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Rosefinch Research | Danger and Opportunity in Duty-Free Arena

How much do the Chinese consumers love shopping? According to UN World Tourism
Organization, in 2018, Chinese citizens spent $277.3 billion abroad, which is higher than the entire GDP
of Greece. Since 2012, China has been the biggest country in offshore tourist spending every year.
According to the 2020 report on Global Luxury Market by Bain and Altagamma, in 2019, Chinese
mainland consumers purchased over 64 billion EUR of luxury goods while traveling abroad, which is
more than twice of what they spent domestically. The pandemic had an impact on this spending pattern:
in 2020, Chinese consumers bought 47 billion EUR of luxury goods domestically, which is 3 times what
they spent abroad that year. The pandemic kept the Chinese consumers at home, and their luxury
consumption wallet as well. Another change is quietly taking place as well. Sunrise Duty Free, which is
the largest duty-free operator in China, launched a WeChat app that opened window of direct delivery.
Instead of visiting the Sunrise Duty-Free shop in Hainan province, you can order from the WeChat app
and get your favorite cosmetics delivered at home with a 40% discount, how sweet is that! The pandemic
brought changes in the consumer distribution channels, which may very well be permanent. We will dig

into how these changes are taking place through four perspectives:

Birth: The Irish Business Model
Opporttunity: Squeezing Out the Victory
Focus: From License to Supply Chain

A

Brawl: New Opponents for Duty-Free Shops

Part 1 — Birth: The Irish Business Model
In 1947, Brendan O’Regan invented the concept of Duty-Free shop. With a counter that’s barely two

meters across, he started the first Duty-Free counter for cigarette and liquor at the Shannon Airport, which
attracted many trans-Atlantic passengers. In China, the Duty-Free shops started in the 1980s to promote
more incoming tourist industry. And after 2000, the Duty-Free shops in China took on another mission:

to capture locally China’s luxury goods consumption.

China has become the biggest luxury goods consumer nation in the world. From 2012 to 2018, China
contributed over half of global luxury goods’ increase. In 2018 alone, Chinese citizens spent 770 billion
RMB on luxury goods, though with 70% or 500 billion RMB spent overseas. This consumption pattern is
linked to China’s tax code. The consumption tax for luxury goods in China is between 10 to 30%, which
means for the high-end products there is a 20-30% gap between prices in China and in Europe or US.
Considering these are big-ticket luxury items, the gap can be rather large in absolute terms. If the
government wants to increase local consumption, it may be easier to retain the existing luxury goods
consumption via tax-free policy than create hundreds of billions RMB of new consumptions. But not all
luxury goods currently consumed abroad can be brought back to China — it depends on the luxury goods’

brand strategy and consumer psychology.
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There are two main types of luxury consumption: first is the high-end luxury goods represented by
bags or luggage; second is the medium luxury goods like perfume, cosmetics, cigarette, or alcohol. Even
though it may be more profitable to distribute through Duty-Free shop, some luxury brands would rather
keep their bags out of Duty-Free shops and distribute in their flagship stores instead. Chinese tourists can
still buy them at the brand stores and receive tax rebates upon departure. Therefore, it’s rather difficult to
capture these high-end luxury consumptions via Chinese Duty-Free Shop. Instead, the focus will be on

medium luxury goods like perfume, cosmetics, etc.
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The Chinese oversea consumption of perfume, cosmetic, cigarette, alcohol, watch, and jewelry is
about 30% of total, or 170 billion RMB. Remember the entire market for Chinese high-end white liquor
is only about 200 billion RMB, so these consumptions are sizeable. If these luxury spending can be brought
back to local consumption, it’s equivalent to creating another white liquor market. The experiment to
attract oversea luxury consumption started in 2011 with Hainan province starting “tax-free” shopping for
domestic consumers. There’s noticeable increase in capture consumption with Chinese duty-free industry
increasing from 12 billion RMB to 54.5 billion RMB, or average annual growth rate of 47% in the 9 years
since 2011.
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Part 2 — Opportunity: Squeezing Out the Victory

