TEN REASONS
WHY CHINESE
MANUFACTURERS
WILL ADOPT EAAS

We are on the cusp of a new era in
the supply of industrial equipment

in China as the EaaS (Equipment as a
Service) model starts to take hold, say
Franc Kaiser and Tao LIN.
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We are on the cusp
of a new era in the
supply of industrial
equipment in
China as the EaaS
(Equipment as a
Service) model
starts to take hold,
say Franc Kaiser

and Tao LIN.

Two years ago a small Chinese
automotive component
manufacturer we know was turning
over just $500,000 a year because
it could not accept larger orders
and lacked the cash to purchase
high-end machine tools. Today
that same business is turning over
$500,000 a month because, instead
of purchasing and owning its own
production equipment, it pays for
production time on an hourly basis
to the machinist. As a result the
company stays asset-light and is
able to respond quickly and easily
to customer requirements.

From our own recent interviews

with a number of manufacturers,
adopting such an EaaS (Equipment
as a Service) model is becoming an
increasingly attractive proposition
across the country. Several hundred
manufacturers have embraced the
concept and we believe thousands
of others will follow. After all, why
should a company want to own
assets if it can just use them as a
service yet still achieve the same
output and performance?

Benefits

And then there are the technological
and efficiency benefits of the model.
Equipment downtime can be
effectively minimized or removed
altogether thanks to preventative
and predictive maintenance allowed
by lloT (Industrial Internet of Things)
and cloud computing.

By contrast passive maintenance is
inefficient, ineffective and, frankly,
illogical. Indeed businesses with
much higher downtime financial
liabilities tend to be the customers
which have implemented EaaS with
their suppliers, with the benefits
quickly seen by customers.
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EaaS also provides convenience

as owning one’s own equipment

is a lot of work - whether it be
servicing, maintenance, replacing
parts or worrying about paying

for upgrades and replacements.
Indeed from our own discussions
with companies, it's the convenience
factor that really swings the EaaS
argument. While larger groups do
still on the whole prefer to own their
production equipment, for mid-
sized and smaller manufacturers it is
a great model. They want a simple
and convenient solution for their
operations where the vendor takes
care of everything.

At the same time Chinese
companies also desperately need

to increase their return on assets
(ROA) with the ROA of stock-listed
companies in China dropping from
8.3% in 2010 to just 2.8% in H1 2019.
EaaS provides a strong answer to
helping to reverse this trend.
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Equipment makers

The benefits for equipment makers are
strong too, and players are currently in
a race to figure out the right payment
and pricing schemes for their EaaS
models.

In particular many equipment

makers see EaaS as an opportunity
to differentiate against national and
international competition, while it

is also a good excuse to knock on
customers’ doors and offer something
that smaller manufacturers could

not previously afford. Also, with a
reasonable penetration and coverage
of EaaS equipment, the maker can

Chart #1
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also create its own platform and
offer machining hours at the right
qualification to end customers.

Several groups have already
developed such models. Shenyang
Machine Tool Group was a pioneer in
this field and probably the first to try
the concept of ‘pay-per-use’ in selling
machine tools. The company has
since created an lloT platform called
iSESOL and there are now 30,000
machine units linked to, or served by,
the platform, of which about half are
not SYMG products, while it is also
increasingly using Al technologies to
further its offer to customers.

Heavy equipment manufacturer Sany

Platform Solution
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has also built an lloT platform called
RootCloud which now has more than
560,000 machines connected across
some 67 industrial sectors, providing
cloud services based on lloT and big
data. Attached to these connections
are services around equipment,
aftermarket, servicing, energy usage,
and financing and leasing.

Zoomlion, a leading manufacturer of
construction machinery and sanitation
equipment, recently launched a
subsidiary lloT company named
ZValley OS which enables customers
in markets such as manufacturing,
agriculture and industrial fintech to
harness the power of emerging digital
technologies.
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Chinese companies at the forefront of EaaS

Source: InterChina research and analysis.
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Time is right

In short we believe the time is right
for China to go big on EaaS. The
technology and solutions are there to
make it work, and most equipment
makers that we talked to are either
preparing for this or are interested

in considering it. Some will adopt it
faster than others and there will be
differences by product categories, but
the direction of travel is clear.

