Profitable Growth through Service July, 2005 Arthur D Little



Executive Lunch Service

In todays meeting we would like to discuss following topics with our guests:

Results of Arthur D. Little's "Service Innovation" study
Growth levers based on Arthur D. Little's experience
Guests' perspective: Status of own service business and key challenges

Conclusions and next steps

-
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Arthur D. Little's "Service Innovation” Study — Objectives

il

Support of the product business is still the most important objectives of

service businesses

Main Objectives of Service Business

Strengthening customer loyalty and
differentiation

Fulfillment of basic market
requirements?

Increase overall profitability

Use service business as marketing
instrument

Improve knowledge about
customer needs

Product Business Support

Growth through new service
offerings

Development of profitable service
business as new business unit

New
Business

2

Low

Source: Arthur D. Little Service Innovation Study '04

3

Importance

5
Very high

Comments

In engineering & con-
struction development of
service as new business
unit is the most important
objective

In the machinery
segment fulfillment of
basic market require-
ments is most important

Due to extreme cost
pressure the increase of
the overall profitability is
in focus in the building
technology products
segment

1) Service as pre-requisite for product business

Artlur D Little
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Arthur D. Little's "Service Innovation” Study — Service Business Concepts

il

Top companies have moved much further on the typical development path
towards an "independent" and profitable service business

Evolution of Service Business

20%

18%-

16%-

14%-

12%-

8%+

6%

4%+

2%-

EBIT Margin in Service Business (in %)

"Value Added Services"

Engineering & Construction @ O -

Mechanical
components

"Basic Services"

|
I
| e susinss |
I
|
Machinery

10% 4= === === === e L

@ Electrotechnical & |
Electronic Components

1
T T

0%
0%

5%

10% 15% 20% 25% 30% 35%

Service Revenue Share (in % of total revenues)

Source: Arthur D. Little Service Innovation Study '04

Comments

Top companies in the
component business
achieve primarily
higher margins

Top companies in the
system- and solution
business (engineering
& construction, mach-
inery) achieve a signi-
ficantly higher revenue
share than their peers
by adopting new
business models

@ industry average
© Average of top 30% in industry

Arthur D

Little
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Arthur D. Little's "Service Innovation” Study — Service Offerings ”II

Currently, most service portfolios have signigicant gaps — companies do not
exploit the full market potential

Share of companies offering service (in %) Comments

Training — Most value added
@ Instalation I services are offered by
@-%’ Maintenance I less than 50% of
@ & Technical Consulting - companies

Hotline Services I . .

_ Even basic services

(Scalable) Service Packages I .
- o such as hotlines are
@ Extended Spare Part Logistics |
3 g Process Consultin I n-Ot foered by a
T2 onsie Rena ng ) - significant number of
%$ n-Site Repair Workshops companies
> Remote Services I )

Demounting and Recycling I "NeV_V Business"

, Financing and Leasing I service are only offered
= § Used/Second Hand-Market I by Sy_Stem' a_nd
%'g Performance Contracting I solution prowders
A BOT-Models |
' ' ' ' ' Component Businesses
0% 20% 40% 60% 80% 100% (mechanic, electrotechnical, electronic)
I System and Solution Businesses

(machinery, engineering & construct.)

Source: Arthur D. Little Service Innovation Study '04

-
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Arthur D. Little's "Service Innovation” Study — Service Revenue Share

plan to increase service share of total revenue by 50%

Share of Service Revenues (in % of total revenues)

Industry Average

Engineering &
Construction

Machinery

Building Technology

Products

Electric/Electronic
Comnponents

Mechanical

Components

Quelle: Arthur D. Little Service Innovation Studie '04

{ll

17%

17%

14%

17%

15%

20%

19%

(Potential)
I

23%

22%

Ideal

Comments

il

The importance of service will increase significantly — on average companies

On average companies
see a potential to double
the service revenue
share

Machinery and engi-
neering & construction
companies plan to
almost realize the
potential within 3 years

