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The State of Fashion 2018 was created to provide a comprehen-
sive view_of the fashion_ industry. Its principal aim remains to
lay/Out the intercomhectedness of the entire fashion ecosystem
across regions,! market segments and) preduct categories by
distilling the industry’s current and projected performance,jand
addressing the factors shaping and driving'fashion today and in
the yearto come.

To accomplish this;the report rélies on exXténsive qualita-
tive and quantitative analyses, drawing on industry and proprie-
tary sources, including executive interviews, the BoF-McKinsey
Global Fashion Survey, and the McKinsey Global Fashion Index,
which tracks industry sales, operating profit and economic
profit (value creation).

The report is split into two sections: Section 1 provides
an overview of some of the massive long-term changes in the
fashion industry that serve as a backdrop for everything that
is happening. These are overarching, interconnected forces
that will drive and shape the trends in years to come. Section 2
provides an outlook for 2018, forecasting the expected growth
for the fashion industry across regions, market segments and
product categories, highlighting the top priorities for executives,
and defining the ten trends that we believe will set the agenda
for the industry over the next 12 months.

In order to present a full picture of the ecosystem and bring
to life the complex and multifaceted aspects of the industry, the
report also includes a series of deep dives and executive inter-
views on some of the most exciting developments, including the
the impact of artificial intelligence on ecommerce platforms
and a once in a generation tipping point that could change the
balance of power in the global fashion industry.
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FOREWORD

ne year ago, McKinsey & Company and The Business
of Fashion (BoF) set out to transform the level of deba-
te about fashion by providing a foundation for rigorous
in-depth research and analysis of the global fashion in-
dustry, focusing on the themes, issues and opportunities
driving the sector and its performance.

Now, we are publishing our second annual report. Over the last
months we have again put together an unrivalled global network of
experts, research and analysis to bring you a report that makes sen-
se of fashion’s myriad segments, categories and geographies. Our aim
remains threefold: first, to establish a common understanding of the
forces that are shaping the industry; second, to provide clarity and
transparency on the industry’s performance; and third, to set the agen-
da for the topics that should be top of mind for business and creative
leaders in 2018. By bringing together our two organisations, we have
pooled resources to draw on BoF’s deep industry expertise and insider
access alongside McKinsey’s functional, analytical and industry insight
to offer a rare blend of quantitative rigour and sharp-eyed qualitative
insights about the fashion sector. This year we surveyed more than 200
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senior industry executives around the world and conducted in-depth
interviews with some of the most influential and forward-thinking
people in the industry. If you're engaged in the business of fashion - in
the boardroom, as an entrepreneur building a start-up, or even as an
informed shopper on the high street - this report will tell you what you
need to know about the business trends shaping our industry’s future.

Thisreportincludesthe second readout of ourindustrybenchmark:
the McKinsey Global Fashion Index (MGFI). With a database of near-
ly 500 fashion companies, this index will allow for analysis and com-
parison of how a fashion company is performing against others in its
market segment and product category, and this year we have also added
aregional view. Already, the data set has grown and is becoming ever-
more valuable as a source of insight into both the pressures on fashion
and the opportunities emerging from the world’s increasingly turbul-
ent fashion markets.

Last year we made predictions about how the fashion world would
pan out in 2017. In this report we make a new set of predictions for the
year ahead. We believe that 2018 will be a watershed year in fashion. It
is the year when Asia comes into its own: for the first time, more than
half of apparel and footwear sales will originate outside of Europe and
North America, and the beneficiaries will be emerging market coun-
tries across not only Asia-Pacific but also Latin America and other re-
gions.

It is also the year when the industry will face unprecedented dis-
ruption - from ever-more-demanding customers, from the polarisati-
on into high-end and value segments, from continuing changes to the
fashion system.

Itis ayear that, more than ever, will have clear winners - and clear
losers. The difference between the two will be their level of boldness,
ambition, and courage. So ask yourself — what is yours?

IMRAN AMED and ACHIM BERG
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In 2018, an important
tipping point will be
reached when, for the
first time, more than half
of apparel and footwear
sales will originate
outside of Europe and
North America,

as the main sources

of growth are emerging
market countries
across Asia-Pacific,
Latin America and
other regions.
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EXECUTIVE SUMMARY

Anticipating a new sense of optimism

The fashion industry is turning a corner. Looking
towards 2018, there is a new sense of optimism
in an industry plagued by uncertainty. And while
“uncertain” and “challenging” remain the most
common words that executives in the BoF-McK-
insey Global Fashion Survey have used to
describe the state of the industry this year, right
behind them in third place is “optimism.”

The McKinsey Global Fashion Index
forecasts industry sales growth to nearly triple
between 2016 and 2018, from 1.5 percent to
between 3.5 to 4.5 percent. But the rebound is not
being felt evenly across the globe. In fact, 2017
signals the end of an era. The West will no longer
be the global stronghold for fashion sales. In
2018, an important tipping point will be reached
when, for the first time, more than half of apparel
and footwear sales will originate outside of
Europe and North America, as the main sources
of growth are emerging market countries across
Asia-Pacific, Latin America and other regions.
Not surprisingly, this is also reflected in fashion
executives’ sentiments, as respondents from
emerging markets are more optimistic about the
industry’s outlook in 2018.

This outlook varies across value segments
too. The ongoing polarisation of the industry with
consumers trading up or down from mid-market
price points continues to create headwinds for
mid-priced fashion players while those operating
in the luxury, value and discount segments
further pick up speed. What is new is that the
absolute luxury segment is accelerating alongside
affordable luxury.