We would also argue that for
multinationals to remain competitive in
China such a model is fast becoming
compulsory too. EaaS provides an
excellent customer engagement
model option, and with most Chinese
competitors not yet in a position to
make the model work, now is the time

for them to grasp the opportunity.
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Ten reasons

why Chinese
manufacturers
should adopt EaaS
NOW:

1. No growth, more trouble
Slower GDP growth in China means
falling prices and eroding margins,
and puts a higher emphasis

on higher cash flexibility and

lower CAPEX. Smaller, non-listed
manufacturers struggle with CAPEX
planning and forecasting, and it

is becoming increasingly difficult
for them to predict end-customer
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demand cycles and match order
management with machining

capacities and capabilities.

2. Following other sectors

Real estate developers are among
those which have already begun to
shift their focus away from owning
assets to building commercial
infrastructure, changing their
business models away from
capitalizing on asset appreciation
towards gaining a service income.
For many businesses the ownership
of equipment has become an
unwanted baby. Why manufacture
the product yourself if another
company can do that for you?
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3. Too much CAPEX

CAPEX is actually on the rise across
all Chinese manufacturing sectors.
In the automotive sector alone, the
average CAPEX expenditure per
company increased 2.5x from 2008
to 2018, and for communications
and electric equipment production,
the average CAPEX exploded

by 8x. Yet around 40% of all
manufacturing companies listed
on China’s stock markets have
reduced their CAPEX so it appears
that more CAPEX is being freed by
larger companies whilst the bulk

of companies are still trying to get
slimmer.

2009 2010 2011

Based on manufacturing companies
listed at the Shenzhen and Shanghai stock exchanges as of Aug. 30, 2019
Source: InterChina research and analysis.

2012 2013 2014 2015
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4. Access to loans

It is notoriously difficult for
manufacturing companies to secure
loans. Whereas 20% of all loan
value from major banks ended up
in manufacturers’ hands back in
2008, it's now only around 10%,
and it is smaller manufacturing
businesses that are hit hardest.
Two thirds of China’s 80 million
small businesses lacked access to
loans in 2018, according to China’s
National Institution for Finance

& Development. It is not just the
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banks that are conservative towards
manufacturers, but equipment
makers too with vendors asking

for higher down-payments or
payments in full before equipment
gets delivered.

5. Equipment leasing is the
gateway to EaaS

Many manufacturing companies are
not happy with the costs (leasing
interest can be up to 20%) that
accrue when leasing equipment

for a lengthy period. It's mostly
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the smaller manufacturers that opt
for leasing solutions, and in our
discussions with manufacturers they
regard Eaa$S as a natural progression
of their business model.

6. More flexibility needed
Manufacturers are suffering from
an atomization of stock keeping
units (SKUs), fast changing product
designs, and faster lead-time
requirements. More often than
not, manufacturers do not know

what machines they will need

— Bank of China
— Bank of communications

Agricultural Bank of China

—1CBC

China Construction Bank

The share of bank loans to manufacturing sector is falling year by year

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Loans of major Chinese banks lent to manufacturing companies, as a % of total loan value

Source: WIND; InterChina analysis.
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tomorrow, and whether they will
even have that business a year
later. With increasing transparency
of manufacturing capacities,
downstream customers are in
strong position to work faster with
their manufacturer of choice.

7. China wants to be a smart
manufacturer

[IOT (Industrial Internet of Things)
and smart manufacturing is written
heavily into China’s industrial
development policy, and there

is a particularly strong focus on
ensuring small and medium-

sized manufacturers seize the

opportunities.

8. Equipment makers are
happy to go down EaaS route
Equipment makers have to
compensate for slower new
equipment sales and opt for
solutions that provide higher
efficiencies to the user. Large
international makers of machine
tools, pumps, compressors, and
other equipment are testing the
waters in China with pilot EaaS
schemes.