Companies in the
electric/electronic and
mechanical component
industry face the biggest

gap

B status today

Planned in 3 years time

Artlur D Little
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Arthur D. Little's "Service Innovation” Study — Innovation Areas

il

Future service innovation will focus on five areas

Future Service Innovations Areas

1 Remote Services

Remote diagnosis
Preventive maintenance

Web-based asset
management systems ("life-
cycle monitoring")

2 BOT-Models

...or other options for transfer of
market and operating risks

Technical facility management
Performance contracting

Consulting

Optimization of customer
processes

Product life cycle consulting
Joint product development

logistics

4 Optimized Logistics 5
Overnight spare part

C-parts management
Just-in-sequence delivery
Logistic service provider

Source: Arthur D. Little Service Innovation Study '04

Full Service Packages

Innovative contract models
Up-time warranties
"Full care" packages

Artlur D Little
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Arthur D. Little's "Service Innovation” Study — Service Innovation: Responsibilities ”II

Responsibility for the development of new services is often not sufficiently
defined on an operative level

Responsibility for Development of New Services Comments

_ In half of participating
Executive Board/ - a7 companies
Service Management ’ responsibility for
. development of new
: . services is with the
Marketing and Sales - 3% executive board or the

7] service management

Operative Service Teams . 9% ~ On an operative level
no responsibilities are

defined

Research and Development l 7% Only 50% of
. companies have a
. . systematic approach
Not clearly defined F 6% to develop services

0% 20% 40% 60% 80%  100%

Source: Arthur D. Little Service Innovation Study '04
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Arthur D. Little's "Service Innovation” Study — Service Innovation: Key Success Factors ”II

Clearly defined responsibilities and a customer oriented organization and
processes are key for the development of service offerings

Key Success Factors in Service Innovation Comments

B Prior to any other
factors company culture
and defined service
strategy must be fulfilled

Customer oriented company culture

Clearly defined service strategy -

Clearly defined responsibilities in

service development ] Top companies rank

Structured service development process e clearly defined
Early and continuous customer integration . responS|b|I|t|es and
Defined process for market and competitor | St_rUCtu red p_rocesses
analysis | higher than industry
Use of cross-functional teams average
Suitable marketing mix Use of tools and
Integration of external partners in service ] methods is considered
development ] as less important
Use of state-of-the-art tools and methodologies
L Very high
ow ey ng Industry average
Importance

B Top30%
Source: Arthur D. Little Service Innovation Study '04
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Arthur D. Little's "Service Innovation” Study — Service Innovation: Process

il

Successful companies integrate their customers during the entire service

innovation process

Customer Involvement during Service Innovation Process

(e}

Q

=
1

[op}

Q

>
1

40% -

N

3

>
1

Share of companies
integrating their customers

Comments

Strategic
planning /
idea mgmt.

Market intelligence
Identification and
assessment of
innovative services
Definition of service
strategy and service
portfolio

Development
of service
product

Requirement
analysis
Concept
development
Development of
hardware und
software, etc.

Industry average 1 Top 30%

Market
launch

Launch planning
Training
Roll-out

Post launch
activities

Monitoring of
market launch

Feedback loops

Optimization of
service products

A continuous customer
involvement is a key
success factor

Top companies
integrate customers
already in the early
phases of the
Innovation process

A joint develpment
secures future
customer acceptance

Quelle: Arthur D. Little Service Innovation Studie '04

Artlur D Little
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Arthur D. Little's "Service Innovation” Study — Barriers ”II

Companies consider barriers for growing the service business as relatively
low — most critical are internal barriers

Barriers for Growth of Service Business Comments

Missing internal resources and
competencies

Most barriers are of
internal nature and,
therefore, can be
removed by companies
themselves

