be the same.

We approached several parties with knowledge about FF’s presence in Asia including:
e Former employees.?8
e Shopping centers operators hosting FF shops.
o Competitors of Folli Follie.

Without exceptions, every source we approached has confirmed our suspicions and our findings appearing
elsewhere in this report. The following insights on FF kept recurring during our interviews:

Opinions by former employees:
1. FF business in Asia is in distress and has been contracting for years:

“l would say that the Folli Follie brand is not too good. As | said, they had their lucky break in
Japan, but that was 15 years ago, where they were the “hot brand” and the business exploded,
but from about 10 years ago the sales trajectory of this market has been in slow decline and that
hasn’t changed. That decline was offset up until 4/5 years ago by strong growth in China with
popularity of the brand combined with an expansion of the number of points of sales (in China),
but that also peaked in that market probably 4 years ago now so..."?.

“[...]the China business is going down, it’s a fact. Relatively (to Japan and the rest of Asia) the
Chinese business is the worst one, because productivity is low. And the stores are not making
money and the management team is just a mess.”°

“I would say that the brand is poorly managed and in terminal decline simply due to
management.”

27" Asian network size based on our field due dili gence.

28 For compliance reasons we avoided current employees and former employees who have left the company less than 12 months ago. The
information we received was general in nature and the sources we contacted have been asked specifically not to convey any sensitive
information or information covered by non-disclosure agreements.
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2. Points of Sales (i.e. “shops”) are closing (on a net basis):
“We have less than 100 POS in China.”

“for the last 10 years they have been slowly closing down points of sale, the smaller ones, as the
sales have declined every year. So, as each year sales are getting smaller and smaller.”

3. Competition is getting stronger:

“brands like Swarosky and Pandora they have come in and offered the same and better products
and better retail offer as well and they have gone and taken the customers.”

“our space productivity was low compared to Swarosky and Michael Kors.”
“competition is getting stronger and stronger, so they are losing market share.”
4. Llike-for-Like (“comp”) sales are constantly going down:

“linitially FF had] relatively good numbers. But the growth was managed by new-door and franchise
selling business. The comps were not so good, they were negative.”

Opinions by Distributors:

o  We also spoke to a large shopping center operator in China where from where FF runs a few
POS. This source claims that FF is performing poorly compared to other similar brands in the
malls. Given the performance of FF he sees, he estimates decreasing sales across the
country and he expects the company to shrink further.

Opinions by salespeople:
®  We received negative feedback from FF shops staff we visited when we enquired whether
“business is going well”.

o In China, we hired a team to enquire about each individual POS in the country and the
feedback received has been universally bad. Staff complained about slow sales and stores
closing.

o  We visited the FF shop at the WTC in New York and the sales staff confirmed that other
stores had been closing down and that the WTC one was the only one remaining in continental
United States.
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To any objective observer, FF financial statements should raise eyebrows. We found several worrying red
flags consistent with our thesis and with the evidence we examined earlier: FF real Asian business could be
much smaller than it appears and is rapidly deteriorating.

Large discrepancies between income and cash flows3':

NET INCOME VS FREE CASH FLOW

300.00
250.00
200.00
150.00
100.00

50.00

2012 2013 2014 2015 2016 2017
(50.00)

(100.00)

FREE CASH FLOW Net Income

From the chart above, it is clear that, while claiming positive and rapidly increasing profit, FF Free Cash
Flows have been almost constantly negative. From 2012 until recently FF has accumulated a FCF loss of
approximately €130m, while claiming approximately €1bn of accumulated earnings. The difference is
staggering and should worry any serious investor examining these financial statements.

Ballooning Working Capital

The €1bn of gap between reported income and cash flows mentioned above is explained almost
entirely by a massive increase in working capital (€928m) increasing from €611m in 2012 to €1.5bn
in 2017. The bulk of the increase is concentrated in Asia (85%) and consists in in account receivables
and inventory: both seem over the top, especially if compared to FF competitors: Michael Kors and
Tapestry, for example, have receivables around 20 days of sales and 120 days of inventory. Pandoraq,
focusing only on Jewelry, has a slightly larger inventory at 170 days. FF levels are off the chart with154
days of receivables and 274 days of inventory.

Dan McCrum, a reporter on the Financial Times, has written an interesting piece in 2015 concerning this
very issue with FF:32 as of today, the situation has deteriorated much further. Clearly, an abnormally

31 Free Cash Flows have been calculated here as: operating cash flow minus investments. Adjustments have been made to exclude the
impact of the 2013 sale of the travel retail business in both net income and FCF calculations.

32 https:/ftalphaville.ft.com/2015/07/09/2133993/folli-follie-and-the-receivables-question/.
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large and rapidly-increasing inventory at FF should be seen with great concern, given the results of
our due diligence: we saw how FF, far from expanding, is instead rapidly closing points of sales and
suffering from diminishing comp sales. A similar situation would be compatible with decreasing, rather
than increasing account receivables and inventory.

