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Few barriers to entry
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Store Count growth of Selected Luxury Brands

3415 T B M G5 R 49 T B K

Source: Bain, China luxury market study November 2010

Stores increased in
2010 by end of August

m Stores increased from
2007 to 2009

m 2006 Store Count

*Cartier and Bulgari store data excludes its watch & leather wholesaling channels
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Business strategies for luxury brands
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Investment models

Selected Business issues

Digital strategies
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Business models overview - Flow from overseas to China
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Overseas PRC

Distributors or
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End customers
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Common models — Franchise, distributors, dealers
B X-HFmE. 248, REH

Cons

Restrictions on franchising

Pros

* |nitial low risk/high speed
Market entry

Risk to the brand reputation:

Quality of store experience

* Low investment capital for
branches/stores/ WFOEs

slow inventory turnover

* Low administrative costs
for daily operations

Lower/shared profit margins

Franchisees

< ‘

End customer
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Common models — Dept store Counters, Shop-in-shop

ALEX-BRAHEIE. ETE

Cons

Poor Cashflow from some
landlords and bad debt risk

Pros

* Lower capital cost

* Halo effect from other
store brands

Less control over the brand if
location not maintained by
landlord

* Lower administrative cost
Shared margins with landlords

for daily operations

Short leases and risk of disputes

Shoppilg mall
- L

End customer
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Common models — Retail (Sales via self-own stores)
A X-g T ERE

Cons

Large capital outlay and

Pros

® Control over branding

[ ]

® Control over service
quality

Longer time to set up retail
branches

Higher cost - maintain own
stores and employees

* Easier to implement

consistent global brand

Transfer of goods among
branches are subject to Value
* Government support Added Tax ("VAT")

* Higher compliance risk

End customer
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Business issue 1- Transfer prices & Customs

BA A B AM

{Hong Kong Market
| J J _E‘-f_E :

China Market

RMB 100,000
= HK$ 120,000
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Business issue 2— Tax credits for fit out costs

B &3/~ o) AEBL AR

Since 2009:

* Is input VAT on fixed assets creditable?
* Invoicing arrangement

Input VAT deductible ?
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Busmess |ssue3 Old- products/ Outlets

!

Return to overseas:

» Goods return with refund of import
customs duty (“CD”) and VAT

» Goods compensated at nil costs
* Resale of goods for return
Destroy within China:

o CIT: Asset loss verification report required
for deduction

» VAT: Input VAT to be transferred out

Sales within China: (to outlets)
» CIT: Loss deductible
e VAT: Input VAT creditable

CD/VAT
refundable?
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Business issue 4 — promotional costs

PR4H B A

Discount:
e CIT: taxed on net amount

e VAT: taxed on net amount

Rebate/returns:
e CIT: net amount

» VAT: red-inked invoice required or credit from
net sales

Buy one & get one free:

» CIT: no deemed sales and treated as packaged
sales

» VAT: deemed sales (at fair value)

Grant of free products:

_ » CIT: deemed sales (at purchase cost for trading
What is the PRC tax consequence company)

of different types of promotion activities ?

» VAT: deemed sales (at fair value)
* Individual Income Tax (“lIT"): 20%
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Business issue 5 — taxes on cosmetics

40 e F 8 B4 2

Free sample products:
» CIT:
-No deemed sales (if purchased)

- Treat as packaged sales
-No deduction limit
e VAT:

= - E » -Deemed sales (at fair value)

Tester products:
 CIT:

W H N \ - -Deemed sales (at purchase cost for

Il AW N | g trading company)
| c]‘ / - Deduction limit: 15% of revenue
Sy - . * VAT
s e -Deemed sales (at fair value)
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Digital strategies

LA iR 7S

Near 70% potential luxury
consumers search for

457 million

e China’s internet users

luxury brands on internet
at least once a month.

il

161 m||||0n '+ China’s online shoppers

73%

30%
27%

12%

50% “« Online shopping growth rate over
0 past one year

15%
12%

More than once Once 2 weeks
a week

Once a month

Once every 3 Less than once
months 6 months

KPMG
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Profile of Luxury Brands on the internet
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TIAL

YOOX.COM
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Visibility Emergence of Seeking
of specialist out
official Online luxury opinion
brand retailers leaders
websites? Eg.:

Your
products
(and
imitators)
are

Buried on
Chinese
specific

platforms

already
there on
Taobao!