These developments take place at the
same time as the fashion industry is under-
going other transformative shifts. Alongside
consumers’ adoption of digital are raised expec-
tations of customer experience and a higher
scrutiny on convenience, price, quality, newness
and a personal touch. Leading players are
therefore creating innovative business models,
using granular customer insights as a source of
differentiation and pushing the limits of their
end-to-end product development process. The
performance gap between frontrunners and
laggards continues to widen: from 2005 to 2015
the top 20 percent of fashion companies contrib-
uted 100 percent of the economic profit, while
in 2016 the top 20 percent contribution had
increased to 144 percent.

The challenges of operating in a fundamen-
tally changing industry and an unpredictable
macroeconomic environment has led fashion
players to “toughen up.” Industry players are
coming to accept unpredictability as the new
normal, and fashion executives will respond
by focusing their energy on improving what is
within their control. We expect to see several
themes emerge as defining features of 2018,
from Asian fashion players asserting their power
on the global stage to personalisation at scale
and cutting-edge deployment of artificial intel-
ligence. For those leaning forward and willing
to help design the new features of the modern
fashion system, the opportunities at hand to truly
connect with fashion consumers across the globe
have never been greater.
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THE STATE OF

GLOBAL ECONOMY

- Volatility and uncertainty

- Global interconnectedness

and competition

- Growth shift from West to

South and East

- Disruptive technologies with
accelerated adoption

- Urbanisation

Predictably
unpredictable

O1.

Geopolitical
turmoil,
economic
uncertainty
and unpredict-
ability are the
new normal.

Globalisation
reboot

02.

Despite the
rise of
nationalism,
isolationist
rhetoric and
reshoring,
globalisation
will not stall.

Asian
trailblazers

03.

Asian players
will assert
their power
and leader-
ship even
more through
pioneering
innovations
and global-
scale invest-
ment and
expansion.

FASHION 2018

CONSUMER SHIFTS

- Connected and in control

- Seamlessly move
omnichannel during
shopping journey

- Expecting zero friction

- Sharing peer-to-peer:
information, reviews,
opinions

- Expecting it all:
convenience, quality,
values orientation,
newness and price

Getting Platforms
personal first
04. O05.
Personali- The question
sation and for fashion
curation will brands is no
become more longer “if”
important to but “how” to
the customer. collaborate
with big
online
platforms.

Mobile

mobile.

obsessed

06.

As consumers’
obsession with
mobile grows,
the end-to-end
transaction will
also move to

THE FASHION SYSTEM

- Digitisation across the value chain,
with redefined cost structure

- Accelerated industry pace: Leaders push
the limits of time from design to shelf

- Brands experimenting with direct-to-consumer
- New innovative business models

- Brick-and-mortar traffic in decline -
reinventing the store

- Proliferation of data, providing business
opportunities and challenges in control
and security

The State of Fashion 2018

Al Sustainability Off-price Startup
gets real credibility deception thinking
07. 08. 09. 10.
Leading Sustainability Off-price Due to an
innovators will evolve sector growth urgent and
will reveal the to be anin- continues to intense need
possibilities tegral part of be driven by for innovation
of artificial the planning the notion across the
intelligence system where that it provides | industry,
across all circular econ- a solution to a growing
parts of the omy principles : challenges number of
fashion value are embedded like excess fashion com-
chain. throughout the ;| stock and panies will aim
value chain. slow growth. to emulate
the qualities
of startups.
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FORCES SHAPING
FASHION

The fashion industry is going through a seismic shift. While The
State of Fashion 2018 aims to look ahead and uncover the trends
shaping the fashion industry in 2018, it is also important to take
stock of some of the massive long-term changes that serve as a
backdrop for everything that is happening. These are overar-
ching, interconnected forces that will drive and shape the trends
in years to come.

Exhibit 1 The many challenges that have been facing the fashion industry over the
past few years continue to persist

Challenges identified by respondents to BoF-McKinsey Global Fashion Survey 2018

% of executives'

TOP CHALLENGES IDENTIFIED FOR 2018

Dealing with volatility, 12

uncertainty and shifts
in the global economy 000000000000

Competition 10

from online and

omnichannel 0000000000
Value chain 9

improvement

and digitisation 000000000
Decreasing foot 9

traffic and offline

retailing pressure 000000000

1 % of respondents to BoF-McKinsey Global Fashion Survey 2017, N = 223

Question What do you think will be the single biggest challenge for the fashion industry in 2016 / 2017 / 2018
Source BoF McKinsey Global Fashion Survey 2017
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Exhibit 2 By 2018 more than half of apparel and footwear sales will originate outside
of Europe and North America

Global apparel and footwear sales forecast 2011-2025

Western markets' @ Rest of World

40% 50% 55%

1 Includes North America and Europe (Mature and Emerging)

Source McKinsey Fashion Scope

MACRO ECONOMY

Gone are the days when Western markets were the global
economic stronghold. Economic growth is shifting from mature
regions in the West to emerging markets in the South and East.
According to McKinsey FashionScope, by 2018 more than half of
apparel and footwear sales will originate outside of Europe and
North America (Exhibit 2). Rapidly growing cities in emerging
markets are particularly important growth centres for the
fashion industry. Many incumbents with developed countries
as their core markets face a stagnating sales outlook and profita-
bility, and must seek new pockets of growth.

