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C O N T E N T S
Subscriptions businesses have proliferated in recent 

years, but there’s more to making the model work than 
convincing someone to set up a monthly direct debit. 

This in-depth report explores why subscriptions appeal 
to consumers and B2B customers, where the 

opportunities for disruption are and what you can learn 
from leading proponents about how to make it a 

sustainable business model.

Part One
Fad or future?

Does the subscription economy have longevity?

Part Two
The risks and rewards

Making your subscription business model work

Case Study
Caterpillar Inc

How the construction supplier reinvented itself
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Part One THE SUBSCRIPTION 
ECONOMY:  
FAD OR FUTURE?
What is fuelling the boom in the 
subscription economy, and is the concept 
of ownership really on the decline?

“Ownership is dead. Access is the new imperative.” Such 
pithy, emphatic soundbites have made Tien Tzuo, the 
53-year-old chairman, chief executive and founder of 

subscription platform provider Zuora, the chief evangelist for the 
subscriptions business model. He is not entirely wrong. The 
subscription economy is booming, growing faster than what he calls  
the “product economy”, with a reach that goes far beyond the obvious 
candidates of Adobe, Amazon Prime, Netflix, Peloton, Salesforce and 
Spotify, permeating every aspect of our lives. Indeed, Gartner predicts 
that by 2023 – which isn’t that far away – 75% of organisations selling 
directly to consumers will offer subscription services. Some champions 
of the subscription economy have even suggested that the global 
popularity of KonMari, Marie Kondo’s philosophy of decluttering, 
reflects a similar shift in the zeitgeist: owning stuff is starting to seem 
very 20th century.

That said, Tzuo is not entirely right either. Although some advocates 
have asked the big question “Is materialism dying?”, the 1.5 billion of  
us who buy a smartphone every year may beg to differ. The idea that  
we no longer judge people by what they own – a virtuous sentiment 
that, according to a Harris poll, is shared by 68% of us – hardly sits 
comfortably with the continued buoyancy of the luxury sector. Both 
LVMH and Gucci owner Kering are worth four times what they were 
five years ago.

There is a clear and fundamental distinction between the proposition 
that we no longer feel the need to own as many things and the 
suggestion that we no longer want to own anything. Tzuo’s overselling 
will have cynics who remember the dotcom boom of the late 1990s – 
and, for that matter, the subsequent dotcom bust – feeling that, in the 
words of baseball legend Yogi Berra: “It’s déjà vu all over again.” Yet the 
subscription economy is no 21st-century fad and Tzuo is no snake oil 
seller. You could argue that mortgages, hire purchase, auto-leasing, 
mail-order catalogues, railway season tickets, even football season 
tickets, were precursors of the new subscription economy. And if you 
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PELOTON 
Peloton has grown from 
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NETFLIX
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203 million in 2020. 
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change the terminology slightly and call this supposedly new 
phenomenon the “membership economy”, as Robbie Kellman Baxter, 
author of The Forever Transaction, does, you realise that it can be 
tracked back at least until the early 1800s when Mrs White’s Chocolate 
House in London’s posh St James’s Street became White’s, an exclusive 
club for gentleman gamblers.

The boom in the new subscription economy has been driven by the 
emergence of mobile and cloud-based technologies that have, over the 
past decade or more, redefined our expectations as customers and 
consumers. Able to interact with a company anytime and anywhere, we 
have become accustomed to getting things on demand and getting 
constantly improving service as the software we use is updated.

The mighty McKinsey has helpfully, if slightly misleadingly, suggested 
that the new subscription economy can be divided into three categories:

Such taxonomies are useful as long as we don’t regard them as 
sacrosanct. None of these models is a perfect fit for Software as a 
Service (SaaS), which has become ubiquitous partly because companies 
want to make the most of limited budgets, pay less upfront and retain 
flexibility. Infrastructure as a Service (IaaS) and Platform as a Service 
(PaaS) are similarly difficult to place in McKinsey’s scheme. In some 
cases, the subscriber may just want to protect the business: many 
British health authorities opt to pay a subscription business like 
Meddbase to take custodial ownership of their data because the 
inherent risks in storing it and managing it themselves are so high.

