How to Sell Services
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LoafH U e ANUFAGTURERS FREQUENTLY believe that add-

ing value in the form of services will provide a competitive
advantage after their products start to become commodities.
When the strategy works, the payoffs are impressive, and a
company may even discover that its new service business
makes more money than its products. But for every success
story, at teast five cautionary tales remind us that manufactur-
g companies will most likely struggle to turn a profit from
thelr service businesses.

Even the best stumble. Consider one large technology firm
we studied — a world leader in medical equipment, IT, auto-
motive equipment, and transportation systems. Back in 2003
the company’s €5 billion I'T business unit realized that the lim-
ited productrelated services it offered, such as instaliation and
training, generated twice the 3% to 4% net margins it earned
on its increasingly commoditized product offerings. The unit
decided, therefore, to invest heavily in developing its service
capabilities for large clients. Managers estimated that such
customized services would soon generate margins of 15%.
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The estimate proved very wide of the mark, and the unit
recorded a negative net profit margin of more than 10% In
2005. The venture was a serious loss-maker, costing the group
around €260 million in 2005 alone. The losses stemmed from
several distinct causes: First, the company found that the back-
office production of complex services was much more difficult
than expected. Each client’s requirements were highly custom-
1ized, which meant that little ieamming and knowledge could
be leveraged across cases. Second, the salespeople were used
to setling products with basic service contracts attached, and
their traditional contacts at target firms were too low in the hi-
erarchy to make decisions about multimillion-euro solutions
contracts. Third, much of the knowledge around the service
production had to be sourced externally — which proved time-
and resource-intensive. The board member responsible for
services was frank about the mistakes: “We wanted too much
to0o soon, and we simply weren’t ready for it

Over the past three years we have investigated how manu-
facturers In business markets can develop profitable services.
We conducted in-depth studies of 20 industrial companies
operating in a broad variety of product markets, including
adhesives, antomotive coatings and glass, bearings, cables
and cabling systems, energy generation and distribution, on-
board electronics for civilian and military aircraft, printing
presses, and specialty chemicals. Every firm was among the top
three i its industry, and the managers we interviewed were
all key decision makers, frequently executive board members.
Throughout the process we interviewed multiple people in
different business units and country organizations. We went
on to have discussions with more than 500 B2B managers
1N a series of executive workshops; these complemented the
1nsights from our mterviews.

As our research process unfolded, we uncovered a wide vari-
ation 1n revenues and profits from service offerings. One group
of companies derived up to half of their sales from services,
and margins up to eight times those on product sales. A second
group reported a very different experience: Although those
companies had made significant investments int the develop-
ment of services, customers proved unwilling to pay, revenues
were low, and the companies barely broke even. Comparing
the two groups, we were able to 1dentify clear differences
in the ways they had developed
thetr service businesses.

Like the technology company
in our example (which has since
turned itself around in this re-
spect), companies unsuccessful
at developing service businesses
have tried to transform them-
selves too quickly. Successfuil
firms begin siowly, identifying
and charging for simple services
they already perform and using
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Many product companies
are already delivering
services; they just
haven't realized It yet.

those to build enthusiasm for adding more-complex ones. They
then standardize their delivery processes to be as efficient as
their manufacturing ones. As their services become more com-
plex, they ensure that their sales force capabilities keep pace.
Finally, management switches its focus from the company’s
processes and structures to the nature of customers’ problems,
the opportunities that customers’ processes afford for insert-
Ing new services, and the new capabilities needed to deliver
those services. (See the exhibit “The Path to Profits in Indus-
trial Services”) Let’s take a closer look at those four steps.

