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Amid the coronavirus pandemic, every company’s
first priority is, of course, to protect the health and
safety of employees, consumers, and business
partners. Indeed, luxury companies have pivoted to
address urgent public-health needs: factories that
produced scarves and perfume now manufacture
face masks and hand sanitizer, and many luxury
groups have made monetary donations to hospitals
and other not-for-profit organizations. At the same
time, with millions of people relying on the luxury-
goods industry to make a living—from factory
workers and retail-store employees to small-town
artisans and craftsmen—industry leaders are
planning ahead and wrestling with longer-term
strategic questions to ensure the survival of

their businesses.

In this article, we discuss the impact of the crisis on
the luxury-goods sector. We then recommend two
sets of priorities for industry executives: short-term
actions for “navigating the now” and longer-term
considerations for shaping the future.

A hard reset or a short-term blip?

While it's too early to quantify COVID-19’s total
financial toll on the sector, the pandemic has
certainly shaken some of the foundational aspects
of the luxury industry—and some of these changes
could be permanent.

Wholesale Darwinism. Even before the pandemic
struck, independent luxury-goods wholesalers in
Europe (many of which are small, family-owned
boutiques) and some of the large North American
luxury department stores were already struggling—
in part because of luxury brands moving to vertical
integration over the past 20 years and, more recently,
the growth of e-commerce. This pandemic might
force some of them out of business. The damage
could extend to brands that have not yet fully
transitioned to a vertically integrated distribution
model, as well as to upstart brands that need
wholesale channels to reach new customers and to
finance the development of their full collections. To

survive, wholesalers are likely to adopt aggressive
commercial and discount policies—which, at least in
the medium term, could hurt the luxury positioning of
brands that don’t have a concession model.

From global traveler to local shopper. The luxury
sector appeals to a global consumer: 20 to

30 percent of industry revenues are generated by
consumers making luxury purchases outside their
home countries. In 2018, Chinese consumers took
more than 150 million trips abroad; we estimate
that purchases outside the mainland accounted
for more than half of China’s luxury spending that
year.' Asian shoppers buy luxury goods outside their
home countries not only to benefit from lower prices
in Europe, but also because shopping has become
an integral part of the travel experience: buying a
brand in its country of origin comes with a sense

of authenticity and excitement. With the recent
travel restrictions, an important driver of luxury
spending has come to a halt, and we anticipate
only a gradual ramp-up in international travel, even
after the restrictions are lifted. That said, Chinese
consumers remain the biggest growth opportunity
for the luxury sector. Brands, clearly, will need a
new approach to attracting luxury shoppers. To
reactivate Asian luxury consumers in their home
countries, brands can focus on creating tailored
local experiences, strengthening their digital and
omnichannel offerings, and engaging more deeply
with consumers in tier-two and -three cities. The
latter will be challenging, given the limitations in
both retail infrastructure and customer-service
capabilities in those cities.

Shows without live audiences. Fashion weeks
and trade shows have been essential ways that
brands have maintained vibrant relationships
with consumers and trade partners. While we
expect some return to normalcy on this front, we
also believe that the luxury industry—in close
collaboration with fashion-week organizers and
trade associations—should explore alternative
ways to deliver the same kind of magic that
these events offer when there are restrictions

" Aimee Kim, Lan Luan, and Daniel Zipser, “How young Chinese consumers are reshaping global luxury,” April 2019, McKinsey.com.
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oninternational travel and large gatherings.
Industry players might also consider pushing for
a coordinated revamping of the fashion calendar,
with brands simplifying and streamlining their
presentation calendars.

From ownership to experience, and back again.
“Experiential luxury”—think high-end hotels, resorts,
cruises, and restaurants—has been one of the
most dynamic and fast-growing components of
the luxury sector. Millennials (those born 1980—-95)
opted more for experiences and “Instagrammable
moments” rather than luxury items. Baby boomers
(born1946—64), too, were moving in this direction,
having already accumulated luxury products over
the years. While we expect the positive momentum
of experiential luxury to persist, it will slow down in
the short term as consumers temporarily revert to
buying goods over experiences.

Hyperpolarization in performance. Even before
the crisis, it made little sense to talk about the
sector in terms of averages because growth rates
and profit margins were so widely spread out. Even
within the same segment and price point, luxury
brands’ growth varied from 40 percent to negative
percentages, and earnings from 50 percent to
single-digit percentages. We expect further
polarization based on three fundamentals: the
health of a brand’s balance sheet prior to the crisis,
the resilience of its operating model (including its
digital capacity, the agility of its supply chain, and
its dependence on wholesale channels), and its
response to COVID-19.

