July 2017

McKinsey
Quarterly

Competing in a world of
sectors without borders

Digitization is causing a radical reordering of traditional industry
boundaries. What will it take to play offense and defense in
tomorrow’s ecosystems?

by Venkat Atluri, Miklos Dietz, and Nicolaus Henke

Rakuten Ichiba is Japan’s single largest online retail marketplace. It also
provides loyalty points and e-money usable at hundreds of thousands of
stores, virtual and real. It issues credit cards to tens of millions of members. It
offers financial products and services that range from mortgages to securities
brokerage. And the company runs one of Japan’s largest online travel
portals—plus an instant-messaging app, Viber, which has some 800 million
users worldwide. Retailer? Financial company? Rakuten Ichibais all that
and more—just as Amazon and China’s Tencent are tough to categorize as the
former engages in e-commerce, cloud-computing, logistics, and consumer
electronics, while the latter provides services ranging from social media to

gaming to finance and beyond.






Consider first how customer expectations are shifting. As Steve Jobs
famously observed, “A lot of times, people don’t know what they want

until you show it to them.”

We’ve all experienced businesses that once seemed disconnected fitting
together seamlessly and unleashing surprising synergies: look no farther
than the phone in your pocket, your music and video in the cloud, the smart
watch on your wrist, and the TV in your living room. Or consider the 89 million
customers now accessing Ping An Good Doctor, where on a single platform
run by the trusted Ping An insurance company they can connect with

doctors not only for online bookings but to receive diagnoses and suggested
treatments, often by exchanging pictures and videos. What used to take
many weeks and multiple providers can now be done in minutes on one app.

Now nondigital natives are starting to think seriously about their cross-
sector opportunities and existential threats that may lurk across boundaries.












Do these dynamics portend a sea change for every company? Of course not.
People will still stroll impromptu into neighborhood stores, heavy industry
(with the benefit of technological advances, to be sure) will go on extracting
and processing the materials essential to our daily lives, and countless other
enterprises beyond the digital space will continue to channel the ingenuity of
their founders and employees to serve aworld of incredibly varied preferences
and needs. It’s obvious that digital will not—and cannot—change everything.

A WORLD OF DIGITAL ECOSYSTEMS
Asthe approaching contest plays out, we believe an increasing number
ofindustries will converge under newer, broader, and more dynamic

alignments: digital ecosystems.





















Strategic moves

The growing importance of customer-centricity and the appreciation
that consumers will expect amore seamless user experience are reflected
inthe flurry of recent strategic moves of leading companies across the
world. Witness Apple Pay; Tencent’s and Alibaba’s service expansions;

While it might be tempting to conclude as a governing principle that

aggressively buying your way into new sectors is the secret spice for
ecosystem success, massive combinations can also be recipes for massive
value destruction. To keep your bearings in this new world, focus on what
matters most—your core value propositions, your distinct competitive
advantages, fundamental human and organizational needs, and the data
and technologies available to tie them all together. That calls for thinking
strategically about what you can provide your customers within alogically
connected network of goods and services: critical building blocks of an

ecosystem, as we’ve noted above.

' See Nicolaus Henke, Ari Libarikian, and Bill Wiseman, “Straight talk about big data,” McKinsey Quarterly,
October 2016; and “Bill Ford charts a course for the future,” McKinsey Quarterly, October 2014, both available on
McKinsey.com.
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Ecosystem illustration, estimated total sales in 2025, $ trillion
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'Circle sizes show approximate revenue pool sizes. Additional ecosystems are expected to emerge in addition to the

those depicted; not all industries or subcategories are shown.
Source: IHS World Industry Service; Panorama by McKinsey; McKinsey analysis

The actual shape and composition of these ecosystems will vary by country

and region, both because of the effects of regulations and as a result of more

subtle, cultural customs and tastes. We already see in China, for example,

how alarge base of young, tech-savvy consumers, a wide amalgam of low-

efficiency traditional industries, and, not least, a powerful regulator have

converged to give rise to leviathans such as Alibaba and Tencent—ideal for

the Chinese market but not (at least, not yet) able to capture significant share

in other geographies (see sidebar, “China by the numbers”).








SNAPSHOTS OF THE FUTURE

Again, it’s uncertain how much of this value will be reapportioned between
businesses and consumers, let alone among industries, sectors, and
individual companies, or whether and to what extent governments will take
steps toweigh in. To a significant degree, many of the steps that companies
are taking and contemplating are defensive in nature—fending off newer
entrants, by using data and customer relationships to shore up their core. As
incumbents and digital natives alike seek to secure their positions while
building new ones, ecosystems are sure to evolve in ways that surprise us.
Hereis a quicklook at developments underway in three of them.