Recognize That You Are Already
a Service Company
Many product companies are in the business of delivering
services; they just haven’t realized it yet. These companies are
missing out on the revenues they could generate simply by
charging for what they already do. The first step in expanding a
service capability is to make both the company’s managers and
1ts customers aware of the value provided by existing services.
Take the pharmaceuticals giant Merck. In one of the com-
pany’s product categories, its French subsidiary had a long-
standing tradition of including delivery in its product price for
customers. Because specialty chemicals are high in value but
low in volume, Merck had never questioned its responsibility
to assume transportation and insurance costs, which represent
a tiy fraction of the amount nvoiced. And because no ship-
ping costs were itemized, customers were unaware of the value
Merck provided. A few years ago the company put this tradi-
tion to a test: Managers randomily selected 100 customers and
changed the terms of delivery from “shipping and insurance
paid” to “ex works,” though the bottom line barely changed.
Ninety percent of those customers readily paid the additional
charges, seemingly without noticing. Of the 10% that recog-
nized the change, only half msisted on returning to the prior
terms of payment. Merck re-established the original terms for
those customers — but it had succeeded in managing the tran-
sition from “free to fee” for the other 95%. Once the new bill-
ing terms had been rolied out to the entire customer base in
France, Merck’s profitability in this product category improved
significantly, even though the cost to customers was minor.
Switching services from free
to fee clarifies the value of the
assets involved for both manag-
ers and customers. The French
cas provider Air Liquide also
took this tack. The company
had traditionally purchased
millions of cylinders in which
to transport small gquantities
of gas to industrial customers.
[t charged customers only for
the gas delivered, supplying the




cylinders free. Consequently, customers took no special notice
of how many cylinders they had accumulated, and the com-
pany was stuck with considerable floating inventory. Starting
in the mid-1990s, however, Air Liquide charged a small rental
fee of €5 t0 €7 per cylinder per month. Not only did this turn
a profit drain into a profit engine, generating several hundred
miliion euros a year 1n fees, but it ¢created customer awareness.
Once the gas cylinders had a price tag, customers wanted to
optimize their inventories. As a result, Air Liquide was able
to sharply reduce iis floating inventory, transterring cylinders
from customers that didn’t need them to customers that did.

The Path to Profits in Industrial Services

Each step on the path to service profitability requires
that companies focus on particular questions and goals.
Our research suggests that they should be sure they've
achieved each goal before proceeding to the next step.

Key How do we currently sell

Which services are

Large companies can uncover profitable existing service of-
ferings simply by comparing billing practices across their oper-
ating units. We found that at Nexans, the world’s leading cable
manufacturer, subsidiaries in some countries were charging
customers a fee for cable drums, whereas in other countries
they were not. Nexans holds large inventories of high-voltage
cable in order to ensure rapid delivery; applying the fee across
the whole company represented a significant opportunity to
recoup its investment in working capital.

Smart companies will put a senior executive in charge of
looking at practices in other business lines to uncover hidden
services. He or she can then start crafting a forward-looking
strategy for services on the backs of early wins. By giving the
process an owner early on, companies can ensure that their
service initiatives are not just opportunistic ideas developed
by individual business units but part of a strategy to cap-
ture best practices and roll them out across the organization.
Schneider Electric, a French electrical-equipment company,
chose this route. Early in its move toward services it created
a strategic deployment and services division whose executive
vice president was charged with auditing existing services

Are our offerings

|s our sales force ready

Questions

Key
Goals

Services across business
units and countries?

What are the best
practices inside our
organization?

Which services can be
moved from free to fee?

Alist of services we
currently provide to
customers

Revenue from easily
chargeable services

A senior executive

who oversees the
development of service
capabilities

profit drains or
moneymakers?

How can we ensure
cost-efficient service
DrOCEsses?

How can we tailor

services 1o customers’

needs?

Standardized service
processes and control
mechanisms

Service platforms
flexible enough to fit
individual customer
coniextis

to promote services
along with products?

Can we explain the
benefits of cur services
to customers?

Are we willing to move
to longer sales cycles?

Service-selling know-
how or separate sales
forces

incentive systems that
promotie service sales

Tools for documenting
value and communi-
cating it to customers

atigned with our
customers’ goals

and processes’

Can we address their
problems holistically?

What further expertise
do we need?

Detailed descriptions
of core customer
concerns and operating
PTOCESSES

A shift from activity-
based to outcome-
oriented performance
Indicators

A checklist of capabili-
ties needed to compete
N New service spaces
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across the organization and then creating a coherent strategy
for offermg new services. An executive board member with
20 years of experience in the company was named to the post.

