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MANAGEMENT'S DISCUSSION AND ANALYSIS

Dollars in millions, except share data

The following discussion of the results of operations and
financial condition of Avon Products, Inc. (“Avon” or “Com-
pany”) should be read in conjunction with the information
contained in the Consolidated Financial Statements and
Notes thereto. These statements have been prepared in con-
formity with generally accepted accounting principles and
require management to make estimates and assumptions
that affect amounts reported and disclosed in the financial
statements and related notes. Actual results could differ
from these estimates.

All share and per share data included in this report have
been restated to reflect a two-for-one stock split distributed
in June 1996.

Forward-Looking Statement

Certain statements in this report which are not historical
facts or information are forward-looking statements within
the meaning of the Private Securities Litigation Reform Act
of 1995, including, but not limited to, the information set
forth herein. Such forward-looking statements involve
known and unknown risks, uncertainties and other factors
which may cause the actual results, levels of activity, perfor-
mance or achievement of the Company, or industry results,
to be materially different from any future results, levels of
activity, performance or achievement expressed or implied
by such forward-looking statements. Such factors include,
among others, the following: general economic and business
conditions; the ability of the Company to implement its busi-
ness strategy; the Company’s access to financing and its
management of foreign currency risks; the Company’s abili-
ty to successfully identify new business opportunities; the
Company’s ability to attract and retain key executives; the
Company’s ability to achieve anticipated cost savings and
profitability targets; changes in the industry; competition;
the effect of regulatory and legal restrictions imposed by for-
eign governments; the effect of regulatory and legal proceed-
ings and other factors discussed in Item 1 of the Company’s
Form 10-K. As a result of the foregoing and other factors, no
assurance can be given as to the future results and achieve-
ments of the Company. Neither the Company nor any other
person assumes responsibility for the accuracy and com-
pleteness of these statements.

Results of Operations

Consolidated — Net income in 1997 was $338.8 compared
with $317.9 in 1996. Basic and diluted earnings per share
in 1997 were $2.56 and $2.54, respectively, compared with
$2.38 and $2.36, respectively, in 1996. The 1997 results
include the benefit of a favorable settlement of a value-
added tax claim in the United Kingdom equal to approxi-
mately $26.5 on a pretax basis. The $26.5 gain represents a
$20.6 settlement of disputed value-added tax charges from
prior years, which is included in other (income) expense,
net, and $5.9 of interest which is included in interest
income. The net effect of this gain was to increase net
income by $16.7 and both basic and diluted earnings per
share by $.13. Net income for 1995 was $256.5, and basic
and diluted earnings per share were $1.88 and $1.87,
respectively. The 1995 results include a $29.6 after-tax
charge to discontinued operations and a $.22 per share
charge to both basic and diluted earnings per share relating
to a litigation settlement with Mallinckrodt Group, Inc.
(“Mallinckrodt”). See Note 3 of the Notes to the Consolidat-
ed Financial Statements for further discussion of this settle-
ment. In addition, the following one-time pretax items are
included in the 1995 results: a gain of $25.0, net of related
costs, from a cash settlement of a lease dispute and a $7.0
gain, net of related expenses, due to a value-added tax
refund in the United Kingdom. Partially offsetting these
gains were charges of $12.0 related to an early retirement
program implemented in Japan and $11.0 for severance
costs, primarily in Europe, as part of Avon’s program to
reduce fixed expenses in certain markets. The gain in the
United Kingdom and expenses in Japan and Europe are
included in marketing, distribution and administrative
expenses. The lease dispute related to prior year rent
charges for the Company’s previous headquarters building.
The $25.0 gain represents a $14.0 recovery of disputed rent,
which is included in marketing, distribution and adminis-
trative expenses, and $11.0 of interest, net of related costs,
which is included in other (income) expense, net. The net
effect of these one-time items was to increase income from
continuing operations and net income by $7.6 and to
increase both basic and diluted earnings per share by $.06.
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Continuing Operations — Income from continuing opera-
tions was $338.8, or 7% over 1996. Earnings per share from
continuing operations increased 8% on a basic and diluted
basis to $2.56 and $2.54, respectively, from 1996. This 8%
increase exceeded the 7% increase in income from continu-
ing operations reflecting the impact of lower average shares
outstanding in 1997 compared with the prior year due to the
continued stock repurchase program. See Note 9 of the
Notes to the Consolidated Financial Statements for further
discussion of this program. Pretax income was $534.9, a
5%, or $24.5, increase over prior year. The increase was due
to higher sales, the favorable value-added tax settlement in
the United Kingdom, previously discussed, lower foreign
exchange losses in 1997 and favorable minority interest due
mainly to the results in Japan. Net income was also favor-
ably impacted by a lower effective tax rate in 1997. These
favorable results were partially offset by a decline in the
gross margin and a slightly higher operating expense ratio.
Income from continuing operations in 1996 increased $31.8
and basic and diluted earnings per share increased $.28 and
$.27, respectively, from 1995.

On a consolidated basis, Avon’s net sales of $5.08 billion
increased 6% from $4.81 billion in 1996. International
sales increased 7% to $3.35 billion from $3.14 billion in
1996 due to strong growth in the Americas, most significant-
ly in Mexico, Argentina, Chile and Venezuela, and in the
United Kingdom, Russia, Central Europe and the Pacific
Rim, primarily Taiwan and the Philippines. These improve-
ments were partially offset by sales declines in Germany,
Brazil and Japan. Sales in the U.S., including the results of
Discovery Toys, Inc. which was acquired in early 1997,
increased 4% to $1.73 billion due to an increase in the aver-
age order size partially offset by a decrease in the number of
Representative orders. Excluding the impact of foreign cur-
rency exchange, consolidated net sales rose 10% over the
prior year. In 1996, consolidated net sales of $4.81 billion
increased 7% over 1995 reflecting an 8% increase in inter-
national sales due to strong growth in most markets in the
Americas, the Pacific Rim, Russia, the United Kingdom and
the Central European markets. These improvements were
partially offset by sales declines in Japan and, to a lesser
extent, Venezuela and Germany. 1996 sales in the U.S.
increased 6% to $1.67 billion due to an increase in both
average order size and number of Representative orders.
Excluding the impact of foreign currency exchange, 1996
consolidated sales increased 14% over 1995.

Cost of sales as a percentage of sales was 40.4% in 1997,
compared with 39.9% in 1996. The decline in gross margin
was primarily due to unfavorable cost ratios in Japan result-
ing from an aggressive pricing strategy and a shift in sales
mix to lower-margin items and in Brazil reflecting a con-
sumer shift towards lower-priced products as well as actions
taken to reduce inventory levels. These declines were par-
tially offset by a margin improvement in the United King-
dom due to a shift in sales mix to higher-margin items. In
1996, cost of sales as a percentage of sales was 39.9%, com-
pared with 39.4% in 1995. The decline in gross margin was
primarily due to an unfavorable cost ratio in Venezuela
reflecting the impact of the bolivar devaluations, a shift to
sales of lower-priced products in Japan and investments
made to reduce excess inventory in Brazil. These declines
were partially offset by margin improvements in Mexico,
Argentina and the United Kingdom.