During the pandemic, when travel stopped and most commercial activities slowed, the luxury
market had its boom. LV rose prices four times within one year, and Chanel Classic Purse #2.55 went
from 38,100 RMB to 51,500 RMB. Along with the prices came the sales numbers for the Duty-Free
shops. In 2020, Hainan province’s Duty-Free revenue was 27.5 billion RMB, up 103.7% YoY vs
previous +50% growth rate. The pace is still picking up, with the July to Oct 2020 average per visitor
purchase of 6,553 RMB, or +28% vs 1H20. This sudden growth burst is mainly due to evolution of
distribution channel and return of foreign consumption flows. The government policy also helped, with
a timely increase of Duty-Free cap raised from 30,000 to 100,000 RMB. Meanwhile, with number of

travelers down dramatically due to various pandemic restrictions, Duty-Free shop is moving online.

There are two main ways to do online Duty-Free shopping: follow-up purchase or direct mailing.
Follow-up purchases refers to using online channel to purchase Duty-Free goods within 180 days of
visiting Hainan province. The direct mailing refers to Sunrise Duty-Free that mail goods directly to the
consumers after purchases via online app. The online distribution brought tens of billions of revenues
for the Duty-Free shops, but it also impacted the current main channel of airport Duty-Free shops. With
the quick increase of online distribution, the bargaining power of Duty-Free shops are increasing.
During the pandemic, Duty-Free shops signed new updates on airport agreements, where guaranteed
rental payments are replaced by percentage of revenues. Airports are becoming risk partners rather than
landlords, which brings more risk. While the online consumption will reduce value of airport
distribution, it won’t completely replace it. Airports see a lot of traffic amongst the middle-class to

wealthy consumers, which still has a lot of value.

With Duty-Free shops now deploying online direct distribution like a cross-border e-commerce
merchant, there’s a new problem of how to balance the interests of branded goods. When Duty-Free
shops take the branded goods, the prices via duty-free or online distribution will all be lower than the
prices at the brand flagship stores. The main reason for the Duty-Free shop’s pricing advantage is
government’s effectively subsidizing via lower tax. The purpose for this policy was to increase domestic
tourism spending and capture oversea luxury consumption. From brand perspective, Duty-Free is a
consignment channel. While consignment is easier and without fixed costs like shop space or logistic
costs, it is harder for the brand to control distribution and maintain its prestige. Therefore, brand
products usually go with the direct-sales channel rather than consignment channel. On the other hand,
the traditional target group of consumers for Duty-Free shops have high purchasing power, which
makes them a natural target group for luxury brands as well. At the same time, sales via Duty-Free shops
generate higher profits thanks to less overheads. Therefore, some luxury brands are willing to distribute
via the Duty-Free shops. If the same prices are made available to all consumers, it may generate higher
profits overall, but may damage the pricing system or brand’s luxury image. In Asia, luxury goods carry a
certain status symbol, which is why it must avoid being seen as a general consumer item. The eco-system

of consumer goods is like a pyramid: luxury goods are at the top. All the brands are battling each other
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furiously, with any slip in its brand value means a drop in its pyramid layer where it’s even more
competitive. Maintain the brand’s compatibility with its target clients’ status is the red line that must
never be crossed. From this perspective, Duty-Free shop doing online distribution may look like a
simple distribution channel switch, but it’s actually a battle between Duty-Free shops with the brand for
its exclusivity status. With more licenses for Duty-Free shops, the game is getting more complex. Duty-
free industry is moving from the wild west towards the competition for the brick-and-mortar supply

chain capabilities.
Part 3 — Focus: From License to Supply Chain

From 1979 to 2011, the Duty-Free policy went through a period from opening to tightening, and then

gradually loosening.
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In the last 20 years, Duty-Free licenses are very hard to get. There’s very little competition in the
industry, with easy profits for those that have the licenses. Largest Duty-Free shops have over 90% of
the market share. Even if they split 40% of revenue with airports, there’ll still be over 10% margin. As
more licenses are released, more players are getting into the field, and licenses’ values are decreasing
while competition is increasing. Duty-Free shops must now balance the upstream and downstream
needs, expand its eco-system, and excel in its supply-chain management. The competition of the industry

will shift from licensed access to stable supply-chain.