.77 Industrialize the Back Office

Manufacturers are accustomed to stable and controllable pro-
duction processes. But when they venture into value-added
services, they may find front-office service customization turn-
mg into a delivery-costs nightmare. Unless they can prevent
this, their service margins will suffer. One of the managers we
interviewed explained, “To earn money n services, you need
to industrialize the back office. Companies like GE and IBM
really are process freaks.”

The German printing-equipment maker Heidelberger
Druckmaschinen (Heidelberg) has experienced a back-office
dynamic that can occur when manufacturing companies move
into services. In France its customers currently choose one of
two ways to maintain their printing equipment: pay-as-you-go,
in which case Heidelberg sends an invoice for parts and labor
each time a field technician responds to a customer’s call; or
a full-service contract, in which case customers have access
to a help desk, remote monitoring, and preventive mainte-
nance. The trouble is that full-service customers call for assis-
tance twice as often as pay-as-you-go customers. And because
those customers have no reason to monitor costs, Heidelberg’s
field technicians replace spare parts on their printing presses
much more readily, make on-site visits to them much more
frequently, and are likelier to schedule those visits poorly or to
forget essential equipment, necessitating yet more visits. (The
technicians, for their part, tend to assuime that all costs are cov-
ered by the hefty full-service fee.) All this erodes Heidelberg’s
margins on the full-service contracts, making them less profit-
able than pay-as-you-go.

There are three ways companies can prevent delivery costs
from eating up their service-offering margins. First, they can
build flexible service platforms that meet customers’ varying
needs while relying on common delivery processes, much as
good manufacturers create distinct product models based
on standard product platforms. One of our mterviewees ex-
plained, “We offer six different
types of maintenance contracts.
Eighty percent of customers fit
into one of these boxes. The
customer can look at these of-
fers and see which of them best
matches his situation.”

Second, the successful firms
1n our study continually monsi-
tored the costs of thelr processes
to identify profit drains. Air
Liquide appointed an executive
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Value-added services can
turn front-office service
customization Into a
delivery-costs nightmare.

with specific responsibility for trying to standardize services in
the organization. Backed by top management and supported
by an intemmal task force, this executive taught managers and
frontline employees in operational units how to systematicaily
take costs out of service production and delivery processes
while making sure that customers still got what they expected.
For example, Air Liquide regularly mailed gas-consumption
reports to its customers. But when the standardization team
reviewed this practice, they found that some customers made
no use of the information. By discontinuing that part of the
service package for those customers, Air Liquide was able to
reduce its costs to serve selected customers while maintaining
the perceived value of the service provided.

Third, successful companties are quick to exploit process
innovations made possible by new technologies. The Swed-
ish bearings manufacturer SKF helps customers extend the
service life of their equipment by enabling off-site access to
an electronic monitoring too, via a secure internet browser.
Vibration-analysis data, for instance, can alert a customer early
about potential machine failure. Such smart services allow
the company to perform firstlevel maintenance without de-
ploying field techmictans for on-site visits.

@7 Create a Service-Savvy Sales Force

As long as a company considers services to be an add-on
to existing products, its sales force — with some training, of
course —will probably be able to handle both product and
service sales. But if companies are to move away from straight-
forward productrelated services into more coniplex customer
solutions, managers must fake a new look at sales manage-
ment strategies. Services require longer sales cycles, and the
sales process 1s often more complex and strategic, meaning
that decisions are made high up in the customer’s hierarchy.

Failure to recognize this challenge got Heidelberg into
trouble. In the early 2000s the company started offering its
customers remote monitoring of their printing presses —to
be sold as an add-on, because the service could save custom-
ers many hours of expensive machine downtiie. On average,
one hour of downtime In a print shop can cost several hun-
dred euros; given that the lead
time for delivering spare parts
{0 a customer’s site 1s typicaily
24 hours, a single breakdown
may cost thousands. Heidelberg
priced 1ts new offermg signifi-
cantly below this amount, but
customers did not bite. The
problem was that although
the company’s sales force and
field technicians were well
equipped to promote standard



service contracts, they weren’t up to explaining more complex
customer solutions — largely because they were accustomed
to discussing terms with people in procurement (who tend to
focus on cost per part or per service) or people in charge of
in-house maintenance (who might view a service offering as a
threat to their jobs). What Heidelberg needed was a sales force
that felt comfortable talking to production managers - people
who would see the implications of the new service for the total
cost picture.