Furthermore, adoption of disruptive technologies like
advanced robotics, mobile internet, advanced analytics, virtual-
and augmented reality and artificial intelligence is acceler-
ating, with the potential to disrupt entire industries - including
fashion. And with increased digital cross-border trade, it
becomes harder for “local heroes” with an average value propo-
sition to compete when anyone who is best at what they do could
in theory become a global champion.
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Exhibit 3 Mainstream fashion customers are adopting digital channels

Growth in online sales of apparel and footwear globally 2017-2020
%

chG®

AO%

2017 2018 2019 2020

Source Euromonitor

CONSUMER SHIFTS

The global fashion industry is moving into a decisive phase of
digital adoption by the mainstream consumer, and online sales
of apparel and footwear is projected to grow rapidly (Exhibit 3)
not the least in emerging markets. On average, consumers in
Southeast Asia spend about eight hours a day online; from social
media to video streaming and shopping amongst other things.!
The modern shopper’s comfort with digital channels and content
has changed the consumer purchase journey from a traditional
linear model, to a complex journey across online and offline
touchpoints. But regardless of touchpoint, consumers expect a
consistent brand experience at all times.

Digital-first e-commerce companies from Amazon to
Zappos, and Alibaba to Net-a-Porter are continuing to raise
the bar - not least for fashion companies aspiring to provide an
even-more-premium experience. Many consumers today expect
perfect functionality and immediate support at all times. They
are becoming habituated to rapid delivery times as players are
constantly competing to expedite products more quickly, as
we have seen through the partnership between Farfetch and
Gucci, which offers delivery in selected cities from the store to
a customer’s home in 90 minutes or less. Customer attention is
also tuned to new communications channels. In the Philippines,
Brazil and UAE, social media users report that they are now
spending more than three hours per day on average on these
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Exhibit 4 New influences to consumers’ purchase decisions

Customer shopping habits

74%

Social media

55%

Online reviews

Sources Kissmetrics, Social Media Week

platforms.? This has a profound impact on fashion, as purchase
decisions are influenced by social media, peer reviews and influ-
encer marketing (Exhibit 4).

With information and the ease of comparison at their
fingertips consumers are becoming less brand loyal: among
millennials, two-thirds say they are willing to switch brands for
a discount of 30 percent or more. But while they are very price
sensitive, they also base more of their purchasing decisions on
whether a company’s practices and mission align with their
values. This is a generation that has higher expectations on what
a company should be able to deliver: convenience, quality, values
orientation, newness — and price.

THE FASHION SYSTEM

Hand-in-hand with the online movement, many fashion
companies are experiencing a steep decline in brick-and-mortar
traffic. They are simultaneously looking for ways to reduce store
operating costs, re-evaluate store networks and innovate the
in-store experience to attract customers. The digital shift has
hit some harder than others. For example, US department store
sales have fallen drastically in recent years and mall closures
are expected to increase. Sluggish sales in the department store
channel, combined with a desire to improve margins and control
brand presentation, markdowns and customer data, are causing
brands to move to direct-to-consumer-models. While many
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Exhibit 5 Leading fashion players accelerate time from design to shelf

Average time to shelf
in weeks

12

Traditional ASOS Zara Boohoo

Source Business Insider UK

fashion players are working hard to deliver a seamless, inte-
grated shopping journey across touchpoints, the hurdles remain
high with complex technology implications, as well as oper-
ational, logistical, organisational and governance headaches.
Furthermore, omnichannel efforts have often proved difficult
to deliver profitably. Meanwhile, the fashion industry is being
disrupted by innovative business models. Examples range
from data-driven subscription-based services like Stitch Fix, to
sharing economy startups such as VillageLuxe and peer-to-peer
selling at Grailed.

The proliferation of data and exponential increases in tech-
nology performance have opened the door to the use of big data.
The use of rich data and granular customer insights to inform
decisions offers business opportunities across the fashion value
chain, in areas ranging from dynamic pricing to optimised
product replenishment. While the benefits of leveraging data
can be significant, new challenges also arise, such as protecting
customer data and privacy.
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The fast pace of the industry is shaking up the fashion
system. Sales of the traditional fast fashion-sector have grown
rapidly, by more than 20 percent over the last three years, and
new online fast fashion players are gaining ground.® To keep
up, leading fashion players are accelerating the time from
design to shelf, including the recent announcement from Gucci
that it will focus on supply chain optimisation and respon-
siveness (Exhibit 5). This “need for speed” is driven partly by
social media bringing fashion trends to more consumers at a
faster pace than in the past. Industry leaders are also pushing
up standards as analytics and customer insights enable them
to meet customer needs better and improve responsiveness.
But speed and flexibility bring new challenges. Shortening lead
times requires major changes to the traditional business model
and supply chain setup, and a shift in focus to a customer-cen-
tric model — with the customer as the principal driver of design,
production and merchandising. How fashion companies play
today varies widely. Companies still playing by the old rules,
with prolonged end-to-end product development processes,
face increased fashion risk and excess inventory if they are not
able to match customer demand. But others are building agile
supply chains supported by higher-quality consumer insights.
Fashion players that lead on speed are pushing the limits of
their creative process and are performing supply chain acro-
batics, with the frontier being close to a real-time supply chain
fed by “test and learn” and data analytics.
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After a tough but
improving 2017,

a continued recovery is

on the horizon for 2018.
But economic volatility and
demanding consumers
continue to make a full
recovery across all regions
unlikely. But executives
responding to our survey
highlight several opportu-
nities for growth in 2018 -
but only for those who are
courageous enough to lean
In and capture them.

spread: Chesnot/Getty Images

Previous
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2018 OUTLOOK

After a tough but improving 2017, a continued recovery is on the
horizon for 2018. The McKinsey Global Fashion Index projects
global fashion industry sales to grow by 3.5 to 4.5 percent in
2018 (see page 74 for details on the MGFI outlook for 2018). But
this growth is not spread evenly across all regions or segments.
Growth is being driven by emerging markets (Exhibit 6), where
executives in Asia-Pacific, emerging European countries, and
Latin America responding to the BoF-McKinsey Global Fashion
survey, are more positive about the overall business outlook
(Exhibit 7).