Furthermore, according to the POS analysis we saw earlier, FF could have only about 208 POS in Asia
(many of them are tiny as we saw). Now, total receivables in Asia are approximately €820m33, divided
by 208 POS we obtain an absurd €4 million of receivables per point of sale!

Receivables (DSO)*

180 -

160

140 -

120

100

80

60

40 -

20

mFF ®Pandora = Michael Kors ™ Coach

Solvency /liquidity:

FF has debt of €400m, including a July 2019 bond of €250m and a 2021 bond of €150m. Cash
position is €331m. Worryingly, however, €217m of that cash appears on the financial statements of
FF Group Sourcing Limited, a FF subsidiary whose accounts make us very uncomfortable for reasons
that will soon be clear. Should that cash prove not so “available”, FF would be left with about €110m
of cash and a cash-flow negative business to repay about €450m of near-term bond maturities.

332016 Annual Report of FF Group Sourcing Limited.
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As we noted previously, the performance of FF Asian division is critical to understand what is going on at the
Group level. Asian sales are 70% of total revenue and 120% of EBIT. In other words, without Asian profit the
Group as whole would be highly unprofitable, losing approximately €50m per year.

We are skeptical of FF Asian figures for the reasons mentioned earlier, namely:

e Our due diligence on FF POS clearly shows a small network in Asia counting only about 208 POS, mostly
small sites, in Asia.

e The implied amount of sales per POS in Asia is too large, if the Asian network is indeed smaller than it
appears.

e Large discrepancies exist between cash flows (negative) and earnings (positive) originates from Asia.

o Stakeholders we interviewed expressed negativity and skepticism about FF presence in Asia.

Clearly, the reality on the ground and the accounting figures are showing a dramatically different picture. How
is this possible? Quintessential has investigated in-depth into the Asian structure of the Group. The main reporting
entity in Asia is “FF Group Sourcing Limited” (FFGS), a company domiciled in Hong Kong and consolidating alll
the FF Asian subsidiaries. The financials of this company are public and would seem to confirm that FF in Asia
indeed sells approximately $1bn.

However, we investigated the only Chinese subsidiaries of FFGS we could find: Bilianyun and Fu Li Fu Lei34.
We discovered some very interesting information about both companies simply searching through official
government files35:

1) The FF shops owned by these companies are on file with the Chinese government. Official records show
a total of only 50 shops (33 for Bilianyun and 15 for Fu Li Fu Lei).

2) Bilianyun filed its 2016 annual report. The findings are staggering:

a. Sales: $25.5m (i$800k per shop).
b. Total Assets: $26.0m ($810k per shop).
c. Total Liabilities: $24.3m
d. Net Profit: $-6.1m

3) Fu Li Fu Lei annual reports are not public, but official records show 18 shops. If we use the $800k/shop
of revenue we found in Bilianyun we can estimate Fu Li Fu Lei sales of about $14m.

4) Both Chinese subsidiaries have several negative records and fines with the Chinese government.3¢

34 We assume these firms correspond to Folli Follie Shanghai (Pilion Ltd.) and Folli Follie Shenzen Ltd. These are the only FF subsidiaries
we found in mainland China. We suspect that the company may have deliberately altered its Chinese name in order to hide the identity of
these companies.

33 This part of our due diligence was performed by expert personnel with Big-4 auditing experience and mothertongue Chinese.

36 Records mentioned: violation of Law of the People's Republic of China on Product Quality Rule 39. Rule 39 prohibits the seller from
selling adulterated, shoddy , unqualified products. In June 2017, it was fined RMB 30,000 (USD 4,762 using exchange rate 6.3) by Market
Supervisory Authority of Shanghai Hongkou district resulting from the misleading advising and marketing of its products. In Jan 2018, it
was fined RMB 19,000 (USD 3,015 using exchange rate 6.3) by Market Supervisory Authority of Shanghai Xuhui district in violation of
Law of the People's Republic of China on Product Quality Rule 39 again.
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According to the official Chinese records we saw, “real” 2016 FF Chinese sales may be as low as $40m, with
only about 50 shops. We assume these 50 shops are company-owned and do not include franchisees. However,
any revenue originating from franchisees should eventually flow into one of the two Chinese subsidiaries. Also,
from our phone checks, we found only 66 confirmed open shops so we doubt that the number of shops in
franchising is material.

ol FERD) 4G 1:34 AM @ 4 R 98% W) 4
< 20164EfE CRRS
RLER
BEREAES

1. FF GROUP SOURCING LIMITED
IEBEEM(AT)  IANMEERE  HESR

3500 2010.11.03 LG
SEMEREH(HT) ZHMEBERE  BEAR
3500 2010.11.03 B
BRI

BESE: 16614.89 FiT
FREERImEIt: 91534 At
HESH: 16135.32 AT
FE2%: -3886.54 /7T
FEWSWA: 15575.42 H7t
Y@FI: -3886.54 AT
MTSER: 1682.86 AT
AfESE: 1569955 HT
SIMRHRIEERIER