Marketing, distribution and administrative expenses of
$2.48 billion increased $136.1, or 6%, from 1996 and
increased slightly as a percentage of sales to 48.9% from
48.8% in 1996. The increase in operating expenses was
attributed to markets which have experienced strong sales
growth, including Mexico, the United Kingdom, Russia, Tai-
wan and Venezuela. Operating expenses in the U.S.
increased due to higher strategic spending in advertising
and promotional support for new launches, the national roll-
out of Avon Home and costs associated with the centraliza-
tion of certain operational areas. In addition, operating
expenses in China were higher due to expenses incurred in
preparation for the planned opening of 24 new branches
during 1997 which were not put into operation because of
new government recertification requirements on direct sell-
ing activities. These increases were partially offset by lower
expenses in Germany due mainly to the impact of a stronger
U.S. dollar in 1997. In 1996, marketing, distribution and
administrative expenses of $2.35 billion increased $132.6,
or 6%, from 1995 and decreased as a percentage of sales to
48.8% from 49.3% in 1995. Excluding the 1995 one-time
items previously mentioned, operating expenses increased
$134.6. The increase in operating expenses reflects sales
volume-related increases in most markets in the Americas,
the Pacific Rim and in the U.S. and higher marketing and
distribution expenses in Brazil. These increases were par-
tially offset by lower expenses in Japan reflecting the sales
decline and the impact of a stronger U.S. dollar in 1996. In
addition, expense levels were lower in Germany due to a
continued active focus on expense reduction and in
\enezuela due to the impact of the bolivar devaluations.
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The decrease in the operating expense ratio reflects
improvements in most European markets due to continued
fixed expense reduction efforts, in Venezuela due to the
impact of the bolivar devaluations and in Mexico and China
due primarily to the significant sales growth. These improve-
ments were partially offset by an unfavorable expense ratio
in Japan due to the sales decline.

Interest expense in 1997 of $41.8 increased $1.8 com-
pared to the prior year primarily due to increased domestic
debt levels partially offset by lower average debt outstand-
ing in Brazil in 1997. Interest expense in 1996 of $40.0
decreased $1.3 from 1995 as a result of lower interest rates
partially offset by slightly higher debt levels.

Interest income in 1997 of $16.7 increased $2.2
compared to last year due to the interest portion of the
previously discussed favorable value-added tax settlement
in the United Kingdom partially offset by lower interest
rates in Brazil and lower cash investment levels in the U.S.
Interest income in 1996 of $14.5 decreased $4.9 compared
to 1995 due to lower interest rates in Brazil and Mexico and
lower cash investment levels in Brazil and in the U.S.

Other (income) expense, net, was $24.8 favorable to prior
year due to the $20.6 portion of the previously discussed
favorable value-added tax settlement in the United Kingdom
as well as lower foreign exchange losses in 1997. Other
(income) expense, net, was $8.9 in 1996, an $11.7 decrease
from 1995. The decrease primarily reflects favorable corpo-
rate non-operating items and lower foreign exchange losses

in 1996, partially offset by the $11.0 portion of the previous-
ly discussed favorable lease settlement in 1995.

Income taxes were $197.9 in 1997 and the effective tax
rate was 37.0% compared with $191.4 and an effective tax
rate of 37.5% in 1996. The effective tax rate was lower in
1997 due to the mix of earnings and income tax rates of
international subsidiaries. In 1996, the effective tax rate
was 37.5% compared with 37.9% in 1995. The lower effec-
tive tax rate in 1996 resulted from the mix of earnings and
income tax rates of international subsidiaries, including a
decrease in Brazil’s statutory corporate tax rate.

Inflation in the United States has remained at a relatively
low level during the last three years and has not had a major
effect on Avon’s results of operations. Many countries in
which Avon has operations have experienced higher rates of
inflation than the United States. Among the countries in
which Avon has significant operations, Brazil has experi-
enced high rates of inflation for a number of years. The
annual inflation rate in Brazil, however, has decreased sig-
nificantly over the last three years as the economic environ-
ment has improved as a result of the government’s economic
stabilization program implemented in mid-1994. Due to the
reduced cumulative inflation rate over the past three years,
Brazil, previously designated as a country with a highly
inflationary economy, was converted to non-hyperinflationary
status effective July 1, 1997. Venezuela and Mexico experi-
enced high cumulative rates of inflation over the three-year
period 1995 through 1997.

Below is an analysis of the key factors affecting net sales and pretax income from continuing operations by geographic area
for each of the years in the three-year period ended December 31, 1997.

Years ended December 31 1997 1996 1995
Net Pretax Net Pretax Net Pretax
Sales Income Sales Income Sales Income
United States $1,732.9 $219.8 $1,672.5 $227.3 $1,584.8 $211.6

International

Americas 1,752.6 310.8 1,609.9 291.9 1,466.9 265.8
Pacific 782.4 55.9 751.1 73.6 712.0 67.5
Europe 811.5 99.2 780.7 54.4 728.4 41.7
Total International 3,346.5 465.9 3,141.7 419.9 2,907.3 375.0
Total from operations $5,079.4 685.7 $4,814.2 647.2 $4,492.1 586.6
Corporate expenses (104.3) (95.4) (74.6)
Interest expense (41.8) (40.0) (41.3)
Other expense, net 4.7) (1.4) (5.7)
Total $534.9 $510.4 $465.0
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U.S. —U.S. sales increased 4% to $1.73 billion and pretax
income decreased 3% to $219.8 in 1997. Excluding the
results of Discovery Toys, sales were up 1% and pretax
income decreased 2%. The 1% sales growth reflected a 3%
increase in average order size partially offset by a 2%
decrease in the number of Representative orders. Units sold
increased 4% over 1996. The sales improvement resulted
from increases in the cosmetics, fragrance and toiletries
(“CFT”) and gift and decorative categories partially offset by
declines in apparel. The growth in the CFT category was dri-
ven by the launches of Anew Retinol Recovery Complex and
Avon Techniques hair care line in addition to the first quarter
1997 product introductions in the specialty bath segment,
such as California Bath and the Soft and Sensual line exten-
sion of the Skin-So-Soft brand. Additionally, the renovated
Anew launch in early 1997 contributed to higher CFT sales.
The continued success of the seasonal Barbie dolls, the
launch of Avon Home and the success of the Mattel line of
toys led to the increase in gift and decorative sales. Apparel
sales were lower in 1997 due to the success of the Olympic
Games collection in 1996 and lower sales of demonstration
products in the first two quarters of 1997. The decrease in
pretax income resulted from a lower gross margin and a
higher operating expense ratio. The decline in gross margin
was due to strategic price investments in CFT products
aimed at energizing customer sales and the addition of Avon
Home, a lower-margin new business. The unfavorable oper-
ating expense ratio was driven by higher expenses related to
advertising and promotional support for new products, costs
associated with the centralization of the returned goods and
call center operations and increased field incentives
designed to drive sales. In addition, operational costs asso-
ciated with higher returned goods processing in 1997 con-
tributed to the unfavorable expense ratio.

In 1996, U.S. sales increased 6% to $1.67 billion and
pretax income increased 7% to $227.3. The sales growth
reflected a 4% increase in average order size and a 2%
increase in the number of Representative orders. The sales
improvement was driven by significant increases in the gift
and decorative, apparel and CFT categories. These improve-
ments were partially offset by a decline in sales of the fash-
ion jewelry and accessories category. The growth in the gift
and decorative category resulted mainly from the success of
both the Spring Blossom and Winter Velvet Barbie dolls intro-

duced in 1996. The Winter Velvet Barbie doll was the most
successful new product introduction in Avon’s history. The
success of the Diane Von Furstenberg spring and summer
collections, novelty and children’s lines and the launch of
Legwear in 1996 contributed to the increase in apparel
sales. The growth in the CFT category consisted primarily of
increases in sales of personal care and fragrance products.
The growth of personal care products was driven by the spe-
cialty bath segment which in 1996 reflected an aggressive
new products program and a heightened promotional focus.
Sales of fragrance products rose due to the introduction of
several new fragrances including Millennia, Sunny Sky and
Butterfly. Units sold decreased 2% from 1995. Despite
strong sales growth in the gift and decorative category, units
sold in this category decreased due to increased sales of
higher-priced items such as the collectible Barbie dolls.
Lower sales of fashion jewelry and accessories also resulted
in unit declines. In addition, units decreased due to a shift
in emphasis to higher quality premium-priced global
brands, such as Avon Color, and away from promotional
products and commodity items such as roll-ons, mini-
colognes, bubble bath and talc. Despite increased expenses
in 1996 due to investments in both advertising and direct
access strategies, the operating expense ratio remained
level with the prior year. The increase in pretax income was
primarily due to the sales increase and a slightly improved
gross margin.