Indeed, economic volatility and demanding consumers
continue to make a full recovery across all regions unlikely. But
executives responding to our survey highlight several oppor-
tunities for growth in 2018 - but only for those who are coura-
geous enough to lean in and capture them. These range from
omnichannel integration to the digitisation of the value chain.
In a time of disruptive shifts, a clear majority of companies will
focus on growth management: 66 percent of survey partici-

Exhibit 6 McKinsey Global Fashion Index sales growth forecasts for 2018,
total fashion and selected geographies and segments

6.5-7.5%
5.5-6.5%
4-5% 4-5%
B I . .
Total APAC Europe Luxury Discount
fashion emerging emerging
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Exhibit 7 Fashion executives in emerging markets are most positive about 2018
business conditions

2018 business sentiment among respondents to Bof-McKinsey Global Fashion
Survey 2017, developed vs. emerging markets
% of respondents

Business conditions
become better

Business conditions
remain the same

Developed markets’ Emerging markets

1 Includes North America, Europe mature and APAC mature

Question How do you expect conditions for the fashion industry to develop over the course of 2018?
Source BoF-McKinsey Global Fashion Survey 2017

pants say they will focus on improving sales growth in 2018,
versus the 16 percent who will focus on cost improvements and
18 percent on sales and cost. Increasing omnichannel integra-
tion and investing in e-commerce and digital marketing capa-
bilities are cited as the top priorities (Exhibit 8).

With the insights gleaned from our survey, interviews
with fashion industry executives and experts and research
throughout the year, we have identified ten major trends that
we expect to shape the fashion industry in 2018. These ten
trends fall into three main categories: the global economy,
consumer shifts, and changes in the fashion system. All in all,
2018 will be another challenging year for fashion players - but,
for those willing to help design the new features of the modern
fashion system and lead the way through it, 2018 will also offer
plenty of excitement.
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Exhibit 8 Fashion executives will focus more on sales & growth improvements in 2018

Priority areas for 2018
% of respondents

SALES GROWTH AND INVESTMENT

Omnichannel

integration, 60

e-commerce,

digital marketing 0000000000000 0000000000000000°
CRCI|VI ca|laabillities 3 4

and VIP loyalty

programmes 00000000000000000
In-store experiences 0000000000000

Brand building to 26

increase full-price

sell-through 0000000000000

IT capacity for value 24

chain digitisation 000000000000

Review organisational 1 8

structure, increasing

employee productivity @000 0000000000000 0
Reduce product 1 3

assortment

complexity 000000000000CGO
Dia:jgnose gmf_fpursue 13

end-to-end efficiency

opportunities 0000000000000

Review kstolre | 8

network, closing low

performing stores 00000000

Review strategy to

Increase talegt 6

retention, reduce

talent attrition 000000

Question What are the top 3 priority areas for your company in 2018?
Source BoF-McKinsey Global Fashion Survey 2017
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GLOBAL ECONOMY

Predictably
unpredictable

O1.

Geopolitical turmoil,
economic uncertainty
and unpredictability
are the new normal.
Fashion companies
and executives

must continue to be
vigilant and nimble

in order to adapt to

an ever-changing
environment but they
will increasingly focus
on directing their
energies towards
what is within their
control.

What words would
you use to describe
your feeling of the
fashion industry?

% of total respondents
who mentioned this
word

Uncertain 53%
g8 Challenging 32%
Optimistic 21%

Uncertain as
Nr.1word in 2016
and 2017 -

but optimistic as
Nr. 3in 2017
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Globalisation
reboot

02.

Despite the rise

of nationalism,
isolationist rhetoric
and reshoring,
globalisation will not
stall. A new phase
of globalisation
characterised by
the exponential
growth of cross-
border bandwidth,
connectivity and
digital data flows
will alter the global
playing field and
give certain players
a competitive edge.

Development of
cross-border
bandwidth in
thousands of
gigabytes

per second

345-355

150-160

65-75

1-2

2005 2015 2018 2021

31% annual growth
in cross-border
bandwidth
2015-2018

Asian
trailblazers

03.

With two thirds of the
world’s e-commerce
unicorns, more than
half of global online
retail sales, and
countless digital and
tech innovations,
Asia is no longer
waiting for Western

companies to step up.

Asian players will as-
sert their power and
leadership even more
through pioneering
innovations and glob-
al-scale investment
and expansion.

Number of unicorns in
e-commerce and
valuation in USD

27.4b 6
China 27
20.3@
India 4
5

10.1b

USA

60% of global
e-commerce
unicorns
from China

CONSUMER SHIFTS

Getting
personal

04.

Personalisation and
curation will become
more important to
the customer.

As consumer values
coalesce around
authenticity and
individuality, brands
will value data even
more to tailor recom-
mendations, engage
influencers and per-

sonalise experiences.

The fashion com-
panies that flourish
will re-focus on their
strengths.

Demand for
personalisation
of the shopping
experience

Personalisation
as No. 1trend
for 2018

Platforms
first

05.

Consumers will in-
creasingly look to on-
line platforms as the
first point of search,
attracted by their
convenience, rele-
vance and breadth
of offering. Whether
mass, specialist or
premium, platforms
will continue to grow
in scale and reach
compelling fashion
brands to find ways
of engaging more
with these powerful
sales channels. The
question for fashion
brands is no longer
“if” but “how” to
collaborate with big
online platforms.

Estimated revenue growth
of online platforms,
in % and x times

2.8x

2015 2018

2015 2018
Amazon Tmall (GMV)

2-3x more revenue
on global online
platforms in

2018 vs. 2015

Mobile
obsessed

06.