Sometimes subscribers’ motivation is more functional: in the US, you 
can get advice and videos covering a whole range of DIY tasks – from 
fixing a leaking refrigerator and clearing out cockroaches to grouting 
tiles – with a monthly subscription to General Handyman. In some 
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countries, a subscription model could well be the best way for patients 
to afford the medicine they need.

Although the thought leadership/management consultancy industrial 
complex tends to gloss over this, affordability has been integral to many 
successful subscription businesses. The genius of Mark LeVine and 
Michael Dubin – who met at a party in 2010 and, for reasons that 
neither of them can quite remember now, began complaining about the 
price of razor blades – was to call their start-up subscription business 
the Dollar Shave Club.

The David and Goliath narrative of disruptive innovator Dollar Shave 
Club squaring up to the corporate behemoth that is Procter & Gamble 
has been told often enough but the details are still instructive. Despite 
having the cost and complexity of its razors spoofed on the Saturday 
Night Live TV show, Procter & Gamble stuck to its strategy and, within 
five years, saw its share of the US men’s care market plummet from 76% 
to 54% as Dollar Shave Club, Harry’s and others disrupted a lucrative 
– and previously stable – market. This was the kind of scenario that 
inspired innovation writer Jeffrey Baumgartner’s cartoon: “Sorry to 
bother you sir but apparently a start-up in California is launching an 
app that does everything we do… on a smartphone… for free.”

Cost is one of three Cs that UBS, one of the world’s largest banks, 
identifies as the most significant benefits for consumers from the 
subscription economy – the others being convenience and customisation. 
Convenience is often simplistically reduced to not having to go to the 
shop every three weeks to buy washing-up liquid but in many sectors, 
particularly insurance, convenience can be about simplicity and speed.

Customisation is an area where businesses need to tread carefully. The 
idea that a service is being curated by someone who understands your 
interests is immensely flattering – until they prove that they don’t 
actually understand your interests at all. As the public becomes 
increasingly vexed about data privacy – a KPMG survey of 18,657 
consumers in 16 countries last year found that six out of 10 saw it as a 
serious concern, second only to the pandemic – companies are going to 
continually assess the fine line between personalisation and stalking.

The Swiss bank’s study of three “champions” of the subscription 
revolution – Adobe, Netflix and The New York Times – concluded that 
affordability was central to their success in growing their combined 
user base from 45 million in 2013 to 230 million in 2020, a dramatic 
expansion that, UBS concluded, propelled a nine-fold growth in their 
market capitalisation over the same period (compared to an average 
increase of 2.3x for global stocks over the same period).

More customers, generous stock market valuations… there may be 101 
reasons to turn to subscription business models but whatever the 
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sector, Tzuo says, these companies share one basic competitive 
advantage: “Let’s say we’re playing American football. If you are a 
company that sells products – cars, laptops, movie tickets – you have a 
traditional transactional revenue model. Every quarter, in order to make 
their number, they’re starting way back at the 20-yard line. But if you 
have a recurring model like Netflix, Spotify or Salesforce, what you do is 
start a few yards away from the end zone.” 

The likes of Netflix, Spotify and Salesforce may get a smaller initial hit 
than, say, Porsche does when it sells a new Boxster, but the revenue is 
more resilient, more consistent and gives companies the chance to 
create a strong lifetime customer value (LTV or LCV). Zuora tracks 
the growth of the subscription economy with its own index of 
companies, published twice a year, and in 2020, Tzuo says: “Half of 
the companies we track didn’t really get impacted by the pandemic.” 
(It is telling that Porsche, like many car makers, now offers its own 
subscription service.)

The subscription economy revolution is still gathering momentum. 
Among the weird, wonderful exotic subscriptions on offer at present in 
the US are Bacon of the Month Club, Dive Bar Shirt Club, Bagel of the 
Month Club, Butternot Box dog food, Game Club (videogames), Loot 
Crate (a lifestyle company for nerds) and The Cannabox, which is 
exactly what it sounds like. In financial services, German challenger 
bank N26, which is valued at around $3.5bn, has launched a subscription 
service for personal and business accounts and is now looking to 
disrupt the insurance sector. Such corporate colossi as Bosch, Burger 
King, Dell, Disney, FujiXerox, Panasonic, Reuters, Siemens, Starbucks, 
Twitter and Walmart have also all entered the subscription economy 
relatively recently.