International — International sales increased 7% to $3.35
billion and pretax income increased 11% to $465.9. The
sales increase reflected strong growth in the Americas, par-
ticularly in Mexico, Argentina, Chile and Venezuela, and in
the United Kingdom, Russia, Central Europe and the Pacific
Rim, most significantly in Taiwan and the Philippines.
These improvements were partially offset by sales declines
in Germany, Brazil and Japan, discussed below. Excluding
the impact of foreign currency exchange, international sales
grew 13% over 1996.

In the Americas Region, sales increased 9% to $1.75 bil-
lion and pretax income increased 6%, or $18.9, to $310.8
from $291.9 in 1996. The sales improvement was driven by
tremendous growth in Mexico reflecting strong increases in
the number of orders, average order size and active Repre-
sentatives primarily due to customer growth initiatives.
These initiatives included incentive programs focused on
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retention, increased sampling on breakthrough products
such as Anew Vitamin C, increased advertising and an
emphasis on market penetration in metropolitan areas. The
sales increase in the region also reflected significant unit
growth in Argentina and Chile and an increased average
order size in Venezuela. In addition, Central American mar-
kets and the Dominican Republic posted strong sales
increases in 1997 attributable to growth in units and active
Representatives. These improvements were partially offset
by a significant sales decline in Brazil. In 1997, consumers
in Brazil experienced a tightening of credit which limited
their purchasing ability resulting in declines in units sold
and active Representatives. To improve Representative
count, aggressive retention and achievement programs were
implemented including incentives and premiums to improve
activity and order size. Excluding the impact of foreign cur-
rency exchange, sales in the Americas were up 14% over
1996. The increase in the region’s pretax income was pri-
marily due to favorable results in Mexico reflecting the
strong sales increase, described above, combined with a
favorable operating expense ratio. In addition, pretax profits
were higher in Argentina and Chile due mainly to the sales
growth. These improvements were partially offset by a lower
pretax profit in Brazil due to a significant gross margin
decline and an unfavorable operating expense ratio. The
gross margin decline resulted from a shift in consumer pref-
erences towards lower-priced products and margin invest-
ments relating to inventory reduction efforts. The
unfavorable operating expense ratio in Brazil was driven by
the sales decline. Actions are underway in Brazil to reduce
manufacturing and customer service costs, negotiate better
conditions and costs with vendors and introduce more global
products with a higher price and improved margin.

In the Pacific Region, sales increased 4% to $782.4 and
pretax income decreased 24% to $55.9 from $73.6 in 1996.
The increase in sales was driven by operational improve-
ments in the Pacific Rim, most significantly in Taiwan and
the Philippines. Growth in units, customers served and
active Representatives was significant in both Taiwan and
the Philippines. Taiwan’s sales performance was the
strongest in the region resulting from successful merchandis-
ing campaigns, product launches supported by strong adver-
tising and promotional activities including the introduction
of Lighten Up Undereye Treatment, and effective field sales

programs in 1997. The sales growth in the Philippines was
driven by successful new and extended CFT lines, a new line
of children’s apparel and an additional service center in
1997. These improvements were partially offset by a signifi-
cant sales decline in Japan due primarily to an unfavorable
exchange impact of a stronger U.S. dollar in 1997 and a
reduction in the average order size. Excluding the impact of
foreign currency exchange, sales in the Pacific were up 14%.
The decrease in the region’s pretax income resulted from
declines in Japan and, to a lesser extent, in China. The gross
margin in Japan declined significantly as a result of strategic
pricing programs as well as a shift in sales mix to lower-mar-
gin non-CFT items. The competitive environment remains
intense in Japan with the continued relaxation of import
restrictions and the accelerated growth in discount outlets.
As aresult, prices were adjusted earlier this year to make
products more competitive in the marketplace. Efforts have
been focused on restructuring the business in Japan for
improved profitability including innovative recruiting pro-
grams, enhanced advertising campaigns and new systems
focused on improving customer access. Despite sales growth
in China, pretax profits declined due to the current govern-
ment licensing revalidation process of all direct selling com-
panies. As a result, no new branches were opened in 1997,
but the expense base associated with the planned expansions
negatively impacted China’s pretax profit. The region’s pretax
income was also negatively impacted by currency devalua-
tions throughout Southeast Asia.

Several currencies in the Pacific Rim devalued signifi-
cantly during 1997. The Thai baht devalued by 57%, the
Philippine peso by 34%, the Malaysian ringgit by 39% and
the Indonesian rupiah by 61%. These devaluations lowered
pretax income by approximately $7.0 for the full year. In
response to this situation, several actions have been taken
by local management including cost negotiations with ven-
dors and a focus on growing the Representative base. In
terms of size, these markets represented approximately 5%
of Avon’s consolidated net sales in 1997.

In the Europe Region, sales increased 4% to $811.5 and
pretax income increased $44.8, or 82%, t0 $99.2 in 1997.
The sales increase was primarily due to strong growth in the
United Kingdom resulting from an increased average order
size, unit growth and a favorable exchange rate impact. The
sales growth in the United Kingdom was also attributable to
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a focus on improving market share through brand and image
enhancement. Customers have been spending more as a
function of the improvement in image and the quality of the
Avon brochure. The European sales improvement was also
driven by unit and active Representative growth in Russia
and in Central Europe, primarily Poland. Russia continues
to exceed expectations as the most successful startup mar-
ket in Avon’s history. Russia’s success was attributable to a
strong Representative structure, geographic expansion into
new cities, installation of new assembly lines which
increased capacity and investment in system upgrades to
support the sales growth. These improvements were partial-
ly offset by sales shortfalls in Germany resulting from an
unfavorable exchange impact of a stronger U.S. dollar in
1997 and a weak economic environment which led to lower
consumer spending and higher unemployment. Excluding
the impact of foreign currency exchange, sales in Europe
increased 11% over 1996. Excluding the impact of the
favorable value-added tax settlement in the United King-
dom, previously discussed, pretax income rose $18.3, or
34%, over 1996. This increase was mainly due to the overall
sales increase and an improved gross margin in the United
Kingdom resulting from a favorable product mix of higher-
margin items in 1997. Additionally, the continued effect of
expense reduction efforts in Europe contributed to a lower
operating expense ratio.

In 1996, international sales increased 8% to $3.14 bil-
lion and pretax income increased 12% to $419.9. Excluding
the 1995 one-time items previously mentioned, pretax
income increased 8%. The sales increase reflected strong
unit growth in most markets in the Americas Region, the
Pacific Rim, the United Kingdom, Russia and Central
Europe. These improvements were partially offset by sales
declines in Japan attributable to both operational and eco-
nomic factors, discussed below, and, to a lesser extent, in
Venezuela due to the impact of the bolivar devaluations and
in Germany due to both operational declines as well as a
negative foreign currency impact in 1996. Excluding the
impact of foreign currency exchange, international sales
were up 18% over 1995.

