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Aftermarket services: The near-term

growth opportunity in targeting the
right customers

There’s a gold mine in aftermarket services. But companies first need to know where to dig—
and how hard.
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Forindustrial manufacturers, capturing organic
growth through new-product development can

be slow, costly, and risky—as necessary as long-
term innovation may be. Companies easily spend
years, and millions of dollars, on R&D, prototyping,
customer research, and marketing before finding
out whether the new offering will resonate with

customers.

In contrast, growth through aftermarket services
offers a comparatively short and straight path to
new revenue streams. Byimproving their approach
to aftermarket services, companies can capitalize
on their existing portfolio and installed base, along
with existing account data, to segment customers
and focus resources on the most attractive leads.
The resultisimproved financial performance that
sustains the company through the larger, long-term
bets it makes.

But to succeed, industrial manufacturers must
understand their customer base and target them
based on their propensity to buy aftermarket
services. In other words, how likely are these
customers to buy something other than the product
(such as parts, amaintenance plan, logistics support,

or parts-management services)?

Manufacturers already know these customers, yet
their sales forces may lack the scale or skill needed
to prioritize likely buyers. But by using customer
and market data—both internal and external—
manufacturers can apply advanced analytics to
quantify the propensity to buy services, and thus
segment their customers accordingly.

Industrial companies that understand their
customer base, adequately prioritize aftermarket
sales, and relentlessly focus on execution can
boost their services revenue by 30 to 60 percent
within three to five years—without requiring large

investments in capex, new-product development,
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or cost-reduction programs. Moreover, this growth
directly feeds cash flow and tends to be stable
through business cycles. And it can be quickly
monetized, within just weeks in some cases.

Understanding the aftermarket opportunity
Industrial aftermarket services comprise awide
range of offerings, from spare parts to software

to field operations, end-of-life services, and
guaranteed up-time (also known as “power-by-the-
hour” arrangements). Collectively, these offerings
create alarge value pool that few companies fully
exploit, often because someone else is providing
these services other than the company that sold the
product.

Consequently, in mostindustries, the percentage

of customers who purchase services in addition
toequipmentislow. In agriculture, for example,
aftersales amongeven the highest-performing
manufacturers typically cover less than half of the
installed fleet, on average. Other industries, such

as power generation equipment, small electrical
equipment, and civil aerospace, show huge
disparities between low and high performers, with
best-in-class players exceeding 80 percent aftersales
coverage (Exhibit 1). That leaves significant room for
manufacturers to improve.

The financial rewards can be significant. For large,
rotating equipment, such as turbines and engines—
which have complex servicing, relatively high failure
rates, and longstanding customer relationships—
lifetime revenue from services can exceed that from
the original equipment sale, and EBIT margins

can be four times as high (Exhibit 2). In contrast,
forindustries such as power transmission and
distribution, where failure rates (and servicing
needs) are lower, the opportunity can be smaller—
yetevenin these sectors the difference in EBIT
margins can be just as high.



Exhibit 1

Manufacturers’ aftermarket sales rates vary significantly across industries.

Aftermarket entitlement share! among original-equipment manufacturers, %

Agricultural
equipment

Power generation
equipment

Small electrical
equipment

Civil aerospace

1 Percentage of installed base buying aftermarket services

Given this growth potential, itis fair to ask why more
manufacturers do not put a concerted effortinto
selling aftermarket services. In our experience, they
operate with anumber of misperceptions. One is
that manufacturers do not have the sales resources
todevote to aftermarket services. Their field teams
are so busy selling equipment—admittedlylarger
transactions—that they cannot be pulled away to
focus on the services business. Other manufacturers
may believe that success in aftermarket services
requires a strategic reboot, or that companies need
to create adedicated services organization. Our
experience suggests that these are all myths.

On the contrary, success in aftermarket services
can come regardless of acompany’s strategy or

. Lowest performer
. Highest performer

organizational structure. Why? We have found that
aftermarket services are an execution game. It does
notrequire anew strategy or adedicated business
function. Companies that improve their sales force
effectiveness—byunderstanding their customers’
relative propensity to buy services—will win.

Deploying the “Propensity to Buy” approach

To that end, industrial companies need to analyze their
installed base in order to understand a customer’s
propensity to buy—i.e., its likelihood of purchasing
aftermarket services. This seems axiomatic, butin
practiceitisrare. Many manufacturers that apply
sophisticated targeting and prioritization programs

to customers for equipment sales do not apply a

similar approach to aftermarket services. Segmenting
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Margins for aftermarket services are often several times as high as for

new products.

EBIT! margins, %

Large rotating
equipment

1 Earnings before interest and taxes

potential services customers in this way should

be easy, given that companies have far more
information about them—through existing account
information—than they would for a typical sales
lead. A healthcare technology manufacturer, for
example, looked at whether its customers had their
own in-house maintenance team, meaning it would
have alow propensity to buy such services from

the manufacturer. Similarly, looking at geographic
locations of customers helped a manufacturer
develop aview on their need for back-up generators
based on the relative likelihood of storm-related

power outages.