One of Tzuo’s favourite tricks is to pick a product or service and see 
whether it would work as a subscription model. It’s hard to think of 
many that wouldn’t – nuclear submarines, perhaps? He encourages 
companies to “flip the script and start with the customer”. One of his 
favourite examples is Fender, the iconic American guitar maker that is 
celebrating its 75th anniversary this year. Tzuo comments: “They’re a 
product-based business – they make guitars. But guitar owners don’t 
just want to own guitars, they want to be rock stars. But becoming a 
rock star is hard. How many first-time buyers get frustrated just trying 
to learn? How many quit after three months? How many guitars end up 
in a cupboard?

“So Fender pivoted their business around this thing called Fender Play. 
Now you get a whole set of applications that teach you how to play the 
guitar. They help customers fall in love with the guitar. There’s a good 
chance that if someone is still playing the guitar after a year, they’ll play 
it for life. And that means they’ll buy more guitars, more picks, more 
amps and build a stronger emotional connection to Fender.”
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The company, which is privately owned, does not disclose financial 
figures but last year 900,000 new guitarists signed up for its Fender 
Play app, an enthusiasm admittedly no doubt buoyed by the monotony 
of lockdowns.

Tzuo’s advocacy falls into the category of “he would say that, wouldn’t 
he?” but in a recent report UBS predicts that the subscription economy 
will grow by 18% a year between 2020 and 2025. If the bank is right, that 
means it will be worth $1.5tn by 2025 (compared to $650bn in 2020).

UBS’s bullish outlook is based on six factors:
•  The pandemic, which has forced millions to shop online, and raised 

consumer expectations around value and convenience.
•  The shift from ownership to accessing products and services among 

millennials and Gen Z consumers.
•  A growth in B2B subscription services – for example, renting storage 

in the cloud rather than owning huge data processing centres.
•  China’s growing investment in the subscription model. (Although 

Spotify gets most traction in the Western media, Tencent Music, a 
joint venture with Sony, had 56.4 million paying subscribers at the 
end of 2020. The Tencent group also has a significant stake in 
Spotify.)

•  The advent of 5G, which could be crucial for such areas as cloud 
gaming and autonomous driving that require faster, more reliable 
networks.

•  Sectors such as financial services, healthcare and manufacturing 
adopting subscription models. Manufacturers will increasingly move 
to a hybrid business model: they will still make hard goods and, by 
connecting these devices to the Internet of Things, will use the data 
to build a subscription business. (Construction and mining 
equipment giant Caterpillar is pioneering this model as we explore 
on p15.)

Companies in the subscription economy have, UBS estimates, a 
combined market capitalisation of $14tn, 53% of which is in the US. The 
sectors with the largest shares of that combined capitalisation are IT 
(39%), media and communications (34%), consumer (15%) and finance 
(6%). UBS’s research indicates that the subscription economy is still in 
its nascent stage in the industrial sector, healthcare and energy.

Michael Gale, author of The Digital Helix, puts it bluntly: “Whether it’s 
in cloud software or the simple process of getting picked up and 
dropped off, we are all living in some form of a subscription economy 
right now. How many companies will embrace the enormous 
opportunities that lie ahead is a matter of vision or reaction. Those  
that lean in will vastly widen their opportunities through direct 
relationships, and those that lean away are likely to struggle as their 
consumers experience subscription relationships elsewhere and expect 
that to be the norm, not the exception.”
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Part Two HOW TO MAKE A 
SUBSCRIPTION 
BUSINESS MODEL WORK: 
RISKS AND REWARDS
If you can avoid pitfalls such as IT failures and 
cyber security breaches, there are many rewards 
to be had – most notably access to data

There are many benefits to subscription business models – 
improved cash flow, better margins, less volatile revenue streams 
– but access to data is the single most important provider of 

competitive advantage.

Amazon’s success as a growth engine is predicated on its success as a 
data-collecting machine. At one of the very first Amazon management 
meetings in January 1997, Jeff Bezos and his team scribbled algorithms 
on a white board to see if they could quantify customer enjoyment. As 
former Amazon executive James Marcus told the BBC: “The mania for 
quantification was in Jeff’s heart. His algorithms weren’t much better 
than anyone else’s that day, but he understood the fact that data was 
very valuable. The idea that every mouse click, every twist and turn 
through the website, was itself a commodity was a new kind of thinking 
for most of the staff – as it was for me too.”