Company culture is not service friendly
and very much product oriented

Customers are not willing to outsource
specific services

Service strategy and objectives are not
clearly defined

In engineering &
construction
customers' low
willingness to
outsource IS a serious

barrier

Competitors and specialized companies
(e.g. technical service companies) entering
the market

Market information is not available

Service concepts are not sufficiently
transferred to decentralized service units

External barriers (e.g.
legislation) are not
considered as critical

External framework (e.g. legislation)

2 3 4 5
Low Importance Very high

Source: Arthur D. Little Service Innovation Study '04
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Growth Levers — Overview

A

There are 5 main levers to achieve growth in the service business

Growth Levers

Defined service strategy and targets

Complete portfolio of clearly defined service products

Systematic marketing of the service portfolio and use of all sales channels, i.e.
sales organization, service engineers/ technicans and direct marketing

Service innovation as a structured process that integrates customers

Customer oriented, service focussed corporate culture

Artlur D Little
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Growth Levers — Service Strategy: Business Model ”II

Companies need to put more focus on selling service offerings in order to
exploit the full life cycle revenue potential of products they have sold

lllustrative /

Revenues

A A Service Offering
Initial Sales Service / After Sales 0 "New" offerings
Focus on Focus on "low" price ~~ Not sufficiently marketed,
high price service offerings full potential not yet realized
product " Actively marketed

-
Am‘lr D Lﬂe Service_Executive_Lunch_Zurich_050727_eng.ppt/m 14



Growth Levers — Service Portfolio ”II

A comprehensive and structured service portfolio combines basic services
and different value added services

lllustrative example /

Contracts Upgrades & Accessories
Scalable Service Contracts Software Upgrades
Hotline Hardware Upgrades
Remote Service Refurbishment
Extended Service Packages? Second Hand Equipment

Facility Management Accessories

Basic Services

Maintenance & Repair

Spare Parts

Training & Consulting Financial Services

Installation
Product Training Rental
Application Training Leasing
e-Learning Pay-per-Use
Academy
Consulting

Engineering & Contracting

1) Contracts incl. 3rd party equipment, consumables, specific logistic services, etc.

-
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Growth Levers — Service Portfolio: Product Description

A

Service products should be as clearly defined as physical products and
systematically described in profiles which address all relevant issues

Service o
Offering: ‘Product-trammg

|TDM Training and Consulting
Description of Standard Offering Available Options

Example:
1-Day Product Training (1/2)

One-day training at customers site (9 a.m. to 5 p.m.)
Participants shall not exceed 5-6 people

Customers receive complete documentation

First part of training is general

8((3&0'&(\)nd part of training shall included customer specific
Training includes a certificate for each participant
Training times Mon — Fri

Pricing Rules and Discounts Customer Benefits

2-day training: first day product and second day
application training

Special weekend trainings
Access to special training workshops

Customer Target Group

All customer groups

1.100 Euro for one training day independent of product
and region

25% discounts shall be granted if trainings (product &
application) shall be given at two consecutive days to the
same customer (Other product or more participants)

No other discounts

Optimal and efficient use of Leica products

Better results in every day work

Training customized to customer needs
Preferential invitation to special training workshops

Artlur D Little
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Growth Levers — Sales Channels ”II

Offerings should be sold through all available channels — overall customer
responsibility remains with the sales representative

Sales Channels for After Sales Offerings — Team Selling Approach

The sales rep has the overall account

o : revenue as target
Overall responsibility for customer with sales rep

Sales rep gets additional and
complementary capacity for customer

penetration
Sell?(itded Each channel shall focus on selected
1€l Direct after sales offerings as defined in
Sales Rep Service Marketing product descriptions (4Ps)

Engineers

Only selected and trained field service
engineers can be used for selling
purposes

Each member of the "selling" force has

individual and specific revenue targets
Current Sales Channel [l Additional Sales Channel

-
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Growth Levers — Service Marketing | I II