When it comes to supply chain, there are three key factors: product sourcing, negotiation prowess,
and supply chain stability. Product sourcing is a core ingredient for the supply chain. The buyer must
have strong insights on the consumption trends, confirm specific product types and volumes, and
manage the inventory efficiently throughout the process. Because there are only a handful of Duty-Free
shops, those buyers who are familiar with the industry are in short supply. The next factor is the
negotiation prowess, which is required both for purchasing and brand distribution. The Duty-Free shop
must build good communication channel and trust with the global brand headquarters. And the stability

of supply chain must come from detailed operational capabilities and effective logistical controls. Since
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most of these factors take a long time to achieve, many new Duty-Free shops are choosing cooperative
model with major global Duty-Free players.

As online and offline shopping merge, the competition of Duty-Free shopping is no longer only
about the Duty-Free status. Much of the popular products for Duty-Free shops overlap with typical e-
commerce platforms. From retail sales perspective, both channels are competing for the same client

base. And this business area has another major competitor: the internet giants.
Part 4 — Brawl: New Opponents for Duty-Free Shops

In the past few decades, the Duty-Free market is small and driven by policy support. When the
license values erode, the advantages of Duty-Free shops are disappearing. From retail sales perspective,
the Duty-Free shops are servicing the mid- to high-luxury retail market. Even though e-commerce
merchants are subject to taxes, because they have better control of supply chains, they can deliver
competitive prices even below Duty-Free prices for selected products. As these e-commerce merchants’

supply chain management improves, they will become even more competitive with more products.
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As the Duty-Free shops move online and the internet giants globalize, they’re butting heads in the
mid- to high-luxury retail market. They are both looking for a sharp growth curve, with the Duty-Free
shops facing the steeper climb. In e-commerce, other than supply chain management, IT development,
volume management, and synergy between online and offline businesses are all important factors. These
are often challenging for Duty-Free shops, so they often choose cooperation with e-commerce
companies. For internet giants, they lack the global supply chain capabilities. Rather than building their
own supply chains, the internet giants found a shortcut via cooperation with global Duty-Free players
like Dufry and Lagadere. The global Duty-Free shops can’t access China market directly, so cooperating

with Chinese internet giants or Chinese Duty-Free shops is a good way to monetize their supply chain.

5 Email ir@rosefinch.cn



(({ » e
Rosefi und

T

Hainan Development Company cooperates with Dufry, while Hainan Tourism Investment Company
cooperates with Lagadere, and both partner with an internet giant to create two major leagues. These
leagues and new Duty-Free entrants are increasing competitiveness in the market and taking market
share away from leading Duty-Free shops.

From Rosefinch Consumer team’s perspective, even though some market shares will be taken away
from leading Duty-Free shops, the whole industry is benefiting from returned oversea luxury goods
consumption and online distribution. When we look at the historical developments of South Korea’s
Duty-Free industry, those shops with excellent supply chain and familiarity with consumer preferences

will have clear advantages in the Duty-Free brawl.

The pandemic has changed the consumer sector via different distribution channels. It also changed
the consumption behaviors where certain previous offline purchases are moving completely online. With
any destruction will come creation. Any disaster will also have opportunities. When you go with the

trend, you will find your 2™ growth curve and achieve superior returns for the investors.

Disclaimer

The information and data provided in this document is for informational purposes only and is not intended as an offer or solicitation
for the purchase or sale of any financial products or services. This document is not intended for distribution to, or usage by, any person
or entity in any jurisdiction or country where such distribution or usage are prohibited by local laws/regulations. The contents of this
document are based upon sources of information believed to be reliable at the time of publication. Except to the extent required by
applicable laws and regulations, there is no express or implied guarantee, warranty or representation to the accuracy or completeness
of its contents. Investment returns are not guaranteed as all investments carry some risk. The value of an investment may rise or fall
with changes in the market. Past performance is no guarantee of future performance. This statement relates to any claims made
regarding past performance of any Rosefinch (or its associated companies’) products. All rights are reserved by Rosefinch Fund
Management Co. Ltd and its affiliates.
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