In the Americas Region, 1996 sales increased 10% to
$1.61 billion and pretax income increased 10%, or $26.1,
to $291.9 from $265.8 in 1995. The sales increase was dri-
ven by growth in almost every market in the region, most

significantly in Mexico and Brazil. Higher sales in Mexico
reflected increases in prices at a rate below the inflation
level, as well as increases in average order size and unit
growth. The number of active Representatives in Mexico
continued to grow from the prior year due to the implemen-
tation of incentive programs focused on retention and
increasing the number of orders. Brazil’s sales growth was
due to double-digit increases in unit volume and customers.
The growth in Brazil’s number of customers resulted from a
revision of pricing strategies and new product launches
aimed at increasing customer orders in response to an
increasingly intense competitive environment in 1996. The
sales increase in the region also reflected strong unit growth
in Chile, Argentina and Central America. These improve-
ments were partially offset by the decline in Venezuela
resulting mainly from the negative impact of a devaluation
of the bolivar. Venezuela did, however, have double-digit
increases in both local currency sales and in active Repre-
sentatives in 1996 attributable to a focus on building market
share and Representative growth. The increase in the
region’s pretax income was primarily due to favorable
results in Mexico reflecting the strong sales increase com-
bined with a lower rate of increase in operating expenses, an
improved gross margin and foreign exchange gains in 1996
compared to losses in 1995. The operating expense ratio in
Mexico improved significantly as a result of an expense con-
trol program implemented in 1996. In addition, pretax profit
was higher in Chile due mainly to sales growth. These
improvements were partially offset by a lower pretax profit in
Venezuela, as a result of the bolivar devaluation, and in
Brazil reflecting a lower gross margin and an unfavorable
operating expense ratio. The gross margin decline in Brazil
resulted from investments to reduce excess inventory as well
as an aggressive pricing policy to respond to intensified
competitive pressures. The unfavorable operating expense
ratio reflected increased investments in marketing and high-
er facilities expenses related to a new distribution center. In
addition, a higher volume of lower-priced units in 1996
resulted in increased distribution expenses.

In the Pacific Region, 1996 sales increased 6% to $751.1
and pretax income, excluding Japan’s early retirement pro-
gram costs in 1995 mentioned previously, decreased 7% to
$73.6 from $79.5 in 1995. The increase in sales was driven
by strong operational improvements in the Philippines and
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China, and, to a lesser extent, in Taiwan, Malaysia and Aus-
tralia. Sales growth in virtually all of these markets was
accompanied by strong increases in units sold, customers
served and active Representatives. These improvements
were partially offset by a significant sales decline in Japan
resulting from the unfavorable exchange impact of a
stronger U.S. dollar in 1996, a shift in pricing strategy to
sales of lower-priced products and a decrease in average
order size. These shortfalls resulted from both internal oper-
ational factors, including changes made to the Representa-
tive commission structure at the beginning of 1996, and
external conditions such as the relaxation of cosmetic
import regulations which led to accelerated retail pricing
competition. To address these challenges, organizational
changes were made in July 1996 to better integrate the sales
and marketing functions. In addition, national recruiting
drives among sales managers and Representatives were con-
ducted and product offerings in the gift and decorative and
CFT categories were enhanced. In late December 1996,
aggressive actions to align price levels more closely to the
market were taken in Japan. These actions resulted in a
20% reduction in CFT prices. The decrease in the region’s
pretax income resulted from operational difficulties in Japan
including a decline in the gross margin due to a continuous
focus on lower-priced impulse items in an attempt to
increase consumer appeal, as well as an unfavorable
expense ratio caused by the significant sales decline,
despite a decrease in operating expenses. In addition, pre-
tax profits declined in Thailand due to an unfavorable oper-
ating expense ratio caused by lower sales combined with
higher spending for incentive awards in 1996. These
decreases were partially offset by favorable results in the
Philippines due to the significant sales growth and in China
due mainly to higher sales and an improved operating
expense ratio. In addition, pretax profits were higher in
Malaysia, Australia and Taiwan.

In the Europe Region, 1996 sales increased 7% to
$780.7. Excluding the 1995 one-time items, pretax income
increased $10.3, or 24%, to $54.4 in 1996. The sales
increase was due to unit growth in Russia, the United King-
dom and Central Europe. The Representative base in Russia
and Central Europe has grown significantly in 1996 due to a
continuous focus on expansion of operations in these mar-
kets. Sales also rose in Italy mainly due to a favorable

impact of a weaker U.S. dollar in 1996. These improvements
were partially offset by sales shortfalls in Germany reflect-
ing a shift to lower-priced items and weak economic condi-
tions, including increased unemployment, which resulted in
a general decline in consumer confidence and spending in
1996. Aggressive discounting from competitors and a nega-
tive currency impact also contributed to the sales decline in
Germany. New initiatives were launched in Germany to
improve market coverage, enhance Avon’s image and stimu-
late customer growth. The increase in pretax income was
mainly due to the overall sales increase and favorable oper-
ating expense ratios in most markets due to the continued
effect of fixed expense reduction efforts. Central European
markets posted strong pretax profits reflecting double-digit
increases in units, customers served and active Representa-
tives despite gross margin declines from targeted pricing
investments to accelerate market penetration in 1996.

See Foreign Operations section under Liquidity and Cap-
ital Resources for additional discussion.

Corporate Expenses — Corporate expenses were $104.3 in
1997 compared with $95.4 in 1996. The $8.9 increase
reflected increased expenses in 1997 associated with
process redesign and system initiatives. In 1996, corporate
expenses were $95.4 compared with $74.6 in 1995. The
$20.8 increase was primarily due to the favorable lease set-
tlement in 1995 and higher expenses in 1996 for informa-
tion systems upgrades and enhancements.

Other Expense, Net — Other expense, net, includes corpo-
rate non-operating income and expense items and corporate
interest income. Other expense, net, was $4.7 in 1997 com-
pared with $1.4 in 1996, an increase of $3.3, due to higher
non-operating expenses and lower interest income resulting
from lower cash investment levels partially offset by favor-
able exchange in 1997. Other expense, net, was $1.4 in
1996 compared with $5.7 in 1995, a decrease of $4.3, due to
lower non-operating expenses partially offset by the $11.0
portion of the 1995 lease settlement.

Accounting Changes — Effective December 31, 1997, the
Company adopted Statement of Financial Accounting Stan-
dards (“FAS”) No. 128, “Earnings per Share”. FAS No. 128
establishes standards for computing and presenting earn-
ings per share (“EPS”) and replaces the presentation of pre-
viously disclosed EPS with both basic and diluted EPS.
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Based upon the Company’s capitalization structure, the EPS
amounts calculated in accordance with FAS No. 128
approximated the Company’s EPS amounts in accordance
with Accounting Principles Board Opinion No. 15, “Earn-
ings per Share”. All prior period EPS data have been restat-
ed in accordance with FAS No. 128.

Effective January 1, 1996, the Company adopted FAS No.
121, “Accounting for the Impairment of Long-Lived Assets
and for Long-Lived Assets to be Disposed of”’. This statement
requires that long-lived assets and certain identifiable intan-
gibles to be held and used by an entity be reviewed for
impairment whenever events or changes in circumstances
indicate that the carrying amount of assets may not be recov-
erable. There was no impact on the Company’s results of
operations or financial position in adopting this statement.

Also, effective January 1, 1996, the Company adopted the
fair value disclosure requirements of FAS No. 123,
“Accounting for Stock-Based Compensation”. As permitted
by the statement, the Company did not change the method of
accounting for its employee stock compensation plans. See
Note 8 of the Notes to the Consolidated Financial Statements
for the fair value disclosures required under FAS No. 123.

Recent Pronouncements — In June 1997, the Financial
Accounting Standards Board (“FASB”) issued FAS No. 130,
“Reporting Comprehensive Income”. FAS No. 130 estab-
lishes standards for the reporting and display of comprehen-
sive income and its components in a full set of
general-purpose financial statements. Comprehensive
income is defined as the change in equity during a period
from transactions and other events and circumstances from
non-owner sources. FAS No. 130 is effective for fiscal years
beginning after December 15, 1997. The adoption of FAS
No. 130 will have no impact on the Company’s results of
operations or financial position.

Also, in June 1997, the FASB issued FAS No. 131, “Dis-
closure about Segments of an Enterprise and Related Infor-
mation”. FAS No. 131 establishes standards for the way that
publicly-held companies report information about operating
segments in annual financial statements and requires that
those enterprises report selected information about operat-
ing segments in interim financial reports issued to share-
holders. It also establishes standards for related disclosures
about products and services, geographic areas and major

customers. FAS No. 131 is effective for fiscal years begin-
ning after December 15, 1997. The adoption of FAS No. 131
will have no impact on the Company'’s results of operations
or financial position.