After sales offerings need to be marketed as professionally as physical
products — a distinctive strategy for each offering is required

Marketing Strategy

(4 P's of Marketing)

-
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Growth Levers — Service Innovation Process ”II

Service innovation should be a structured process driven by a product
manager as process owner

lllustrative /
Structured Service Innovation Process Comments
c. S Milestones:
2 o 8c . .
® - =0 = - Business case
@ 25 5 S7 = .
S =9 2= 3= 2 - Requirement
5O 89 22 3= 5 specification
= - S50 9 -
B e ga oS @ % - Test report
= £ S© xw [ap= [ -
Process driven by
Customer
O O O overall process owner,
Sales O O O - e.g. Product Manager
Marketing @) O @) Clear responsibilities
Product Mgmt. o P P P P ~ and deliverables
Field Service O O O O Allocated resources
Others (IT, R&D, ... Customer integration
( ) O O O throughout the entire
A A A process

@ Responsible O Support A Milestones

-
Am‘lr D Lﬂe Service_Executive_Lunch_Zurich_050727_eng.ppt/m 19



Growth Levers — Revenue Potential: Life-Cycle-Model

A

Life cycle models are powerful tools to elaborate sound estimates of service
respectively after sales revenue potentials

lllustrative

Product Group A

Service Offering

Call-out
Spares
Service contracts

Accessories

Total after sales revenues
Initial sales

Revenue share after sales

Product Group C

Product Group B

Assumptions (per offering) k

Units which can potentially be sold during life
cycle per product

Sales price

Percent of customers buying service
(specific figures for each customer segments)

Further deductions for clients which own multiple
products

%

Artlur D Little
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Growth Levers — Revenue Potential: Life-Cycle-Model ”II

After sales revenues are often as important as initial product revenues and
can add-up to up to 50% of total life cycle revenues

Example

Life Cycle Revenue Potential — Extrapolation All Units Sold in 2005

Product revenue 4.000 none 4.000
Call out service 2 call-outs during life cycle per unit (400 per call out) — Reduction due to contract customers included 500
Spare parts Spare parts for 2 call-outs during life cycle per unit (200 per call out) — Reduction due to contract customers included 300
Basic contract 0 (warranty) Annual revenue potential of 200 per unit for 40% of units 400
Comfort contract none 0
Premium contract 0 (warranty) Annual revenue potential of 1000 per unit for 20% of units 600
Product training 2 trainings during life cycle & 1.000 for 25% of units (deduction of multi-instrument clients included) 800
Application training none 0
Academy 4 training days in Academy during life cycle 2 400 for 25% of instruments (deduction of multi-instrument clients included) 600
Consulting Assumption: Potential of 200 days application consulting a 1.200 100
Hardware upgrades none 0
Software upgrades One upgrade during life cycle & 200  for 50% of units 100
Accessories Average annual revenue potential for accessories of 50 per instrument 600
Tota! after sales Average annual revenue potential of approximately 400 for all units sold in a single year (2005)
offering revenues 50%
Note: Figures modified due to confidentiality reasons
Am‘lr D Lwe Service_Executive_Lunch_Zurich_050727_eng.ppt/m 21



Growth Levers — Revenue Potenti

al: Growth Targets

A

Arthur D. Little's experience shows that service revenues can be significantly

increased short-term by focussing on so far "neglected" service products

Growth Targets: Ramp-Up of Service Revenues

Example

/

Comments

Service Revenues [ m]

2005 2006

Upgrades & Accessories

2007 2008 2009

I Call-out B Spares Contracts

[/ Training & Consulting

Contracts will substitute
call-outs and spare parts

Additional revenues
mainly by upgrades and
training offerings

Although stable product
sales is assumed the
installed base will grow

Artlur D Little
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Growth Levers — Cultural Change ”II

The growth targets can only be achieved if the mindset of service and sales
staff is changed by applying all available measures