Consumer marketplaces

By now, purchasing and selling on sites such as Alibaba, Amazon, and eBay
is almost instinctive; retail has already been changed forever. But we expect
that the very concept of a clearly demarcated retail sector will be radically

altered within a decade. Three critical, related factors are at work.

2 Qur conclusions, which we arrived at by analyzing 2025 profit pools from a number of different perspectives, are
based upon several base expectations about the coming integrated network economy, including average profit
margin and return on equity (for each, we used the world’s top 800 businesses today, excluding manufacturing
initiatives), as well as the cost of equity (which we derived from more than 35,000 global companies based upon
their costs of equity in January 2017).









CHINA BY THE NUMBERS

China has unique regulatory, demographic, and developmental features—particularly
the simultaneity with which its economy has modernized and digitized—that are
accelerating the blurring of sector borders. Still, the numbers speak for themselves and
help suggest both the scale that digital ecosystems can quickly reach and the patterns
likely to take hold elsewhere as ecosystem orchestrators in other countries stretch into
roles approximating those played by Alibaba, Baidu, Ping An, and Tencent.
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8 For Lunar New Year falling in 2017;
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Year—Xinhua,” Reuters, February 6,
2017, reuters.com.



Large Chinese players have expanded their digital presence

by ‘land grabbing.’
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'Formed by merger of Didi Dache (backed by Tencent) and Kuaidi Dache (backed by Alibaba) and

acquisition of Uber (backed by Baidu).
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B2B services

The administrative burdens of medium, small, and microsize companies are
both cumbersome and costly. In addition to managing their own products
and services, these businesses (like their larger peers) must navigate a slew of
necessary functions including human resources, tax planning, legal services,

accounting, finance, and insurance.

Today, each of these fields exists as an independent sector, but it’s easy to
imagine them converging within a decade on shared, cloud-based platforms
that will serve as one-stop shops. With so many service providers available at
the ease of a click, all with greater transparency on price, performance, and
reputation, competition will ramp up and established players can anticipate
more challengers from different directions. At the same time, it’s likely that
something approaching a genuine community will develop, with businesses
being able to create partnerships and tap far more sophisticated services
than they can at present—including cash-planning tools, instant credit lines,

and tailored insurance.
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Mobility

Finally, consider personal mobility, which encompasses vehicle purchase
and maintenance management, ridesharing, carpooling, traffic management,
vehicle connectivity, and much more. The individual pieces of the mobility
puzzle are starting to become familiar, but it’s their cumulative impact that
truly shows the degree to which industry borders are blurring (Exhibit 2).

EMERGING PRIORITIES FOR THE BORDERLESS ECONOMY

These glimpses of the future are rooted in the here and now, and they are

emblematic of shifts underway in most sectors of the economy—including,
more likely than not, yours. We hope this article is auseful starting point
foridentifying potential industry shifts that could be coming your way.
Recognition is the first step, and then you need a game plan for a world of
sectors without borders. The following four priorities are critical:

hat shift will necessarily involve an important organizational
component, and leaders should expect some measure of internal resistance,
particularly when existing business goals, incentives, and performance-
management principles do not accord with new strategic priorities. It will
also, of course, require competitive targeting beyond the four walls of your
company. But resist the impulse to just open up your acquisition checkbook.
The combinations that make good sense will be part of arational answer to
perennial strategic questions about where and how your company needs to
compete—playing out on an expanding field.







Exhibit 2
Different sectors come into play at every stage of the mobility ecosystem.
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McKinsey&Company ‘ Source: Panorama by McKinsey
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« Build emotional ties to customers. If blurring sector boundaries are
turning data into currency, customer ownership is becoming the ultimate
prize. Companies that lack strong customer connections run the risk of
disintermediation and perhaps of becoming “white-label back offices” (or
production centers), with limited headroom to create or retain economic
surplus. Data (to customize offerings), content (to capture the attention
of customers), and digital engagement models (to create seamless
customer journeys that solve customer pain points) can all help you build
emotional connections with customers and occupy attractive roles in
critical ecosystems. You should continually be asking your organization,

“What’s our plan for using data, content, and digital-engagement tools to
connect emotionally with customers?” and “What else can we provide,
with simplicity and speed, to strengthen our consumer bond?”

13
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» Change your partnership paradigm. Given the opportunities for
specialization created by an ecosystem economy, companies need more
and different kinds of partners. In at least a dozen markets worldwide—
including Brazil, Turkey, and several countries in Asia, where in many
respects data are currently less robust than they are in other regions—
we’re seeing a new wave of partnership energy aimed at making the whole

No one can precisely peg the future. But when we study the details already
available to us and think more expansively about how fundamental human
needs and powerful technologies are likely to converge going forward, it

is difficult to conclude that tomorrow’s industries and sector borders will
look like today’s.
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