Discontinued Operations — In December 1995, the Com-
pany entered into an agreement with Mallinckrodt, which
fully settled the litigation initiated by Mallinckrodt. The set-
tlement covers all indemnity obligations related to Avon’s
sale of Mallinckrodt, including environmental clean-up
claims and litigation concerning Mallinckrodt’s settlement
of a DuPont patent claim.

The settlement payments made by Avon to Mallinckrodt,
and related costs, resulted in an after-tax charge to discon-
tinued operations in the fourth quarter of 1995, net of exist-
ing reserves, of $29.6 and a charge to both basic and diluted
earnings per share of $.22. Since the Company had capital
loss carryforwards, no tax benefits were recognized on the
loss in 1995.

Contingencies — Although Avon has completed its divesti-
ture of all discontinued operations, various lawsuits and
claims (asserted and unasserted) are pending or threatened
against Avon. The Company is also involved in a number of
proceedings arising out of the federal Superfund law and
similar state laws. In some instances, Avon, along with other
companies, has been designated as a potentially responsible
party which may be liable for costs associated with these
various hazardous waste sites. In the opinion of Avon’s man-
agement, based on its review of the information available at
this time, the difference, if any, between the total cost of
resolving such contingencies and reserves recorded by Avon
at December 31, 1997 should not have a material adverse
impact on Avon’s consolidated financial position, results of
operations or cash flows.

Liquidity and Capital Resources

Cash Flows — Net cash provided by continuing operations
was $315.5 in 1997 compared to $425.1 in 1996. The 1997
decrease in net cash provided by continuing operations
principally reflects, among other things, a higher working
capital level partially offset by higher net income in 1997.
The higher funding of working capital included the settle-
ment of tax issues in the U.S. and the conclusion of the
three-year long-term incentive plan which resulted in a cash
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payment during the first quarter of 1997. A more detailed
analysis of the individual items contributing to the 1997 and
1996 amounts is included in the Consolidated Statement of
Cash Flows.

There was no cash used by discontinued operations in
1997, compared to $38.2 in 1996 and $49.6 in 1995. The
$38.2 cash used in 1996 primarily reflected final payment of
the Mallinckrodt settlement in January 1996, while the
$49.6 in 1995 primarily reflected the initial payment of the
Mallinckrodt settlement. See discussion above in the Dis-
continued Operations section regarding this settlement.

Excluding changes in debt, net cash usage of $78.7 in
1997 was $72.1 unfavorable compared to net cash usage of
$6.6 in 1996. During 1997, the Company received net pro-
ceeds of approximately $58.6 under a securities lending
transaction which was used to repay domestic commercial
paper borrowings and is included in the cash flows as other
financing activities. See Note 5 of the Notes to the Consoli-
dated Financial Statements for further discussion of this
transaction. Excluding changes in debt and other financing
activities, there was a net increase in cash usage of $130.7.
This variance reflected lower cash provided by continuing
operations, higher capital expenditures and an unfavorable
exchange rate impact on cash. These uses were partially off-
set by the unfavorable impact of discontinued operations
reflected in 1996 cash flows and lower repurchases of com-
mon stock in 1997. Excluding changes in debt, net cash
usage of $6.6 in 1996 was $38.1 favorable compared to net
cash usage of $44.7 in 1995. This improvement reflects
higher cash provided by continuing operations as well as
lower cash used in 1996 for discontinued operations, par-
tially offset by higher capital expenditures, higher cash used
for the repurchase of common stock, an unfavorable
exchange rate impact on cash and higher dividend payments
in 1996. For the period 1994 through 1997, 14.5 million
shares of common stock have been purchased for approxi-
mately $533.7 under the stock repurchase programs. See
Note 9 of the Notes to the Consolidated Financial State-
ments for further details of the stock repurchase programs.

Working Capital — As of December 31, 1997, current liabili-
ties exceeded current assets by $11.9 compared with $41.7 at
the end of 1996. The variance was primarily due to a decrease
in income taxes and sales and other taxes and an increase in
inventories, as discussed in the Inventories section, partially
offset by an increase in net debt (debt less cash and equiva-

lents). The decrease in income taxes was mainly due to the
settlement of tax issues in the U.S., and the decrease in sales
and other taxes was primarily due to the value-added tax set-
tlement in the United Kingdom, previously discussed. See
Note 6 of the Notes to the Consolidated Financial Statements
for discussion on the tax settlement in the U.S. The increase
in net debt was mainly due to the reclassification of the 170
million 6%% deutsche mark notes from long-term to short-
term with payment due in May 1998 partially offset by lower
international debt levels in 1997.

Avon’s liquidity results from its ability to generate signifi-
cant cash flows from operations and its ample unused borrow-
ing capacity. Avon’s credit agreements do not contain any
provisions or requirements with respect to working capital.

Capital Resources — Total debt of $234.3 at December 31,
1997, increased $32.7 from $201.6 at December 31, 1996,
compared with an increase of $40.1 from December 31,
1995. In addition, at December 31, 1997, other non-current
liabilities included approximately $58.6 related to securi-
ties lending activities. See Note 5 of the Notes to the Consol-
idated Financial Statements for further discussion of these
activities. During 1997, cash flows from continuing opera-
tions and other financing activities combined with higher
debt levels and cash on hand were used for dividends,
repurchase of common stock and capital expenditures. Dur-
ing 1996, cash flows from continuing operations and higher
debt levels, partially offset by higher cash and equivalents,
were used for dividends, the stock repurchase program, cap-
ital expenditures, a payment made related to discontinued
operations and the purchase of a company in South Africa.
During 1995, cash flows from continuing operations as well
as cash on hand were used for dividends, the stock repur-
chase program, capital expenditures, a payment made relat-
ed to discontinued operations and the reduction of debt.

Debt maturing within one year consisted of borrowings
from banks of $29.4 and the current maturities of long-term
debt of $102.7. Management believes that cash from opera-
tions and available sources of financing are adequate to
meet anticipated requirements for working capital, divi-
dends, capital expenditures, the stock repurchase program
and other cash needs.

During 1997, the Company issued $100.0 of 6.55%
notes, due August 1, 2007, for which the net proceeds were
used to pay down commercial paper borrowings.
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During 1996, the Company entered into an agreement,
which expires in 2001, with various banks to amend and
restate the five-year, $600.0 revolving credit and competi-
tive advance facility agreement, which was entered into in
1994. Within this facility, the Company is able to borrow, on
an uncommitted basis, various foreign currencies. The new
agreement and the prior agreement are referred to, collec-
tively, as the credit facility.

The credit facility is primarily to be used to finance work-
ing capital, provide support for the issuance of commercial
paper and support the stock repurchase program. At the
Company’s option, the interest rate on borrowings under the
credit facility is based on LIBOR, prime or federal fund
rates. The credit facility has an annual facility fee of $.4.
The credit facility contains a covenant for interest coverage,
as defined. The Company is in compliance with this
covenant. At December 31, 1996, borrowings of $29.7 were
outstanding under the credit facility. There were no borrow-
ings outstanding at December 31, 1997.

At December 31, 1996, Avon had $34.1 outstanding
under a $500.0 commercial paper program supported by the
credit facility. In addition, the Company has bankers’ accep-
tance facilities and uncommitted lines of credit available of
$205.0 with various banks which have no compensating bal-
ances or fees. As of December 31, 1997 and 1996, there
were no borrowings under these facilities. In addition, as of
December 31, 1997 and 1996, there were international lines
of credit totaling $295.8 and $357.0, respectively, of which
$29.4 and $30.2, respectively, were outstanding. There were
no compensating balances or fees under these facilities.