As consumers’ ob-
session with mobile
grows, the end-to-
end transaction will
also move to mobile.
With an overabun-
dance of mobile
payment solutions
already available
globally, consumers
will expect fashion
companies to cater
for increasingly
convenient mobile
transactions.

Global mobile payment
transaction value,
times increase 2015-2018

12x
’ I ’
Asia Europe North Lat MEA
Am Am

8-20x more global
mobile payment
transaction value
in 2018 vs. 2015

THE FASHION SYSTEM

Al
gets real

07.

Leading innovators
will reveal the pos-
sibilities of artificial
intelligence across
all parts of the
fashion value chain,
exploring new ways
of creating value for
those employed in
the fashion industry.
Al enhancements
will go beyond the
traditional areas of
machine tasks into
creative and cus-
tomer interaction
processes, blurring
the line between
technology and
creativity.

Online fashion retailer
investment in Al
in the next 2 years

15

percent

>75% of fashion
retailers plan to
investin Al in
2018/2019

Sustainability
credibility

08.

Sustainability will
evolve from being

a menu of market-
ing-focused CSR ini-
tiatives to an integral
part of the planning
system where circular
economy princi-

ples are embedded
throughout the value
chain. More fashion
brands will plan for
recyclability from
the fibre stage of

the supply chain and
many will harness
sustainability through
tech innovation in
order to unlock effi-
ciency, transparency,
mission orientation
and genuine ethical
upgrades.

Fashion brands
disclosing supplier
information, in %
out of 100 large
fashion brands, 2017

A2,

<

42 out of 100
fashion brands
disclose supplier
information
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Off-price
deception

09.

Off-price sector
growth continues to
be driven by the no-
tion that it provides a
solution to challeng-
es like excess stock
and slow growth,
but the US market
serves as a warning
about saturation and
possible sales canni-
balisation. As Europe
and Asia get hooked
on the myth of an
off-price ‘panacea’,
the fashion industry
could be put at risk
of margin erosion
unless companies
carefully consider
their off-price chan-
nel strategies.

Off-price growth
from 2015-2018

74%

32%

18%

us EU China
(off-price (off-price (outlet
chains) chains) malls)

Off-price
growth of
18% in the US;
32% in EU;
74% in China
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Startup
thinking

10.

Due to an urgent

and intense need for
innovation across the
industry, a growing
number of fashion
companies will aim to
emulate the qualities
of startups such as
agility, collaboration
and openness.
Traditional and
heritage players

will continue to be
compelled to open
their minds up to new
types of talent, new
ways of working, new
kinds of partnerships
and new investment
models.

Most important barrier to
meeting digital priorities,
in % of 2,135 respondents
of McKinsey Digital
survey 2016

Culture and
behavioral
changes

Lack of under-
standing of
digital trends

Culture and be-
havioral changes
as most important
barrier to digital
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GLOBAL ECONOMY

01. Predictably unpredictable

Geopolitical turmoil, economic uncertainty and unpredictability are the new normal.
Fashion companies and executives must continue to be vigilant and nimble in

order to adapt to an ever-changing environment but they will increasingly focus on
directing their energies towards what is within their control.

The story of the last decade is one of immense
economic and political uncertainty. Significant
world events grow in frequency, from terrorist
attacks to geopolitical turmoil, such as Qatar’s
stressed diplomatic relations with its neigh-
bours and the growing nuclear threat caused by
tensions between North Korea and the United
States. In addition, the number of natural
disasters worldwide is on the rise. Like terrorist
attacks, natural disasters are not only devastating
for the people they directly affect but have major
consequences for local communities, companies,
and infrastructure. It is not surprising that
fashion executives continue to use “uncertainty”
and “challenging” to describe the industry today.

While the macroeconomic situation in
the United States has improved considerably
in recent years, it is unclear whether sweeping
policy reforms will be implemented, and what
consequences they might have. Moody expect
the US economy to pick up momentum, while the
IMF has downgraded its forecast - citing uncer-
tainty about the timing and nature of US fiscal
policy changes as a major factor. Compounding
the issue are the dollar devaluation against
several major currencies, the potential US with-
drawal from major trade agreements and the
move to reduce the amount of manufacturing
that is offshored.

Meanwhile, the US fashion market is facing
ongoing challenges as an overdue market correc-
tion continues: by mid-2017, announced store
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closures were already more than three times the
number of closures in all of 2016.* On top of that,
more than 20 percent of malls are expected to
close by 2020.° Given the unpredictable nature of
future economic development, many US fashion
companies will likely have some difficult strategic
decisions to make in 2018.

This unpredictability goes far beyond the
US. Across Europe, economies are recovering,
however concerns over future crises and uncer-
tainties are driving companies to increase their
cash reserves.® The' potential challenges and
impacts of Brexit and the Catalonian independ-
ence movement are still unclear. The continued
strength of the global equity markets could pose
a threat to economic stability, given that it is not
fully supported by strong fundamentals.” As the
risk of asset bubbles heightens, so does the risk of
another global financial crisis. What’s more, the
global geopolitical mood seems to be increasingly
tense.

Asia is not insulated from the uncertainty
either. Indeed, the Thomson Reuters/INSEAD
Asian Business Sentiment Index showed that
despite improving economic performance in
most of the region, business confidence among
Asian companies fell at the end of 2017. This was
attributed to escalating geopolitical tensions
in the region, everywhere from the Korean
peninsula and Japan to Myanmar.?