Glamour-
Sales,

YOOX, Zooq

Source: Reach of George Washington University

m © 2011 KPMG Huazhen, a Sino-foreign joint venture in China and a member firm of the KPMG network of independent member firms affiliated with 17
KPMG International Cooperative ("KPMG International”), a Swiss entity. All rights reserved. Printed in China.
cutting through complexity



Shopping online for luxury products

M £ K45

To what extent are you interested in purchasing
luxury goods on internet?

H Not interested at all M Somewhat interested
i Neutral B Somewhat not interested
¥ Very much interested

16% 6%

Motivation Barriers

Better price 79% Authenticity 74%
Ease of comparison 67% After-sales 56%
Effort saving 56% Payment safety 38%
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Brand building

o R

The power of online consumer-generated content

Plays a significant role in my choice of brands .—E
Is interesting and enjoyable to come across this Q_E
Effective in creating a good image about the brand &t o
Effective in informing me about new product launches o —¢
Effective in informing me about key features of the brands
b g
Effective in informing me about brand promotions and deals Q4 &
Provides trustworthy information about the brands H—E

Effective in making me aware of the brand N e -
It catches my attention ’—E

| find it intrusive o —iH - ; ; : "
0 10 20 30 40 50 60
4 Online consumer @ Conventional 4 Online Brand
Generated Generated
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Touch points in driving luxury purchase
W% &% e IS B &

Relative importance of touch points

Word of mouth Traditional media

14% 13%

L
21% ( &

» | evaluate the product when | was in the store

»| spoke to the in-store salesperson

»| saw the product displayed in the store/store
window

»| read the catalog in the store

' Direct marketing
» | saw an ad about this

brand on a website 5%

4
> checked reviews online . -

>| saw this brand’s website

Source: Mckinsey Insights China — Wealthy
Consumer Study (2010)
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What do other people say?

AREES ©

BAIN & COMPAMY

China Luxury Market study 2010
Bain POV

November 2010

Understanding DI PP ED

China’s Growing IN
Love for Luxury G I: L
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McKinsey: Key findings in 2011

Rising awareness of brands and prices

The quest for authenticity

Emergence of several new geographic markets

~

Plotting your retail footprint and footprint

Deliver exceptional service in the store

Embracing digital marketing

Tapping into Chinese cultural heritage

Understanding
China’s Growing

Love for Luxury

Less flash, more understatement

! € EEEEEEL
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Bain: Key findings in 2010

» Continued trend of increased domestic shopping (vs. overseas) )
» Consumers expect comprehensive and differentiated service experience )
e Continued importance of online platforms )
» Brand building efforts more localized & increasing )
» Watches and jewellery top the luxury wish list @ )
4
 Gifting increasing & more diversified s couranr
China Lucury Maricet stucy 2010
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CLSA: Key findings in 2011

Younger and richer customers

|| DIPPED

. 'GOLD

Display of success and VIP status

Luxury “more” for him

Luxury brands have opened more stores in Beijing

Watches and jewellery top the luxury wish list

« Overseas purchases = 56% of Chinese luxury sales

» Willingness to pay premium for the best & famous brands

* Chinese consumers love craftsmanship

€€E€CCCCEL
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. China’s wealthy came of age in 2007

P— Hurun Rich List Top Fifty Cut-off US$m

HuruN REPORT

Y 2500
Dy 2000
19 >
s 2z s
1000
500 I
0 - m m m A RRENR
1999 2001 2003 2005 2007 2009
Source: Hurun report 2011
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