Inventories — Avon’s products are marketed during twelve
to twenty-six individual sales campaigns each year. Each
campaign is conducted using a brochure offering a wide
assortment of products, many of which change from cam-
paign to campaign. It is necessary for Avon to maintain rela-
tively high inventory levels as a result of the nature of its
business, including the number of campaigns conducted
annually and the large number of products marketed. Avon’s
operations have a seasonal pattern characteristic of many
companies selling CFT, fashion jewelry and accessories, gift
and decorative items and apparel. Christmas sales cause a

peak in the fourth quarter which results in the build up of
inventory at the end of the third quarter. Inventory levels are
then sharply reduced by the end of the fourth quarter. Inven-
tories of $564.8 at December 31, 1997 were $34.8 higher
than 1996 due to higher inventory levels in the U.S. and
China and business growth and continued expansion into
Central Europe and Russia. The increase in the U.S. reflects
higher CFT levels to support expansion of these lines in
1998 and the addition of Avon Home in 1997 partially offset
by a lower level of apparel inventory. China’s higher invento-
ry level at December 31, 1997 resulted from lower than
expected sales in the fourth quarter. Additionally, the delay
of planned branch expansion in China, discussed previous-
ly, contributed to a higher production of inventory during the
year. These increases were partially offset by lower levels in
Brazil due to inventory reduction programs in 1997 and in
the Philippines due primarily to currency devaluation. It is
Avon’s objective to continue to manage purchases and
inventory levels maintaining the focus of operating the busi-
ness at efficient inventory levels. However, the addition or
expansion of product lines such as apparel, jewelry and
impulse gift items, products that are subject to changing
fashion trends and consumer tastes, as well as planned
expansion in high growth markets, may cause the inventory
levels to grow periodically.

Capital Expenditures — Capital expenditures during 1997
were $169.4 (1996 — $103.6). These expenditures were made
for capacity expansion in high growth markets, most signifi-
cantly in China, to maintain worldwide facilities, for contem-
porization and replacement of information systems and for
the relocation of the global and U.S. office facilities. Numer-
ous construction and information systems projects were in
progress at December 31, 1997 with an estimated cost to
complete of approximately $107.0. Capital expenditures in
1998 are currently expected to be in the range of $140.0 -
$160.0. These expenditures will include maintenance on
existing facilities, continued investments for capacity expan-
sion in high growth markets, facility modernization, informa-
tion systems and equipment replacement projects.
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Foreign Operations — The Company derived approximate-
ly 66% and 68% of its 1997 consolidated net sales and con-
solidated pretax income from operations, respectively, from
its international subsidiaries. In addition, as of December
31, 1997, international subsidiaries comprised approxi-
mately 58% of the Company’s consolidated total assets.

Avon’s operations in many countries utilize numerous cur-
rencies. Avon has significant net assets in the United King-
dom, Argentina, Japan, Germany, the Philippines and
Canada. Changes in the value of these countries’ currencies
relative to the U.S. dollar result in direct charges or credits to
equity. Avon also has substantial operations in Brazil, a
country which has experienced extremely high rates of infla-
tion for a number of years. However, due to the reduced
cumulative inflation rate over the past three years, Brazil,
previously designated as a country with a highly inflationary
economy, was converted to non-hyperinflationary status
effective July 1, 1997. Effective January 1, 1997, Mexico was
designated as a country with a highly inflationary economy
due to the cumulative inflation rates over the past three years.

Several currencies in the Pacific Rim devalued signifi-
cantly during 1997. The Thai baht devalued by 57%, the
Philippine peso by 34%, the Malaysian ringgit by 39% and
the Indonesian rupiah by 61%. These devaluations lowered
pretax income by approximately $7.0 for the full year. In
response to this situation, several actions have been taken
by local management including cost negotiations with ven-
dors and a focus on growing the Representative base. In
terms of size, these markets represented approximately 5%
of Avon’s consolidated net sales in 1997. Avon’s well diver-
sified global portfolio of businesses has demonstrated that
the effects of weak economies and currency fluctuations in
certain countries may be offset by strong results in others.

Fluctuations in the value of foreign currencies cause U.S.
dollar-translated amounts to change in comparison with pre-
vious periods. Accordingly, Avon cannot project in any
meaningful way the possible effect of such fluctuations upon
translated amounts or future earnings. This is due to the
large number of currencies involved, the constantly chang-
ing exposure in these currencies, the complexity of inter-
company relationships, the hedging activity entered into in
an attempt to minimize certain of the effects of exchange
rate changes where economically feasible and the fact that
all foreign currencies do not react in the same manner
against the U.S. dollar.

Certain of the Company’s financial instruments, which
are discussed below under Risk Management Strategies and
Market Rate Sensitive Instruments and in Note 7 of the
Notes to the Consolidated Financial Statements, are used to
hedge various amounts relating to certain international sub-
sidiaries. However, the Company’s foreign currency hedging
activities are not significant when compared to the Compa-
ny’s international financial position or results of operations.

Some foreign subsidiaries rely primarily on short-term
borrowings from local commercial banks to fund working
capital needs created by their highly seasonal sales pattern.
From time to time, when tax and other considerations dic-
tate, Avon will finance subsidiary working capital needs or
borrow foreign currencies. At December 31, 1997, the total
indebtedness of foreign subsidiaries was $33.9.

Itis Avon’s policy to remit all the available cash (cash in
excess of working capital requirements, having no legal
restrictions and not considered permanently reinvested) of
foreign subsidiaries as rapidly as is practical. During 1997,
these subsidiaries remitted, net of taxes, $269.9 in dividends
and royalties. This sum is a substantial portion of the 1997
consolidated net earnings of Avon’s foreign subsidiaries.

Risk Management Strategies and Market Rate Sensitive
Instruments — The Company operates globally, with manu-
facturing and distribution facilities in various locations
around the world. The Company may reduce its primary
market exposures to fluctuations in interest rates and foreign
exchange rates by creating offsetting positions through the
use of derivative financial instruments. The Company cur-
rently does not use derivative financial instruments for trad-
ing or speculative purposes, nor is the Company a party to
leveraged derivatives.

The Company periodically uses interest rate swaps to
hedge portions of interest payable on its debt. In addition, the
Company may periodically employ interest rate caps to
reduce exposure, if any, to increases in variable interest rates.

During a substantial portion of the three-year period
ended December 31, 1997, the Company utilized interest
rate swaps to effectively convert variable interest on its long-
term debt to a fixed interest rate. From January 1995
through July 10, 1995, due to the expiration of an interest
rate swap, the interest payable on the 6%% deutsche mark
notes (“Notes”) became variable at a rate of one-month
LIBOR plus 1.4%. During this period, the Company had an
interest rate cap in place to reduce its exposure to increases

37 AV O N Products, Inc.



in that variable interest rate above a specified level. On July
11, 1995, the Company entered into a new interest rate swap
agreement, which effectively reconverted the interest
payable on the Notes to a fixed rate basis of approximately
7.2% through maturity.

Avon has three interest rate swap agreements on the
Notes at December 31, 1997 and 1996, each such agree-
ment having a notional amount of $100.0, yielding an aggre-
gate notional amount at December 31, 1997 and 1996 of
$300.0. Effective January 1995, the Company had two inter-
est rate caps on the Notes, each with a notional amount of
$100.0, one of which expired in 1996 and the other expires
when the Notes mature. Subsequent to the interest rate on
the Notes becoming fixed, these caps have been marked to
market with an insignificant mark-to-market adjustment.

In December 1995, the Company entered into an interest
rate cap contract with a notional amount of $100.0, which
expired in early 1997, in order to hedge a portion of the
Company’s anticipated short-term variable interest rate
working capital debt. This cap has been marked to market
with an insignificant mark-to-market adjustment.

The Company may periodically hedge foreign currency
royalties, net investments in foreign subsidiaries, firm pur-
chase commitments, and contractual foreign currency cash
flows or obligations, including third-party and intercompany
foreign currency transactions. The Company regularly moni-
tors its foreign currency exposures and ensures that hedge
contract amounts do not exceed the amounts of the underly-
ing exposures.