The frequency of catastrophic events is
shaping a new mindset among business leaders,

who have now come to expect the unexpected.
Fashion executives are no exception. “We’re
living in times that are incredibly unpredictable,”
says Laurent Potdevin, the CEO of Lululemon.
“And I don’t think it’s going to change, I think it’s
going to continue to be unpredictable”.

This mindset change may explain the
newfound optimism amongst some of this
year’s respondents to the BoF-McKinsey Global
Fashion Survey. “Optimistic” was the third most
cited sentiment respondents used to describe
their view of the state of the fashion industry.
While domestic political conflicts, policy reforms,
and geopolitical instability are identified as
common risks to growth, as in last year’s survey,
fashion businesses globally around the world
report that conditions are improving,

In 2018, fashion executives will need to
accept the fact that change and instability are
fixed features of the current business climate,
and to focus their efforts on those aspects of the
business that they can control. “You can’t control
everything,” says Levi Strauss’s Chip Bergh in an
interview for the State of Fashion 2018. “But we
can control what our actions are. We can control
what we're going to do. We can control where and
how we deploy our resources, what areas of our
strategy we're going to focus on.”
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Successful companies will need to become
agile in the technical sense: working fast and iter-
atively, always keeping customer needs at the
forefront. Truly agile organisations are paradoxi-
cally both more stable and dynamic, as the combi-
nation of employee empowerment, short devel-
opment sprints and bringing solutions rapidly
to customers can help a company become more
nimble.” “There’s so much that is happening all
the time that you need to be quite reactive, quite
nimble, quite flexible,” says Victor Luis of Coach
- adding that companies need not to lose “sight
of the fact that you can’t make a lot of short-term
decisions that impact the long-term health of a
brand.”

Outside the boundaries of an individual
company, agility will also require fashion
companies to continue to build flexible supply
chains and delivery models that can respond
quickly when the environment changes. It also
means strengthening risk management. When
making investments in 2018, fashion execu-
tives need to respond to sudden disruptions, but
should be wary of making decisions based solely
on the anticipated short-term effects of such
disruptions and losing sight of their long-term
aspirations.
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CEO TALK

CHIP BERGH

PRESIDENT & CHIEF EXECUTIVE OFFICER OF LEVI STRAUSS & CO.

The CEO of the iconic American denim and apparel
brand speaks to BoF about managing through a time
of unprecedented change and navigating the ongoing
challenges in the US wholesale sector, while seizing
the opportunities presented by new technologies.

by Imran Amed

BoF: What were the defining themes of
2017?

Chip Bergh: The industry is seeing massive
amounts of disruption from multiple
sides. There is channel disruption with
the evolution of these large, powerful pure
play e-commerce players, whether that's
Amazon in the United States, Zalando in
Europe or Tmall in China. With the trans-
parency that now exists online and the
ability to shop by price, the consumer is
obviously more informed today, has access
to more information more quickly than
ever before and has much higher expecta-
tions and standards than they did even five
or six years ago. And finally there is speed
and agility: every company is trying to
figure out how to do things smarter, faster,
quicker to market, so that they can respond
to changing consumer signals in a really
timely way, without needing to eat a lot of
excess inventory.

BoF:What about China?

CB: In China, everything is on steroids.
China is embodying all of these trends on
a magnified basis because it was coming
from behind — now it seems to be almost
out in front. Tmall and Alibaba have grown
massively. Five or six years ago, most of
the e-commerce that was done in China
was cash on delivery. It was delivered
by a person, they’'d come, they'd let you
try product on, you would keep what
you wanted and pay them. There was no
real financial transparency. Credit cards
weren’t used broadly by consumers in
China. AliPay, WeChat Pay — none of that
existed. Now consumers don’t even carry
a wallet in China. Everything’s electronic
and the speed with which it has happened
— WeChat with 600 million users in China
alone — is just immense.

BoF: Have the big online e-commerce
platforms that you mention become too
big and important for a brand like Levi’s to
ignore?

CB: We've been selling directly to Amazon
for a while now; they're a major customer.
Amazon in the US is our fastest growing
customer — theyre a top 10 customer
globally. Outside of the US, Tmall and
Zalando are big, [also] Flipkart. I think
brands really have to consider what their
strategy is with each of these big customers
first and foremost. Do they want to play
or not? You can’t disregard the fact that
most of these platforms run a third-
party marketplace, so, whether you like
it or not, they're probably going to have a
third-party marketplace for your brand;
your brand'’s likely going to be on that site
anyway.

I want to have as much control of the
brand as possible on these platforms; it’s
better for us than a third-party market-
place. So for the most part, we are playing
with all these major online platforms and
we have a pretty healthy business with
most of them.

BoF: What will be the biggest challenge
of working with companies like
Amazon?

CB: The big challenge now is that Amazon
is introducing their own private-label
apparel business and they're going to be
massive in apparel over time. They're
already very big, almost $20 billion of
apparel. They don’t have a private-label
jeans brand but they're collecting a lot
of data on today’s consumer and I think
their real power, over time, is going to
be the data they're able to collect on
their consumer. It's just a question of
time. You've got to love them, work with

them and partner with them; recognise
and respect the size and the scale of the
business that they have; and recognise that
they could become competitors.

BoF: There are also ongoing challenges
in the US wholesale business.

CB: Yes, in our largest market, in our largest
channel, some of our largest customers
are struggling right now. This is part of the
disruption that I was talking about. The
US is still one-half of our business; about
70 percent of the US business is wholesale
— you can do the maths. About a third of
the company’s overall results reside in this
one channel and it largely comes down to a
couple of very key customers.