Simply by monitoring how subscribers behave and what products or 
services they order, a company can deduce where it needs to improve  
to increase customer satisfaction. By taking the appropriate action –  
it could be upgrading the service itself, launching new products and 
services or adjusting pricing – businesses can drive up subscriber 
satisfaction that, in turn, should grow revenues, margins and profits. 
And they can keep doing this – indeed, they may well need to keep 
doing so if they are to avoid what some analysts already refer to as 
“subscription fatigue”.

If that virtuous cycle sounds too good to be true, that’s because it 
probably is. If you are to understand what the data is saying, you need 
to invest heavily in collecting it and managing it – something tech titans 
such as Amazon, Facebook and Google have long understood. If data is 
not managed, integrated, secured and shared efficiently, businesses will 
struggle to take the timely, appropriate action that subscribers are 
anticipating, let alone predict future ebbs and flows in demand, creating 
an opportunity for nimbler competitors to exploit. Sharing insight is 
particularly critical. You can’t expect every employee to understand 
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customer wellbeing and the desired long-term outcomes for the 
business if data is the exclusive preserve of the C-suite.

The opportunity to acquire a deeper understanding of customer needs 
is one that most forward-looking organisations will not want to miss. 
Baxter says: “If I buy a Hershey bar, I don’t expect Hershey to listen  
to me. It’s a completely anonymous transaction. But if I own a 
subscription to the Chocolate Garage, where my membership lets me 
buy chocolate every month, if I don’t like the selection, they are going 
to hear about it. That relationship allows for greater learning so that 
companies can evolve their offering and stay ahead of the competition.”

The power of the subscription model is reinforced by the way our 
brains work. Once we have opted in to something, what German-
American psychologist Kurt Levine called a “situational barrier” makes 
us reluctant to opt out again. That is why, research suggests, the average 
Briton stays with the same bank for 17 years – and why more countries 
now assume their citizens have opted to donate their organs after death 
unless they indicate otherwise. Once we have opted in to something, we 
fall for the “sunk cost” fallacy, becoming convinced that the best way to 
get value for our subscription is to buy something on Amazon Prime, 
upgrade our Sky package or visit the Lululemon store.

That said, companies would be unwise to base their customer retention 
strategy on inertia and sunk cost. The barriers to entry in a subscription 
business can be very low. Dollar Shave Club didn’t even need to 
manufacture much of its product range – most of its razors were made 
by another company, Dorco (which now sells through Amazon). If you 
have the data, innovation can be pretty cheap too, and easy to trial 
quickly. Some of the most enthusiastic investors in subscription 
models, like Science Inc, the first backer of Dollar Shave Club, are based 
in California and have a Silicon Valley mindset, so they may be prepared 
to wait seven or eight years before they get a return on the money.

The competitive pressure in the subscription economy can be likened 
to a hamster’s wheel. If you take a rest – by, for example, failing to keep 
abreast of rival offerings or failing to convince subscribers you are 
giving them better value for money this year than last – you will lose 
momentum and fall behind.

The resilience of Netflix’s streaming business is a case in point. Last 
year, despite the entry of Disney+ into the home entertainment 
subscription market, Netflix’s churn rate in the US averaged between 
2-3%. In comparison, Showtime lost 11% of subscribers when its 
landmark show Homeland finished. There was a similar, though not  
as dramatic, spike in the churn rate at HBO when Game of Thrones 
finished. With relatively few customers deserting, and a global 
subscriber base of 200 million, Netflix can spend $15bn a year on 
content, effectively improving the quality of its service. Industry 
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analysts estimate that Netflix enjoys an operating margin of around 
16%, which reinforces the point that subscription services become 
exponentially stronger and more profitable as they add customers.