Product salespeople are often actively inimical to change,
as Air Liquide quickly discovered when it started offering ser-
vices. Top salespeople argued that margins from the firm’s tra-
ditional product business were already high enough and that
the company still had room for growth in its existing product
markets. Services were labor-intensive, would tie up consider-
able financial resources, and could harm product sales if the
company failed to deliver on its promises.

The successtul manufacturers we studied all took pains to
retrain their sales forces. In a ma-
jor overhaul of its sales organiza-
tion, Schneider Electric switched
the focus of its salespeople from
cost-plus pricing to value-based
pricing when promoting its ser-
vices. This involved educating
them about how their customers’
managers justified decisions in-
ternally, so that the salespeople
could help the managers they
dealt with take more responsi-
bility for shaping decisions. But
even after extensive training,
companies may find that they
have little choice but to fire and
hire; a few in our study replaced
30% of their existing sales forces.
Eventhose that managedtoretain
a significant proportion of their
people still needed some spe-
clalized newcomers. Air Liquide
hired several agri-food engi-
neers to develop sales expertise
tor services in food-processing
industries across Eurcpe. The
French forklift manufacturer
Fenwick recruited specialists
at the corporate level and in
each of its regional sales offices
to promote services attached to
tri-directional forklift trucks. A
good place to find this talent in-
ternally is among service-support
staff members.

Why Services?

Product-centered companies are pursuing
service strategies for a number of reasons. Of
particular interest among them are three drivers
of growth in B2B services:

Qutsourcing trends. In recent years asset
optimization has been a source of growing con-
cern to many business customers. With higher
returns on assets expected, production units
becoming more flexible, and technology steadily
advancing, customers are focusing more on
their core businesses and are more willing to
outsource nonstrategic processes.

Saturation of an installed base. Eguipment
manufacturers find it increasingly difficult to
grow an installed base. For example, in 2005
Otis, with global revenues of $9.6 billion, sold
approximately 100,000 new elevators and esca-
lators whife servicing an installed base of more
than 1.5 million worldwide. To maintain growth,
companies hike this have little choice but to
make major acquisitions or develoo services.

Commoditization in product markets.
Product price erosions are exacerbated by a
growing trend toward commoditization. Most
suppliers, even in emerging economies, can
satisty required product standards — so manu-
facturers turn to services to set themselves
apart from the competition.

Most of the successful companies we studied made some
kind of distinction between product and service salespeople.
At GE Medical Services, for example, product salespeople are
“hunters,”expected to go out and get orders for new equipment.
Service salespeople are called “farmers”; GE expects them to
grow their relationships with customers and sell services over
time. Splitting the sales force is not always a perfect solu-
tion, however. Xerox has been very successful in establishing
a solutions business in which the focus is not on providing
office equipment but, rather, on helping clients manage their
document flow. The organization nevertheless continues to
do considerable business the old way, by selling printers and
coplers and slapping simple service contracts on them. The
two units end up competing for midsize customers: Whichever
unit is first to get a lead pursues the opportunity vigorously,
not wanting the other to get involved — even if it might be
more suitable from a companywide perspective.

It almost goes without saying that a move to services will
fail unless salespeople are finan-
cially motivated to promote them
mstead of focusing solely on prod-
uct sales. Such a shift is difficult
when product revenues are much
higher than service revenues. For
example, if Air Liguide supplies
€500,000 worth of gas to an indi-
vidual customer, the related ser-
vices may be invoiced at only a
few thousand euros. If objectives
for service and product sales are
not properly coordinated, their
sales forces may even compete.
When Air Liquide started to pro-
mole inventory management
services to assist customers in
optimizing the number of gas
cyhinders they had on hand, the
compainy’s product sales force re-
sisted out of fear of losing its tra-
ditional revenues. Management
had to explain that although the
new offering would indeed en-
able customers to reduce their
on-site inventories, it would also
help to lock in customers over the
long run and to grow Air Liguide’s
share of their purchasing overall.
To reduce conflict between the
two sales forces, Air Ligquide cre-
ated a double credit system: For
each closed deal, product and
service salespeople would get the
SaIne COMMISSIOon.
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