I think it’s going to shake out. It may
take another year or two, and we're not
accepting that our business is just going
to decline in wholesale. There are other
wholesale players that are performing
reasonably well, including smaller chains.
To some extent it’s about the distribution,
the number of doors that you're in and the
strength of your business in those doors.
As we face inevitable door closures with
some of those big customers, we're looking
at: where do we have opportunities to add
new doors? Not necessarily our own retail
business, but other wholesale customers
that represent an opportunity for us.

BoF: To add to that, it’s clear that the
economic and political situation in the
US remains ambiguous, with uncer-
tainty around fiscal policy, trade policy,
the dollar and issues with immigration.
What is the impact?
CB: There are some pretty gloomy
scenarios out there, whether it’s border
adjusted tax [or] NAFTA falling apart.
Any one of these things could have a
major impact on the apparel industry
here in the US. I made a trip to DC two
or three months ago to meet with some
of the administration as well as some
congressmen and senators about the
border adjusted tax. For Levi Strauss &
Company, if the border adjusted tax was
put into place, this company would make
no money, even our profitability would
go negative. That's how big of an impact it
would have on us. Almost 99 percent of the
apparel industry is imported; the way the
tax was going to work is we would've had to
pay taxes on the full value of the goods that
were being imported.

What's going to happen with NAFTA?
Nobody really knows. We're in the midst

now of trying to negotiate, but every now
and then you hear, “Well we're just going
to walk away from it.” The hardest thing
is the unpredictability of what’s going to
happen in Washington.

BoF: What's your strategy for
managing through this period of
uncertainty?

CB: We've been around for [almost] 164
years. We've seen 30-plus presidents and
administrations come and go and we've
been through it all. We've been through
world wars, we've been through the Great
Depression. I'm a big believer on focusing
on the things that you can control. It is
difficult to predict where we are heading
in the current political environment in
the US. We can try to influence it, but we
can’t control it. We can [only] control what
our actions are. We can control where and
how we're going to allocate the critical
resources — whether it's money or people
or whatever — to deliver the growth that we
expect from ourselves and have committed
to our shareholders.

BoF: What do you think are the themes
to watch out for in 2018?

CB: One is the role of big data and arti-
ficial intelligence, and how brands and
companies really begin to leverage that
to do a better job of connecting with
consumers and even formulating what
their products and assortments look like.
The second big thing is this whole fourth
industrial revolution [and] the impact of
digital, whether it's 3D printing or graphic
printing. Over time these things are going
to have an impact on the industry and how
brands tap into the digital world. The digi-
talisation of manufacturing is going to
become more of a factor in this industry
over the next couple of years.

The last thing is I do think a shakeout is
coming. There are going to be winners and
losers. There are going to be brands that
aren’t going to make it. You can probably
run down the list almost as easily as I can.
There are a lot of brands [weighed down
by debt] that are highly dependent on
customers that aren’t doing very well. I
think [only the] strong brands are going to
survive and that’s why I keep coming back
to the strength of the Levi’s brand as one
of the biggest assets we have. I'm really
focused on how do we make it even stronger.

This interview has been edited and
condensed.
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“It is difficult to
predict where we
are heading in the
current political
environment in
the US. We can
try to influence

it — but we can't
control it.

We can [only]
control what

our actions are.
We can control
where and how
we're going to
allocate the
critical resources
— whether it's
money or people
or whatever —

to deliver the
growth that we
expect from
ourselves and have
committed to our
shareholders.”
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02. Globalisation reboot

Despite the rise of nationalism, isolationist rhetoric and reshoring, globalisation
will not stall. A new phase of globalisation characterised by the exponential
growth of cross-border bandwidth, connectivity and digital data flows will alter
the global playing field and give certain players a competitive edge.

In this new world, globalisation can seem like a
dirty word. Across the globe we are seeing increas-
ingly nationalistic rhetoric in public debate,
leading to the protectionist stance taken by
many countries with initiatives such as “Made
in America” and “Made in China 2025”. One
practical consequence is a shift in global trade
alliances, which are altering trade dynamics. For
example, the US withdrawal from the Trans-Pa-
cific Partnership (TPP) is likely to impact both
imports and exports of fashion products in
the US (with widespread consequences given
that the US is currently the largest importer
of apparel globally).’® The ramifications of this
move, combined with rising labour costs in many
traditional manufacturing hubs and technology
improvements, could make re-shoring more
commercially viable for fashion companies in the
US, as identified in McKinsey’s recent Apparel
CPO Survey report. In the same report, more
than one-third of surveyed chief purchasing
officers said they expect their companies to make
increased use of re-shoring. At the same time,
consumption has shifted towards the manu-
facturing centres of the world, local brands and
retailers in China and India are growing, and with
that the local-for-local production base as well as
regional trade networks.

But reports of declining globalisation are
much exaggerated. Even with the apparent
increase in isolationist behaviour in some
countries, globalisation is not stalling. On the
contrary, we are entering a new phase of globali-
sation, driven by digital connectivity and the flow
of data, and this will lead to much greater global
connectedness, not less. Cross-border bandwidth
has risen approximately 80 times since 2005,
and over the course of a decade, data flows have
raised world GDP by more than 10 percent. Data
flows now account for a larger share of the impact
on GDP than the global trade in goods. This
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trend is expected to continue, with cross-border
bandwidth projected to grow by another five times
in the next four years. New forms of connectivity
will emerge. For example, 40 percent of global
devices and connections in 2019 will be machine-
to-machine, according to a Cisco estimate.