A question of price

The easiest way to make subscribers question whether you are still 
delivering value for money is to overcharge them for additional services. 
The broadcaster Sky had pioneered a successful tiered pricing model –  
a flat rate fee with subscribers able to pay more for movie and sports 
channels – that left subscribers with the feeling that they were in 
control. And then last autumn Sky and BT agreed a deal with the 
Premier League to charge £15 a time to watch extra matches on Pay Per 
View. With fans unable to watch their teams in the stadium because of 
lockdowns, the backlash was so immediate and fierce that the scheme 
was soon dropped.

The timing of the initiative was woeful – both broadcasters and the 
Premier League were accused of trying to exploit fans who were 
struggling financially during the pandemic – but the fact that such a 
commercially savvy organisation as Rupert Murdoch’s News Corp made 
such a monumental blunder does suggest that pricing models in the 
subscription economy are more complex than they might appear.

The common mistakes companies make when choosing one of the four 
basic pricing models – fixed/flat rate; tiered; per unit/user and usage – are 
basing their pricing on what their competitors are doing, prioritising gut 
instinct over hard data (a particularly likely outcome if you don’t have any 
data) and focusing so intently on winning new subscribers that they don’t 
give their pricing strategy that much thought. 

That last point sounds absurd but SaaS provider Profitwell estimates 
that companies spend less than 10 hours a year figuring out their 
pricing. This could mean that businesses are losing revenue because 
they are not raising prices often enough – the company’s research 
suggests that updating prices every quarter will, as a minimum, double 
the average revenue per user. 

This is one reason why Patrick Campbell, chief executive of Profitwell, 
says businesses should not base their growth strategy entirely on 
subscriber acquisition: “If you’re looking at levers of growth, acquisition 
is actually the weakest. The other levers of growth – monetisation and 
retention – actually make a much bigger impact on your bottom line. 
But many companies take the path of least resistance when it comes to 
growth, which usually means dumping piles of money into acquisition 
channels and hoping for the best. This strategy can turn you into a ‘CAC 
[customer acquisition cost]’ fiend, a company addicted to customer 
acquisition, as opposed to being a company that understands the best 
way to grow your business.” 
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Serving, not selling

Some businesses have adopted an innovative approach to retention. If a 
subscriber is using their service less often, many companies will contact 
them with a promotional offer – yet it can be more useful, one industry 
analyst suggests, to offer a discount because they are using less. The 
benefit to the company is that they are still getting some money from  
a subscriber who may have been about to quit anyway and that the 
surprised, and gratified, subscriber may begin using your services more.

Adopting a subscription model poses cultural and organisational 
challenges that are too often overlooked. The traditional categorisations 
– front office and back office – are no longer as relevant, Tzuo says: 
“The division made a lot of sense when you were shipping product. The 
front office sold the product, the back office fulfilled it, accounted for it, 
collected for it. But companies with long experience of the subscription 
business – like telcos – don’t look at it like that. They start with the 
subscriber and building a great subscriber experience. These 
experiences span front and back office – whether they’re looking at 
adding a service or changing their credit card details – so your whole 
organisation needs to be customer-centric.” 

Customer expectations in this new economy are exemplified by Baxter’s 
chocaholic, who will expect his voice to be heard. At Amazon, which 
defines its mission as becoming the world’s most customer-centric 
company, that goal is emphasised by the practice of having an empty 
chair in meetings to symbolise the customer.

The shift to the new model can be particularly testing for the sales 
department that, until the pandemic, was still heavily reliant on the 
Lone Ranger-style road warrior to get orders. As Clint Oram, chief 
executive of Sugar CRM consultancy, noted in Forbes magazine: “The 
dynamic between buyers and sellers has fundamentally changed. For 
sellers, it’s no longer about winning a bid or making a one-time sale. 
You have to keep earning customer loyalty to keep earning their 
business. The focus is on serving, not selling.” 

Addressing Tzuo’s point on structure, Oram says: “In many 
organisations, sales, marketing and service teams still work in service 
teams. They don’t have the same metrics or even collaborate regularly. 
They struggle to align their efforts – which is precisely what they need 
to do if they’re to improve the customer experience.”

