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Luxury brands ' heavy reliance on China for rapid revenue growth could come at great potential cos t down the road

 
By Pamela N. Danziger

French luxury conglomerate LVMH just came out with a strong first quarter 2021 report, reassuring industry watchers
that the COVID-19 pandemic is finally in the rearview mirror for the luxury market.

Total revenues at the Paris -based company reached 14 billion, nearly equal to $17 billion, with organic revenue
growth over same period last year up 30 percent, excluding currency fluctuations and its acquisition of T iffany.

Fashion and leather goods were the company's primary mover, showing 52 percent year-over-year organic growth.
Since first-quarter 2020 was such an unprecedented year, the company also provided comparisons to first quarter
2019 and the results were impressive, too.

Overall organic growth was reported at 8 percent, with fashion and leather goods up 37 percent, followed by wine
and spirits rising 17 percent. Selective retail, under which Sephora and its travel-retailer DFS Group reports, were still
underwater compared to 2019, down 30 percent.

All eyes on China

Assessing LVMH's continued leadership in the global luxury market, Cowen luxury analyst Oliver Chen explained
strength in China, along with the rest of Asia excluding Japan, was a key driver of success. Demand there rose 86
percent in the first quarter 2021 compared to same period last year.

Such strong growth is even more impressive since Asia is LVMH's single biggest market, accounting for 34 percent
of total revenues in 2020, with the United States trailing at 24 percent of sales. And further, since the second half of
2020, Asia has been in full recovery mode for LVMH, posting growth in the second-half 2020 of 17 percent.

The Chinese appetite for luxury is so hot that Bain & Company predicts China is on track to become the world's
leading luxury market by 2025.

With prospects like that, is  it any wonder that luxury brands are all in to get their share of the Chinese business. But
while China presents the greatest opportunity for growth, luxury brands face a real and present danger by putting all
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their eggs in the China growth basket. They risk their long-term future for short-term gain.

"If the Chinese sneeze, the luxury sector gets pneumonia," said Luca Solca, senior research analyst for luxury goods
at Bernstein, to Jing Daily, in describing luxury brands' over-dependence on China.

Out of balance

"China is a place where brands risk to get lost in their quest for easy success," said Susanna Nicoletti, author of
Luxury Unlocked and management lecturer at Instituto Marangoni. She also boasts a resume that reads like a who's
who in luxury, including leadership roles with the top three luxury groups along with several independent luxury
fashion brands.

"China's become a honey trap' for luxury businesses," Ms. Nicoletti said. "Ever since the crisis of 2008, that was the
place where most of the growth was for luxury brands."

Acknowledging that the prospects for making money in China are overwhelmingly attractive the "honey" Ms.
Nicoletti is  very clear about the trap, too.

"Brands have to make a huge effort to understand the Chinese culture and market," she said. "It takes enormous
energy and investments. Once you are totally focused on one market, the result is  you neglect other key markets that
have a different approach to luxury, like the United States and Europe."

In a global luxury market approaching 300 billion, a balanced approach is needed but many companies are failing
in that regard.

"Brands are obsessed with margins, SKUs and things like that in their search for potential sales. But the luxury brands
have become lazy in finding new solutions and trying to reinvent their business model," she says.

Cultures clash
Overall, Ms. Nicoletti singles out Chanel and Herms as having found the right balance in China. But many other
brands are in danger by catering too much to younger Chinese consumers where extravagant displays of luxury
excess, like prominent logos, are valued.

By contrast, in the developed Western markets, luxury consumers favor a more understated, classic approach.

The Shanghai-based GMA marketing agency describes this emphasis on conspicuous consumption as "Mianzi,"
which means "face," or to keep one's honor and reputation in any situation.

"Purchasing luxury items is a symbol of prestige and social status and accumulated wealth. The more you take care
of your appearance and lifestyle, the more you show to the world you succeed," the agency writes in its "China
Luxury Market Guide."

While it may be easy to translate words from one language to another, it is  not so easy to translate cultural norms.
That is what Dolce & Gabbana painfully learned when it created a cultural backlash through a social media
campaign showing a Chinese woman trying to eat pizza with chopsticks.

Glyn Atwal, professor at the Burgundy School of Business and co-author of Luxury Brands in China and India,
describes this as when luxury brand love turns to hate.

"Marketing budgets are invested to develop and nurture emotional relationships," Mr. Atwal said. "The downside,
however, is  that brand love can too easily transform to brand hate.

"The reason consumers hate luxury brands can vary from poor customer service to ethical and moral
transgressions," he said. "The concept of hate is a powerful emotion that can manifest into varying degrees of
negativity from brand rejection to brand revenge."

The danger for luxury brands turning love into hate is amplified in China because of the collectivist structure of the
society and with social media being a most powerful medium through which it is  engendered.

"When the wave of criticism starts, it's  very difficult to stop," Ms. Nicoletti said.

Levers of power

Luxury brands conveniently forget that China is a tightly controlled economy with the government freely exercising
its power to turn on or off the spigot.

Brands have no control over diplomatic tiffs  and political wranglings, as learned in the most recent U.S.-China trade
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war. And further back in 2012-13, luxury good sales took a hit when the government enacted anti-corruption policies.

Most recently Burberry, along with Nike and H&M, as members of the Better Cotton Initiative, got on the wrong side
of the government when the BCI announced it would responsibly disengage from sourcing cotton from the Xinjiang
region because of alleged harsh treatment of workers there.

Burberry lost a partnership with Tencent to feature virtual designs in its popular "House of Kings" mobile game and
Chinese actor Zhou Dongyu ended her contract as a Burberry ambassador. Adding insult to injury, Tencent also
owns popular WeChat and Tencent Weibo Web sites.

Of note: the Better Cotton Initiative, which numbers nearly 100 brands supporting its initiatives for more sustainable
and responsible cotton production, has since removed its offending Xinjiang statement from its Web site, only to get
into more hot water because it did not give an explanation for doing so, according to South China Morning Post.

What goes up must come down

From her nearly 25-year perspective working in the luxury industry, Ms. Nicoletti reminds us of the cyclical nature of
luxury. Two of LVMH's shining stars today Louis Vuitton and Dior were nearly bankrupt before Bernard Arnault
acquired them in the 1980s to later form the LVMH group.

"This cycle is scaring me a lot, because brands haven't learned from the past," Ms. Nicoletti said. And what the past
teaches is that creativity and innovation has historically been the engine of growth for luxury brands, not just catering
to what's trendy or fashionable today.

Ms. Nicoletti sees luxury brands adopting an investment bankers' approach to managing business, leaving behind
the passion, creativity, excellence and craftsmanship.

"While they are just looking for the easiest way to make money, the brands have left the soul behind," Ms. Nicoletti
said.

"Just making money can't be the purpose of luxury," she said. "Customers are really looking for a meaningful brand.
That is the key point those obsessed with finance have forgotten: the dream of luxury."

Pamela N. Danziger is Stevens, PA-based president of Unity Marketing and Retail Rescue, cofounder of the
American Marketing Group, and a luxury marketing expert. Reach her at pam@unitymarketingonline.com.
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