Another chance for ‘rare gems.’ Over the past
decade, European luxury conglomerates, private-
equity firms, and, more recently, US fashion groups
and Middle Eastern investors eagerly snapped up
attractive acquisition targets. As a result of the
current crisis, some of these acquirers—particularly
those that aren’t luxury companies themselves—
could find that they have neither the core
competencies nor the patience to nurture these
high-potential brands, and thus might be willing to
put them back on the market. Acquisitions that were
once forbiddingly expensive could become viable

in the postcrisis period. Such developments could
result in further industry consolidation or even the
formation of new luxury conglomerates.

Time and again, the luxury industry has proved
capable of reinvention. We are confident about the
sector’s long-term potential. But some brands will
emerge from the crisis stronger, while others will
struggle to preserve the integrity of their business.
Much will depend on their ability to respond to the
short-term urgencies related to COVID-19 while
simultaneously planning and executing for the future.

‘Navigating the now: Immediate priorities
Many luxury executives have demonstrated caring
leadership during this crisis. They are prioritizing the
safety of employees and customers and proactively
communicating with all stakeholders about their
new health and safety protocols, crisis-response
activities, and the steps they’re taking to keep
operations running. At the same time, they must

More than 40 percent of global luxury-
goods production happens in Italy—
and all the Italian factories, including
small, family-based faconniers, have
temporarily shut down.
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take quick action to ensure that their businesses
weather the crisis. Here are short-term actions that
company leaders should consider taking.

Review 2020 inventory and rethink 2021
collections. Sales for this year’s spring season are
as much as 70 percent lower than last year—not
surprising, considering that consumers had little
opportunity to explore the spring and summer
collections in stores. Decide how to phase in the
2020 fall and winter collections and develop a
plan for dealing with unprecedented levels of
unsold 2020 inventory—without resorting to
steep discounts, which jeopardize brand equity.
Stay informed about wholesalers’ and e-retailers’
plans to clear extrainventory. In some cases,
inventory swaps might be preferable to aggressive
promotions and discounting. One way to use extra
inventory could be to reward loyal customers with
gifts or other types of giveaways to surprise and
delight them, while also whetting their appetite to
shop across collections or categories.

Enhance digital engagement. As stores remain
closed in many parts of the world, e-commerce is a
crucial channel for keeping sales up, communicating
with customers, and forging a sense of community
around a brand. Accelerate your digital investments
and shift media spending to online channels,

with a focus on customer activation rather than
brand building. Aside from enhancing your own
websites, also consider partnerships with reputable
e-retailers. Digital marketing could help not only
boost online sales but also entice consumers to visit
stores once they reopen.

Manage for cash. Set up a cash-control team,

with representation from the procurement and
sales teams, to examine spending and identify
responsible reductions in cash outflow. Review
lease contracts and all operating expenses,
including marketing spending and events. At

the same time, prepare to selectively support
wholesalers and department stores by extending
accounts-receivable terms and arranging inventory
swaps. Work closely with government authorities on
a country-by-country basis to find ways to alleviate
cash strains with public measures.

Take a ‘cleansheet’ view of demand planning.
Review your 2020 budget and inventory plans,
assessing COVID-19’s impact on each region and
business unit. Adjust revenue and profit forecasts
and create incentives for business-unit heads to
set new targets. Resist the temptation to push
sales at the expense of margins, as a sales-focused
approach will likely yield inaccurate demand
projections and, consequently, large amounts of
unsold inventory.

Assess the strength of your supply chain. More

than 40 percent of global luxury-goods production
happens in Italy—and all the Italian factories,
including small, family-based faconniers (a

French term that loosely translates to “contract
manufacturers”), have temporarily shut down. Luxury
companies should assess, category by category and
product by product, where the impact is likely to be
felt most acutely. Potential short-term actions include
moving inventory across regions and channels,
privileging geographic markets that are less affected,
and making sure to fulfill online orders. In the medium
term, luxury companies should help production
partners recover by making prompt payments and
restoring production as quickly as possible. If Italy’s
fagconniers do not survive, a signature element of

the luxury ecosystem—the craftsmanship that is the
result of excellence and skill passed down through
generations, and the source of the “Made in Italy”
aura—could be lost forever.

Adjust merchandising plans. As consumers’

social routines adapt to lockdowns and physical-
distancing restrictions, we are starting to see
changes in buying behavior. For example, some
luxury players report that, in terms of price points,
high-end and low-end luxury items are proving
more resilient than those in the middle of the
range, perhaps due to a combination of “revenge
spending” (a phrase that refers to pent-up demand
for luxury items during or after crises) and a desire to
maximize value for money by purchasing functional
items. They’re also seeing handbags and small
leather goods selling better than ready-to-wear
apparel during the crisis. Children’s wear seems

to be doing particularly well. Millennials haven’t
reduced their spending as much as other adult
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segments have. These are the observations of a
few luxury players, but clearly there is no one-size-
fits-all merchandising plan. Brands should carefully
analyze sales data and embed consumer insights
into their merchandising plans.