By aggregating this data and supplementing it with
external public information on customers and
markets, companies can run analytics to group
customers into three categories: 1) high propensity-

Building
technology

Services
. New equipment

Electrical
equipment

to-buy; 2) low propensity-to-buy; and 3) those in
the middle, or on the fence (Exhibit 3).

This kind of segmentation, together with the
customer’s size, can lead to counter-intuitive
choices. It turns out that it’s the middle that
matters mostin sales efforts. For customers in
the high-likelihood group, sales teams will likely
be able to close a deal with a minimum number
of contacts. Similarly, among the low-likelihood
group, the company should limit their approach
tolow-costresources such as email or 3rd-party
marketing companies, with the understanding
that those customers are probably not persuadable.
(One caveat: Manufacturers may still decide to
devote their best resources to large customersin
these two categories, since those accounts have
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the potential for correspondingly large potential
services revenue.)

The third group—those in the middle—should be
prioritized leads for the sales force’s attention and
resources, through in-person contacts, targeted
offerings, and other incentives. A manufacturer
sales team, for example, was spending equal time
reaching out to all customers. After using the
propensity-to-buy approach and applying advanced
analytics, the sales team spent 50-60 percent of its
time on the middle group and was able to increase
services revenues by $30 million—a 10 percent

improvement—in less than three months.

Byusing adata-based means of prioritizing accounts,

companies can create strategic account plans

to invest in sales efforts.

Low
Share of
customers in
each category
(total=100%)

Medium
$ value of
transaction

High

Low

18%

Medium

thatreplace the gut-instinct approach that the sales
staff may have used in the past. Leaders can identify
sales opportunities they have overlooked due to
organizational blind spots, and ensure that they are
seeing the right customers at the right frequency. Even
for high-propensity customers that ultimately don’t
buy services today, these kinds of interactions can
influence future budgets and planning, reinforcing
longer-term relationships.

To make sure that these insights are actionable,
information can be fed into alive dashboard that
identifies priority leads for the sales force and is
constantly updated by fresh data, including new
equipment sales and updated account and market
information. Ideally, the dashboard can even

develop specific targets for each sales rep weighted

Exhibit3 Win rates, transaction value, and propensity-to-buy combine to show where

[l Focus sales efforts: On
the fence for buying, but
win rates and value are

7% higher
Avoid overinvesting
effort: Propensity-to-buy
is already high, or value is
low

[l 'nvest only minimum
effort: Win rates,
propensity-to-buy, and
value are all lower

10%

6%

High

Propensity-to-buy score
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to the leads’ quality and propensity-to-buy score.
This information also feeds into sales-force
performance management: A salesperson with
more high-propensity-to-buy leads, for example,
will have a higher yearly target.

Case Study #1

Consider alarge power-equipment OEM. The
company offers long-term services contracts along
with one-off services toits installed customer base—
butit was struggling to prioritize promising leads.
The companylaunched an advanced-analytics
segmentation initiative. It sifted through data

already on hand from customer accounts, including;:

® whether the service opportunity was associated

with a power outage

® thetype of sale (parts, service, upgrades,
repairs)

® product-specificinformation, including the age
of the current equipment

® thelength of relationship

® recentsalesbehaviorsuch as their price-
sensitivity and brand loyalty

® gsjze of the customer and location

Through this analysis, the company bundled
customersinto the three propensity-to-buy
categories of high, low, and in the middle. It also
built two models—one based on power outages and
asecond one based on sales related to other needs—
and it sorted potential aftermarket offerings by the
dollarvalue of the transaction.

The analysis pointed to 39 percent of the customer
base that should be prioritized by the sales
team—those with a high propensity to buy (these
leads should be allocated in relatively short time)

followed by those with a medium propensity to buy
(particularly with a potential sale). This analysis
eventually resulted in a 30 percentincrease
inservice revenues with noincrease in the

manufacturer’s sales resources.

Case Study #2

An aerospace supplier had insufficient customer
dataavailable due to internal system issues and
anon-transparent market. The company took

an alternative and complementary approach,
leveraging data and analytics toimprove
aftermarket profitability. Spare parts, which
represent the bulk of the aftermarket revenues,
were clustered to reflect the acceptability of a price
increase from a customer perspective. Clustering

was based on:

m (Criticality of the part to the platform’s
performance and safety, i.e. the platform
cannot fly without that part,

® Availability of third-party alternatives to
OEM-built parts, and

®m Typeof usage of the part: whetheritis directly
replaced on the platform, oris part of a more
complex repair, makingits price central to the
business model of intermediary repairers.

Based on these three dimensions, a statistical
methodology enabled clustering of over 40,000
partsinto seven groups. The analysis of each group
demonstrated a price-increase potential at the
partlevel, if parts, for example, had historically
experienced alower price increase or if they had
alower price-to-cost multiple than the cluster
average. This enabled a yearly upward price
evolution of about two percentage points, while
maintaining customer satisfaction levels and
eventuallyleading to amargin increase of 25
percentinthreeyears.
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Aftermarket servicesis among the largest untapped
sources of revenue and growth opportunity for
mostindustrial manufacturers. It’s also one that
isrelatively easy and quick to capture, for those
manufacturers willing to give it the attention it
deserves.l
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