A significant portion of this global flow of
data is intracompany traffic. This includes making
transactions, tracking information, and commu-
nicating internally and with suppliers and service
providers. For many years, large, established
companies enjoyed cost savings from building
their own systems to deal with these cross-
border interactions, which were costly for smaller
companies. But the recent exponential rise in
connectivity has brought an array of new ways to
interact across borders that are inexpensive and
open to all kinds of businesses, from operating
systems to marketplaces and social networks.
Individuals, too, are playing an important role
in this new digital globalisation. More than 900
million people have international connections
on social media, and consumers are estimated
to spend $1 trillion on cross-border e-commerce
by 2020. The largest online ecosystems, such
as Facebook, Youtube, WeChat and Whatsapp,
have built user bases the size of country popu-
lations: between 2013 and 2015 the number of
SMEs on Facebook reached about 60 million."
The emergence of these ecosystems has not only
improved the transparency and efficiency of
global markets but has also democratised global
connectivity by reducing the costs of international
communication and transactions.

This growing global connectedness is driving
up competitive intensity in the fashion industry.
The advantage that established companies
enjoyed as a result of their assets — from physical
distribution infrastructure to proprietary systems
for cross-border communication - is likely to
diminish. In 2018, more fashion companies will
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take advantage of opportunities to enter new
markets, as connectivity allows for access to
customers worldwide through own or third-party
platforms. Companies enter new markets without
establishing a significant physical presence. The
ramifications of global connectivity are espe-
cially important for younger fashion players,
who now have the potential of reaching global
scale and becoming “micro-multinationals™: in
a recent McKinsey Global Institute survey, 86
percent of startups state they are engaged in at
least one cross-border activity. One noteworthy
example is Matchesfashion.com, which started as
a small chain of local neighbourhood boutiques in
London and has since expanded to 190 countries
through  online channels. Manufacturing
companies from Asia develop brands and reach
global consumers directly. No longer sheltered
by traditional advantages, established fashion
players should expect increasing competition
from all corners of the world, and from a broader
array of companies as startups go head-to-head

with incumbents - all of whom are enabled by
virtual connections.

Established companies that operate across
markets stand to benefit from growing connec-
tivity as well. They can simplify existing global
operations and internal communications through
virtual connectivity and improved systems for
accessing information in real-time. Incumbents
can take advantage of digital ecosystems in the
same way as smaller companies, gaining access to
customers worldwide - especially those in new
segments or in fast-growth markets. New digital
collaboration models between fashion companies
and their foreign suppliers and service providers
can improve transparency and efficiency. Trans-
parency, traceability and trust throughout the
value chain can be further enabled by blockchain
technology. Companies will be able to tap into
global ideas, trends, and talent pools faster and
more efficiently, from crowdsourcing innovation
ideas online, to virtually connecting with creative
or other talent from the other side of the globe.
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Next year non-Western
markets will account for

a greater share of global
apparel and footwear sales
than Europe and North
America. But how will the
increasingly important
regions of Asia, the Middle
East, Latin America and
Africa leverage their
newfound status to gain
even greater impact

and influence on the global
fashion industry?
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IN DEPTH: GLOBALISATION REBOOT

FASHION’S NEW CENTRE

OF GRAVITY

by Robb Young

LONDON, United Kingdom — Hindsight really is a
wonderful thing. When future historians look back on
2017, they will see several potent symbols of the new world
order hiding in plain sight. Obscured by some of the more
dramatic events of the year, one discreet milestone that
many mistook for a novelty was actually far more telling
than it seemed. In October, for the first time since records
began, it was revealed that a country in Asia now had the
most powerful passport in the world.

According the Passport Index, a tool developed
by residence advisory firm Arton Capital, this year saw
Singapore depose Germany in its global ranking. Until
then, the best passport to have — based on the number of
countries granting visa-free entry or visa on arrival — was
from a European or North American nation.

Barrier-free entry matters not only because mobility
is an extremely valuable currency in today’s globalised
business environment but also because it is a measure of a
nation’s soft power, which in turn bolsters the standing and
bargaining power of local companies, brands and entrepre-
neurs on the international stage.

For Singaporean startups like ViSenze, an AI-pow-
ered visual search engine used by the likes of Uniglo
and e-commerce platforms such as Myntra in India and
Rakuten in Japan, having executives with a powerful
passport represents a subtle but meaningful competitive
advantage — especially when the company grew its inter-
national footprint by opening new offices in San Francisco,
London, New Delhi and Beijing,.

Singapore’s recent “passport coup™ is just one of
many signs that point toward the probability that the 21st
century will indeed be “Asia’s century” and, more broadly,
that the West’s grip on power is gradually waning. But at a
time when the world’s axis is tilting east and south in a new
and sometimes uncertain era of globalisation, not all indus-
tries are adapting fast enough to these monumental shifts.

New power brokers herald end of an era

Although its supply chains and retail networks have
perhaps never been more globally expansive, the fashion
industry remains disproportionately skewed toward
Europe and the US. Even in recent years, the fashion
industry has been guilty of seeing the world through a
rather patronising prism of “the West and the Rest.” For
far too long, some insiders claim, the regions of “the rest”
— the huge expanse that includes Asia, the Middle East,
Latin America and Africa — were treated as an after-

thought. But now, in some ways though not all, the balance
of power is shifting in their favour.

“It’s crazy but it really wasn’t that long ago that the
corporate fashion world reduced the whole planet down to
three territories. I remember the days when youd look at
a brand’s financial report or some strategy document and
see that they were literally only thinking about Europe,
America and Japan. Everywhere else was lumped together
in a footnote called ‘ROW’ which was basically this miscel-
laneous ‘rest of the world” bucket. That kind of says it all,
don’t you think?” quips Shaway Yeh, group style editorial
director of Modern Media Group in China.

“Now the industry is obsessed with China because
they’re so dependent on it... but, you know, old habits die
hard. Even though most brands now have a presence in
most m