9. The technology is in place to
make EaaS a reality

Advances in big data and Al
analytics means vendors are
starting to crystalize real benefits for

users, with increasing amounts of
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data able to be collected. There is
also a heavy push from technology
providers and integrators such as
GE and ABB to digitize and connect
manufacturing units. As users are
now ripe to be integrated, EaaS will
soon appear as the next logical and
sensible step for them.

10. Large groups have already
put digital platforms in place
Large State-Owned Enterprises
(SOEs) such as Sinopec, State Grid
and Shanghai Electric have created
digital platforms for their own use
and are starting to share them with
other businesses. They also have

a very clear understanding of the
business benefits of EaaS.
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And some
challenges to

overcome...

In our interviews with both
equipment makers and users/
manufacturers we have unearthed
many challenges around the EaaS
market. But in our view they are far
from insurmountable.

One of the biggest misconceptions
is that users still confuse EaaS with
leasing, while there are common
myths around security concerns
regarding data sharing. This will
wane as the concept becomes more

mainstream.

Trust in the collaboration

The foremost concern from the
equipment makers' side is valuation
and pricing. They see huge upfront
and ongoing costs (R&D, design,
raw material & components, parts
& services lloT and cloud platform),
but also understand that the regular
payments have to be reasonable

to remain attractive. If priced too
low an equipment maker will face

a loss in the long-run. If priced too
high then users would see it as not
worthy compared to the cost of new
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equipment - a concern expressed by
almost every equipment maker we
spoke to. Although implementation
may vary for different players,

the principle stays the same — the
arrangement needs to be mutually
beneficial in the long-run for all
parties which need to work together
to reach common goals.

Credit information

Equipment makers are often
concerned about inadequate credit
information about the potential
user, which creates financial liability
risks. EaaS appears to work better
with users where a strong long-term
relationship already exists. As such
the Chinese government is making
strong efforts to create a better and
more transparent credit system.

For instance the government and
SOE-backed Tian Yan Cha app has
become a very popular tool for
checking a company’s credentials
quickly and conveniently.

Is the technology sufficiently
mature?

Users remain worried about the
technological aspects of the

EaaS model and the fact that
data collection and analysis

(for preventative and predictive

maintenance) requires connection

to a cloud platform within the IloT.
This makes users nervous as many
want to avoid data exposure and
are concerned about proprietary
intellectual property leakage. The
reality however is that the lloT
technology has become so mature
that security on the protection of the
data can now be guaranteed and
this can be demonstrated through
technical trials to customers.

Where will our own teams go?
Larger manufacturers deploy an
‘own equipment, own engineer
service teams’ model which is
deeply rooted in the organization
and operational culture, and this
poses a hurdle for EaaS adoption. It
will take initiatives such as vertically
integrating with equipment makers
and creating service companies to
absorb the asset and service teams,
to resolve such conflicts. As long as
it is clear that the ultimate goal is
to achieve a higher return on asset
then the hurdle can be overcome.

Making a sale is not “sold”
Another concern is that the “bought”
equipment stays on the company’s
balance sheets as depreciating
heavy assets, which could cause

a loss-generating situation in the
accounting system. A way out
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of this is to engage a third party
such as a leasing company and
adopt a Sale & Lease Back (SLB)
scheme whereby the manufacturer
sells the equipment to a leasing
company and leases it back. Many
manufacturers are also creating and
using their own service companies
to carry on the assets, which is
another convenient and less costly

solution.

The right pricing

One of the first questions users

will always ask is how much an
EaaS scheme will cost in the short
to medium term. Is the model
going to provide me with a cost
advantage? Most equipment
makers have not yet found a silver
bullet and schemes differ heavily
from user to user, but in time we
expect the market to become more
standardised. Users whose priority
is the availability of machining
capacity tend to prefer a pay-by-
hour scheme, while those that suffer
from low productivity and tend to
mass produce products are likely to
prefer a ‘pay-by-piece’ (or ‘weight’)
model.
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