Shape the next normal: Longer-

term considerations

Stabilizing the business during the crisis is crucial—
but management must not lose sight of the longer
term. Here are strategic actions to consider taking
during the recovery.

Put digital at the center of your operating model.
For many companies, this crisis has been a catalyst
for developing and executing an online and
omnichannel strategy. In China, e-commerce has
attracted new customer segments and markets
(exhibit); we can expect a similar pattern to play out

Exhibit

in other geographies. Start by allocating a greater
share of investment to the online channel. Explore
new ways of partnering with established e-retailers.
Step up your personalization efforts in digital
marketing. Luxury consumers are accustomed to

a high standard of service in stores; the emphasis,
then, should be on creating a personalized digital
experience of the same quality.

Build competencies related to resilience and
transformation. For the past 30 years, the luxury
sector has created value, thanks to its creativity
and innovation. In addition to supporting core
competencies such as design, marketing, and
merchandising, luxury businesses now need to
build the managerial talent to support the CEO

in resilience and transformation. One possibility
is to create a new C-suite position, the chief
transformation officer, to emphasize the importance
of these competencies.?

In China, e-commerce user profiles shifted during the coronavirus outbreak.

E-commerce user profiles before and during COVID-19 crisis in China, %

Profile by age

Profile by city type

Profile by online consumption

Before crisis'  During crisis? Before crisis  During crisis Before crisis  During crisis
<
41-45 8 ¥200 ERg 33
il )
36-40 Tier4 4G
25
14
31-35 19 o
Ti
o1 ier3 ¥000—
29 ¥1,000
26-30 24
16 Tier 2 18
15
19-24 New
tier >¥1,000 [BY)
<18 9 11 Tier1 8 6 15
"Data from Jan 14, 2020, to Jan 31, 2020.
2Data from Feb 3, 2020, to Feb 16, 2020.
Source: QuestMobile
2 Olivier Gorter, Richard Hudson, and Jesse Scott, “The role of the chief transformation officer,” November 2016, McKinsey.com.
Aperspective for the luxury-goods industry during—and after—coronavirus



Boldly reshape the ecosystem, including through
M&A. Crises can create new avenues for growth.
Companies should ask themselves questions such
as: “Are there companies we could potentially
partner with, both to keep them in business and to
allow us to expand into adjacent markets or product
categories? Are there moves along the value chain
(such as vertical integration) that have become

more attractive? What partnerships or acquisitions—
perhaps in the technology arena—could we pursue
now that were less viable before? What brands
could we acquire to complement our portfolio or to
initiate our journey toward becoming a larger luxury
group?” As companies seek to form partnerships or
make acquisitions, it will be important to consider
not just economic rationales but social rationales as
well: For example, could an M&A deal help a supplier
in distress, save jobs in a struggling community, or
strengthen the luxury sector for the longer term?

Anticipate shifts in consumer sentiment and
behavior. Consumers are the ultimate shareholders
of the luxury sector. We expect that, once conditions
allow, consumers will want to resume their normal
lives. However, the next normal might look quite
different; luxury companies must try to anticipate
and respond to whatever that next normal will be.
For example, in our recent conversations with CEOs,
one trend that is likely to intensify postcrisis is the
trend toward sustainability and the desire for more-
responsible consumption—reinforcing the need for
companies to provide clear, detailed information

about their processes and products. Experience
also suggests that, after a large-scale crisis with

a heavy emotional toll, consumer preferences
could shift, at least for a time, toward “silent
luxury”—paying more attention to classic elements,
such as craftsmanship and heritage, and less to
conspicuousness and “bling.”

Digitize the end-to-end supply chain. Technology—
from remote-working platforms to virtual
showrooms—can help luxury companies maintain
productivity during the crisis and, perhaps, even
improve productivity for good. In addition, the
commercial elements (such as virtual showrooms
and digital prototyping and sampling) will be
valuable in maintaining strong relationships with
buyers, even during times when travel restrictions
are in place. Digitizing the supply chain from end to
end will, of course, require investment in innovative,
leading-edge technologies.

While the COVID-19 pandemic has made for a
challenging 2020, we are confident that, with
careful planning and deft execution, the luxury-
goods sector can successfully weather the crisis
and emerge even stronger. The actions we've
outlined here can help you and the other leaders in
your organization navigate the challenges of today
while building and strengthening your business for
the longer term.
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