Cultural Change Measures

Top management commitment and clearly communicated strategy and objectives

Emphazising importance of service continously ("Walk the Talk")

Consistent objectives and incentive system

Clearly allocated responsibilities

Training of service and sales staff

Build-up of cross functional teams, e.g. selling teams

Understandable documentation about new service offerings for smooth roll-out

Generation and communication of success stories
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Contact for further information ”II

We would be happy to give you a detailed presentation of our experience
and discuss possible starting points for your own service offerings

Volker Bellersheim Georg Beyer
Senior Manager Senior Manager
Engineering and Manufacturing Head of Competence Center Technology and

Innovation Management

Arthur D. Little GmbH Arthur D. Little GmbH
Leopoldstral3e 11a Leopoldstral3e 11a

80802 Minchen 80802 Minchen
bellersheim.volker@adlittle.com beyer.georg@adlittle.com

Tel.: +49/89/38088-728 Tel.. +49/89/38088-712
Fax.: +49/89/38088-750 Fax.: +49/89/38088-750

Mobile: +49/ 175/ 5806 - 210 Mobile: +49 /175 / 5806 - 281
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Arthur D. Little's "Service Innovation” Study — Introduction ”II

Innovative service strategies offer a large potential for increasing growth and
profitability in the investment goods industries

In these mature markets competitive pressure is rising continuously and
differentiation through physical products becomes more and more difficult

Stagnation in domestic markets leads to additional pressure on margins

Value added decreases due to relocation of manufacturing and in future other
functions to low cost countries — service offers the chance to utilize freed-up
resources and to keep employment in Germany

In this situation service strategies offer an opportunity for good revenue and profit
growth - but:

— which services should be offered?
— what are the strategies of and methods applied by successful companies?
— how do these companies develop new services?

In order to answer these questions Arthur D. Little has conducted the
- "Service Innovation" study
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Arthur D. Little's "Service Innovation” Study — Study Participants ”II

100 German companies from vaious investment goods have participated in
Arthur D. Little's "Service Innovation" study

Industry Segments Revenue Distribution

Machinery
(Total Systems)

Electrical/
Electronic
Components

Mechanical
Components

Engineering &
Construction

Building
Technology
Products

39%

19%

18%

15%

9%

Above 100 m 30%
100-500 m 40%
500m- 5bn 25%

above 5bn 5%

Source: Arthur D. Little Service Innovation Studie '04
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Arthur D. Little's "Service Innovation” Study — Profit Margins

A

Profit margins in the service business are approximatly twice as high as in
the product business

EBIT Margin Product vs. Service Business (in %)

15% A

10%

5% -

0% -

12,5%

4,6%

Machinery

11,7%
10,8%
3,8%
3,0%
Engineering & Building
Construction Technology

B EBIT margin in product business

Products

EBIT margin in service business

10,3%
0
7,7% 71%
6,3%
0,
4,7% 4.2%
Average Electric/ Mechanical
Electronic Components
Components

Source: Arthur D. Little Service Innovation Studie '04
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Arthur D. Little's "Service Innovation" Study — Executive Summary ”II

Companies generally acknowledge the large growth and profitability
potential service offers — but most companies still act very defensively

Main objective of the service business of investment good companies is still supporting the
product business

The importance of innovative services will significantly increase. On average, companies plan to
increase the service share of total revenues by 50% within the next three years

Profitability margins in service are twice as high as in the product business — system and
solution providers (e.g. machinery) achieve 13% EBIT margin on average

Currently, service portfolios have large gaps across all industry segments — system and solution
providers offer generally more than component suppliers

Top companies have a much broader service portfolio than their peers

Barriers for growing the service business are considered as low, they are primarily of internal
nature and can be removed by companies themselves

The top companies have implemented a structured service innovation approach which clearly
defined responsibilities and customer integration throughout the entire process

Source: Arthur D. Little Service Innovation Studie '04
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