At December 31, 1997, the Company held foreign cur-
rency forward contracts with notional amounts totaling
$319.1 and option contracts with notional amounts totaling
$80.0 to hedge foreign currency items. These contracts all
have maturities prior to December 31, 1998. During 1996,
the Company also entered into certain option contracts with
notional amounts totaling $46.4, and during 1997 and 1996,
foreign currency forward contracts totaling $44.2 and $99.0,
respectively, which do not qualify as hedging transactions
under the current accounting definitions and, accordingly,
have been marked to market. The mark-to-market adjust-
ment on these option and forward contracts at December 31,
1997 and 1996 was insignificant. The Company’s risk of loss
on these options in the future is limited to premiums paid,
which are insignificant.

The Company attempts to minimize its credit exposure to
counterparties by entering into interest rate swap and cap
contracts only with major international financial institutions
with “A’ or higher credit ratings as issued by Standard &
Poor’s Corporation. The Company’s foreign currency and
interest rate derivatives are comprised of over-the-counter
forward contracts or options with major international finan-
cial institutions. Although the Company’s theoretical credit
risk is the replacement cost at the then estimated fair value
of these instruments, management believes that the risk of
incurring losses is remote and that such losses, if any, would
not be material.

Non-performance of the counterparties to the balance of
all the currency and interest rate swap agreements would not
result in a significant write-off at December 31, 1997. In
addition, there are other swap agreements in a net payable
position of an insignificant amount at December 31, 1997.
Each agreement provides for the right of offset between
counterparties to the agreement. In addition, Avon may be
exposed to market risk on its foreign exchange and interest
rate swap and cap agreements as a result of changes in for-
eign exchange and interest rates. The market risk related to
the foreign exchange agreements should be substantially
offset by changes in the valuation of the underlying items
being hedged.

The Company is exposed to changes in financial market
conditions in the normal course of its operations primarily
due to international businesses and transactions denominat-
ed in foreign currencies and the use of various financial
instruments to fund ongoing activities.

Various derivative and non-derivative financial instru-
ments held by the Company are sensitive to changes in
interest rates. These financial instruments are either dis-
cussed above or in Notes 5 and 7 of the Notes to the Consoli-
dated Financial Statements. Interest rate changes would
result in gains or losses in the fair value of debt and other
financing instruments held by the Company. Based on the
outstanding balance of all instruments at December 31,
1997, a hypothetical 50 basis point increase or decrease in
interest rates prevailing at this date, sustained for one year,
would not represent a material potential loss in fair value,
earnings or cash flows. This potential loss was calculated
based on discounted cash flow analyses using interest rates
comparable to the Company’s current cost of debt. In
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1997, the Company did not experience a material loss in fair
value, earnings or cash flows associated with changes in
interest rates.

The Company also engages in various hedging activities
in order to reduce potential losses due to foreign currency
risks. Consistent with the nature of the economic hedge of
such foreign exchange contracts, any unrealized gain or loss
would be offset by corresponding decreases or increases,
respectively, of the underlying instrument or transaction
being hedged. These financial instruments are discussed
above and in Note 7 of the Notes to the Consolidated Finan-
cial Statements. Based on the Company’s foreign exchange
contracts at December 31, 1997, the impact of a 10% appre-
ciation or 10% depreciation of the U.S. dollar against the
Company'’s foreign exchange contracts would not represent a
material potential loss in fair value, earnings or cash flows.
This potential loss does not consider the underlying foreign
currency transaction or translation exposures of the Company.
The hypothetical impact was calculated on the combined
option and forward positions using forward rates at December
31, 1997 adjusted for an assumed 10% appreciation or 10%
depreciation of the U.S. dollar against the foreign contracts.
The impact of payoffs on option contracts is not significant to
this calculation. Additionally, any foreign currency risk asso-
ciated with the foreign denominated debt instrument was
assumed to be offset by a related currency exchange swap
contract. In 1997, foreign exchange losses associated with the
Company’s foreign exchange contracts did not represent a
material loss in fair value, earnings or cash flows.

As of December 31, 1997, the primary currencies for
which the Company has foreign currency exchange rate
exposure are the U.S. dollar versus the Argentine peso,
Brazilian real, British pound, Canadian dollar, German
mark, Japanese yen and the Mexican peso. The Company is
also exposed to other South American and Asian currencies.

The Company does not hedge its foreign currency expo-
sure in a manner that would entirely eliminate the effect of
changes in foreign exchange rates on the Company’s consol-
idated financial position, results of operations and cash
flows. The impact of a 10% appreciation or 10% deprecia-
tion of the U.S. dollar against the Company’s net underlying
foreign currency transaction and translation exposures
could be significant.

Year 2000

Management has developed a worldwide program to prepare
the Company’s computer systems and applications for the
Year 2000. Based on a comprehensive assessment of key
systems, the Company has commenced a project plan to
address all necessary code changes, testing and implemen-
tation required to ensure Year 2000 compliance by Decem-
ber 31, 1999. Management does not expect the incremental
costs of making the required system modifications to have a
material impact on the Company’s consolidated financial
position, results of operations or cash flows.

Other Information

On October 23, 1997, the Company announced that it has
raised its long-term growth targets for sales and earnings
and that it expects to record special charges in connection
with a major re-engineering program. Commencing in 1998,
the long-term target for sales growth has been raised to 8-
10% compounded annually, and its target for earnings per
share growth has been raised to 16-18% annually. Previ-
ously, the Company targeted long-term sales growth of 6-8%
and long-term earnings per share growth of 13-15%. The
higher targets come largely as a result of initiatives currently
underway and others under review intended to reduce costs
by up to $400.0 a year by 2000, with $200.0 of the savings
being reinvested concurrently in advertising and marketing
programs to boost sales. Avon expects to record special
charges totaling $150.0-$200.0 pretax to cover one-time
costs associated with the re-engineering program. Approxi-
mately half the charges are expected to be recorded in the
first quarter of 1998, with the balance to be recorded in early
1999. Approximately $50.0 of the charges will be cash-
related.
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RESULTS OF OPERATIONS BY QUARTER

During 1996, the Board of Directors authorized a two-for-one stock split which was distributed in June 1996. All share data

shown below have been restated to reflect the split.

In millions, except per share data First Second Third Fourth Year
1997
Net sales $1,087.6 $1,225.0 $1,249.4 $1,517.4 $5,079.4
Gross profit 646.0 748.9 732.2 901.3 3,028.4
Income before taxes and minority interest 63.0 150.5 107.9 213.5 534.9
Income before minority interest 39.7 94.8 68.0 134.5 337.0
Net income $ 413 $ 952 $ 686 $ 133.7 $ 338.8
Earnings per share:

Basic $ 31 0% 72 $ b2 $ 1.01 $ 2.56Ww

Diluted $ 31 8 71 0% b1 $ 1.01 $ 2.540
1996
Net sales $ 10161 $ 1,1287 $ 1,177.3 $ 14921 $ 4,814.2
Gross profit 614.5 691.6 702.5 884.4 2,893.0
Income before taxes and minority interest 59.8 138.7 98.9 213.0 510.4
Income before minority interest 371 86.0 62.8 133.1 319.0
Net income $ 377 $ 857 $ 625 $ 1320 $ 317.9
Earnings per share:

Basic $ 28 $ 64 3 47 $ 99 $  2.38%

Diluted $ 28 % 64 $ 47 % 99 3 2.36%
(1) The sum of per share amounts for the quarters does not necessarily equal that for the year because the computations are made independently.
MARKET PRICES OF COMMON STOCK BY QUARTER

1997 1996

Quarter High Low High Low
First $63.63 $52.13 $44.38 $36.31
Second 74.00 50.63 47.56 42.56
Third 78.00 58.50 50.25 39.00
Fourth 76.75 55.50 59.50 48.50

Avon common stock is listed on the New York Stock Exchange. At December 31, 1997, there were 23,912 shareholders of
record. The Company believes that there are over 50,000 additional shareholders who are not “shareholders of record” but
who beneficially own and vote shares through nominee holders such as brokers, benefit plan trustees, etc. Dividends of
$1.26 per share, or $.315 per share each quarter, were declared and paid in 1997. Dividends of $1.16 per share, or $.29 per

share each quarter, were declared and paid in 1996.
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CONSOLIDATED STATEMENT OF