P

=

MIMRFER

Ja[]}

Screenshot taken from official Chinese records showing the P&L of Binlianyun, FF main Chinese mainland
subsidiary3”

37 Based on the number of POS listed in the official records.
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Obviously, this would beg a question: how can we reconcile the level of Chinese sales we estimated based on
our findings (about $40m) with the Asian sales reported by FF Group Sourcing Limited (about $1bn)2 The short
answer is we can’t. Therefore, we are concerned about the quality of the official financial statements and about
the local auditors. We investigated the FF Audit situation and found the following, serious red flags:

1) Hong Kong Audit Firm, Chung & Partners.38: This is the auditor of FF Group Sourcing Limited.

e The company’s website shows only two pariners working at this firm.

e We visited the premises in Hong Kong and found a small office hosting about 2 people.

o  We spoke to several Big Four auditors and asked their opinion: according to them, this firm may be
inadequate to audit an entity such as FF Group Sourcing Limited. This is a $1bn multinational with
operations in several countries. A proper audit would require a much larger team.

e During a 2015 conference call3?, FF justified using such a small auditing firm in this way:

“Now with auditors, | mean we’re using...no sorry.. even Big Fours ...we are happy with the auditor
we have now in Hong Kong, because they do a service that is much more than, you know, what they do
in the Big Fours and much less expensive, they even do stock check, accounts in every point of sales,
our factories or logistic centers. So you know, we are very happy with them.”#0

This statement looks suspicious to us because we don’t understand how a two-people team in Hong
Kong can “do stock checks” and audit the accounts “in every point of sales” when the company
operates in multiple Asian countries with hundreds of shops.

2) Apparent lack of financial controls: according to FF Investor Relations, in Asia the company uses no
digitalized ERP system and no centralized inventory tracking system. “Everything is done via
email /spreadsheets”. Clearly the above could make accounting manipulation much easier.

3) Change in head auditors: after having its accounts audited by Baker Tilly for 13 years in a row, FF
changed to a less known firm, Ecovis. While the partner signing the accounts is the same person, we are
always skeptical of such changes. In some instances (e.g. Globo Plc) companies engaging in creative
accounting have dismissed head auditors once they started demanding to audit the company’s foreign
subsidiaries, instead of relying on local firms.

Photos taken by our local team showing the offices of Chung & Partners.

38 http://www.cpl-cpa.com/directors.html
39 https:/ftalphaville.ft.com/2015/04/08/2125035/all-that-glitters-at-folli-follie/
40 Statement of FF senior management quotes in an FT Alphaville interview, April 2015.
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e So what is really going on¢
We leave it to our readers to draw conclusions. That said, the solid evidence we presented seems to
suggest that FF Asian business may be much smaller than it appears. Our findings in Ching, including
official financials of Chinese subsidiaries are, in our opinion, particularly telling.

o What about the rest of the business¢
It would seem that the Asian business is core to FF. It comprises 70% of sales and 100% of operating
income. Therefore, if the Asian business is unprofitable, so is the whole Group.

e  Perhaps the FF store locator is not updated and there are more shops that do not show upé
We expect the company to claim that the store locator is not updated and that many shops are not
included. We are skeptical of this for the following reasons:

a. The company has a strong incentive to keep the shop locator updated since it is mainly used by
consumers to buy their products and generate revenue.

The technology needed to update a database is minimal.

¢.  Most of the shops we checked and confirmed closed, have been closed for several months and,
in some cases, years.

d. The company claims to have “merged” some of their shops, in multiple locations, into one location.
We are puzzled by this statement and wonder what is the difference between closing a shop
and merging it with a shop in a faraway location.

e. Assuming sales are increasing, or even stable, closing 50% of the POS network would imply
doubling like-for-like sales, something that, as we saw earlier, is in conflict with our observations
on the field and with the declarations of the people we spoke to.

f. We challenge the company to publish the updated list of shops which will be, once again,
checked thoroughly.

o  What about franchisee shops in Asia2
a. To our knowledge, FF does not have franchisee shops in Japan (they are all direct shops). In
China the company had until a few years ago, about 90 franchisees. According to our research,
most of those shops are now closed. The ones left, almost certainly less than 50 (probably much
less), should generate sales that flow into the Chinese subsidiaries we saw earlier and that have
total revenue of only $40m.

*  What about 20172
The company has released its 2017 report only a few days ago. We have seen nothing in the
figures that would make us change our mind about FF. As a matter of fact, in terms of revenue
growth, profitability and cash generation, the situation seems to have deteriorated further.

®  What is the size of the US business?
To our knowledge, FF has closed all POS in continental United States except for a small one in the

basement of the "World Trade Center mall, in New York City. This is in conflict with FF declarations in
its conference calls claiming that “FF is investing heavily in the US”.

We believe we have presented a strong case that should generate serious concerns about the health and
prospects of the FF Group. Our checks on the true size of the network, digital presence, distributors, other
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stakeholders and local auditors all seem to point in the same direction: the Asian business may be a fraction of
the size it appears to be. The implication for the stock are clears: in our opinion it may be significantly
overvalued.
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