In millions, except per share data

INCOME

Years ended December 31 1997 1996 1995
Net sales $5,079.4 $4,814.2 | $4,492.1
Costs, expenses and other
Cost of sales 2,051.0 1,921.2 1,769.0
Marketing, distribution and administrative expenses 2,484.3 2,348.2 2,215.6
Interest expense 41.8 40.0 41.3
Interest income (16.7) (14.5) (19.4)
Other (income) expense, net (15.9) 8.9 20.6
Total costs, expenses and other 4,544.5 4,303.8 4,027.1
Income from continuing operations before
taxes and minority interest 534.9 510.4 465.0
Income taxes 197.9 1914 176.4
Income from continuing operations before
minority interest 337.0 319.0 288.6
Minority interest 1.8 (1.1) (2.5)
Income from continuing operations 338.8 317.9 286.1
Discontinued operations
Loss on disposals, net of taxes — — (29.6)
Net income $ 338.8 $ 3179 | $ 2565
Earnings (loss) per share:
Basic:
Continuing operations $ 256 $ 238 |$% 210
Discontinued operations — — (.22)
Net income $ 256 $ 238 |$% 188
Diluted:
Continuing operations $ 254 $ 236 | $ 209
Discontinued operations — — (.22)
Net income $ 254 $ 236 | $ 187

The accompanying notes are an integral part of these statements.
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CONSOLIDATED BALANCE SHEET

In millions, except share data

December 31 1997 1996
Assets
Current assets
Cash, including cash equivalents of $60.0 and $87.9 $ 1419 | $ 1845
Accounts receivable (less allowance for doubtful accounts of $35.5 and $36.4) 444.8 437.0
Inventories 564.8 530.0
Prepaid expenses and other 192.5 198.1
Total current assets $1,344.0 $1,349.6
Property, plant and equipment, at cost
Land 48.6 515
Buildings and improvements 567.0 564.5
Equipment 666.0 608.9
1,281.6 1,224.9
Less accumulated depreciation 670.6 658.3
611.0 566.6
Other assets 317.9 306.2
Total assets $2,272.9 $2,222.4
Liabilities and Shareholders” Equity
Current liabilities
Debt maturing within one year $ 1321 | $ 971
Accounts payable 476.0 469.3
Accrued compensation 111.3 142.4
Other accrued liabilities 268.9 238.7
Sales and other taxes 101.0 124.6
Income taxes 266.6 319.2
Total current liabilities $1,355.9 $1,391.3
Long-term debt 102.2 104.5
Employee benefit plans 367.6 384.8
Deferred income taxes 31.2 33.9
Other liabilities (including minority interest of $37.5 and $41.1) 131.0 66.2
Commitments and contingencies
Shareholders’ equity
Common stock, par value $.25 — authorized: 400,000,000 shares;
issued 174,711,173 and 173,957,379 shares 43.7 435
Additional paid-in capital 733.1 693.6
Retained earnings 660.9 488.8
Translation adjustments (270.3) (210.7)
Treasury stock, at cost — 42,897,463 and 41,137,297 shares (882.4) (773.5)
Total shareholders’ equity 285.0 241.7
Total liabilities and shareholders’ equity $2,272.9 $2,222.4

The accompanying notes are an integral part of these statements.
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CONSOLIDATED STATEMENT OF CASH FLOWS

In millions
Years ended December 31 1997 1996 1995
Cash flows from operating activities
Net income $338.8 $317.9 $256.5
Adjustments to reconcile income to net cash
provided by continuing operations:
Depreciation and amortization 72.1 64.5 58.3
Provision for doubtful accounts 80.8 79.0 78.0
Translation gains (.1) (.2) (4)
Deferred income taxes 18.0 (7 (.6)
Discontinued operations, net — — 29.6
Other 9.4 9.9 13.3
Changes in assets and liabilities:
Accounts receivable (121.4) (125.5) (132.5)
Inventories (67.5) (65.4) (54.6)
Prepaid expenses and other 6.7 13.7 (41.8)
Accounts payable and accrued liabilities 42.9 97.8 59.6
Income and other taxes (56.1) 57.7 575
Noncurrent assets and liabilities (8.1) (23.6) 5.7
Net cash provided by continuing operations 315.5 425.1 328.6
Net cash used by discontinued operations — (38.2) (49.6)
Net cash provided by operating activities 315.5 386.9 279.0
Cash flows from investing activities
Capital expenditures (169.4) (103.6) (72.7)
Disposal of assets 3.3 33 2.8
Acquisitions of subsidiary stock (9.0) (6.3) (3.4)
Net cash used by investing activities (175.1) (106.6) (73.3)
Cash flows from financing activities
Cash dividends (168.3) (158.1) (147.8)
Debt, net (maturities of three months or less) (39.8) 17.8 8.8
Proceeds from short-term debt 25.7 375 32.7
Retirement of short-term debt (49.0) (14.1) (30.6)
Proceeds from long-term debt 100.0 — —
Retirement of long-term debt (.8) (1.5) (29.6)
Proceeds from exercise of stock options, net of taxes 20.6 10.0 14
Repurchase of common stock (110.8) (127.8) (106.9)
Other financing activities 58.6 — —
Net cash used by financing activities (163.8) (236.2) (272.0)
Effect of exchange rate changes on cash and equivalents (19.2) (11.0) 29
Net (decrease) increase in cash and equivalents (42.6) 33.1 (63.4)
Cash and equivalents at beginning of year 184.5 151.4 214.8
Cash and equivalents at end of year $141.9 $184.5 $151.4
Cash paid for
Interest $ 36.0 $ 35.2 $ 36.4
Income taxes, net of refunds received 215.8 158.9 1335

The accompanying notes are an integral part of these statements.
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CONSOLIDATED STATEMENT OF CHANGES
IN SHAREHOLDERS” EQUITY

Additional
Common Stock Paid-In Retained  Translation Treasury

In millions, except share data Shares  Amount Capital Earnings Adjustments Stock Total
Balance at December 31, 1994 173,327,748  $ 433 | $ 6605 | $ 2124 | $ (187.1)| $ (5435)| $ 185.6
Net income 256.5 256.5
Dividends — $1.05 per share (143.1) (143.1)
Translation adjustments (15.0) (15.0)
Exercise of stock options,

including tax benefits 79,254 1 15 1.6
Grant, cancellation and

amortization of restricted stock 91,110 8.2 8.2
Repurchase of common stock (106.9) (106.9)
Benefit plan contributions 2.7 31 5.8
Balance at December 31, 1995 173,498,112 43.4 672.9 325.8 (202.2) (647.3) 192.7
Net income 317.9 317.9
Dividends — $1.16 per share (154.9) (154.9)
Translation adjustments (8.6) (8.6)
Exercise of stock options,

including tax benefits 423,267 A1 15.6 15.7
Grant, cancellation and

amortization of restricted stock 36,000 2.7 2.7
Repurchase of common stock (127.8) (127.8)
Benefit plan contributions 2.4 1.6 4.0
Balance at December 31, 1996 173,957,379 43.5 693.6 488.8 (210.7) (773.5) 241.7
Net income 338.8 338.8
Dividends - $1.26 per share (166.7) (166.7)
Translation adjustments (59.6) (59.6)
Exercise of stock options,

including tax benefits 713,298 2 30.3 30.5
Grant, cancellation and

amortization of restricted stock 40,496 4.6 4.6
Repurchase of common stock (110.8)| (110.8)
Benefit plan contributions 4.6 1.9 6.5
Balance at December 31,1997 174,711,173 $43.7 | $733.1 | $660.9 $(270.3) | $(882.4)| $285.0

The accompanying notes are an integral part of these statements.
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