In one telling example of misalignment, an American subscription 
business was perplexed by how well their customer acquisition team was 
performing and how badly their customer retention team was doing. 
Investigating the discrepancy, managers realised that the acquisition team 
were pitching a feature that could only be used once, so subscribers were 
signing up, using the feature and then cancelling. The real issue wasn’t 
retention but the sales team’s focus on the least valuable kind of customer. 
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Too often businesses focus on what Baxter calls the “headline benefit” 
– and spend too little time thinking about retention and monetisation: 
“For example, Disney+’s acquisition headline was ‘We have Hamilton’ 
and a lot of people signed up for that because they wanted to watch 
Hamilton with every intention of cancelling it after they’d watched it.”

Misalignment can also be a sign that leaders have underestimated how 
radically the company needs to change to succeed. As Baxter has 
observed: “A subscription is a pricing tactic. By itself, it is not a strategy. 
To build a recurring revenue business, an organisation needs to change 
how the product is designed, move from customer support to customer 
success, and keep the customer’s long-term wellbeing in mind across 
every functional area.”

The point about product design is worth reiterating. You may have a 
great product but it may still work best as a one-off purchase, unless 
you build a service around it that offers continual improvement to the 
subscriber. Customers can still buy a perpetual licence for Microsoft 
Office but they can also subscribe, which guarantees access to the same 
software, automatic upgrades and 24/7 technical support. One of the 
most critical issues is being brutally clear what you need to do to your 
product to make someone subscribe. That sounds crushingly obvious 
but it’s amazing how many companies, in love with their own product, 
think all they need to do is get it out there.

Where it can go wrong

Like any business model, the subscription economy comes with risks 
attached. Cyber security, bad payments and IT failures are three of the 
most obvious. Software giant Adobe’s switch to a SaaS model in 2012 
with its Creative Cloud suite has been widely hailed as reinventing the 
business but it has not been plain sailing. Many users had reservations 
about the switch from the start, complaining that they would rather  
buy a perpetual licence than pay $50 a month to use Creative Cloud 
indefinitely. A one-day outage in May 2014, followed by equivocation as 
to whether customers would be compensated, alienated a minority of 
users who felt that, far from liberating them, Adobe’s brand of SaaS  
had taken them captive. The company’s frequent troubles with hackers 
– who have stolen the source code to Photoshop – hasn’t helped 
customer relations either. Adobe is partly a victim of its own success: 
subscribers in the design and publishing sectors do not feel in control 
because they are so few viable alternatives but the decision not to sell a 
perpetual licence still rankles with many users.

Paying too much to acquire new subscribers either in terms of 
promotional spend or “freemium” offers is a common error, especially 
when companies start out. Firms also need to think through the 
disruptive effect of their subscription model on channel partners and 
resellers, perhaps reconfiguring incentives and rewards, and ensure that 
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they don’t underestimate the investment and resource required to 
manage a very different kind of customer relationship. Executives may 
remind themselves that they are selling a customer experience, more 
than a product or service, but they need to create the infrastructure to 
support that. As one industry consultant says: “Too many companies 
only focus on the customer experience when a subscriber signs up and 
when the renewal date approaches.”

Many subscription businesses plateau after a year or two. Industry 
analyst Robert Skrob attributes this tendency to four principal factors: a 
dull product, a failure to understand – or identify – the target customer, 
a lack of emotional connection with subscribers or bad marketing (he 
cites the example of a company with a high churn rate, which prided 
itself on its sustainable products but didn’t explain to subscribers why 
they were environmentally friendly). 

Many companies, Baxter says, don’t make the most out of onboarding 
subscribers: “Ideally you want to do three things. Reinforce the wisdom 
of their decision, give them some value right away and tell them how to 
get the most value out of what they’ve already paid for.”

Even a previously successful subscription model is not indestructible, 
as Rolls-Royce has found to its cost. The company launched its “power 
by the hour” scheme, which offered a complete Viper engine and 
accessory replacement service on a fixed-cost-per-flying-hour basis, 
back in 1962. In good times, that model seemed like a win/win/win for 
the company, airlines and investors but in 2020, when the pandemic 
struck, the flying hours for Rolls-Royce’s largest engines fell by 55%. 
Some airlines asked to delay or reschedule their contracted payments 
for minimal flying hours. As civil aerospace accounts for half of the 
group’s revenues, investors were disappointed, but not surprised, when 
it reported a £4bn loss for 2020.

Play the long game

Leaving such Black Swan events as Covid-19 aside, the greatest threat 
facing companies adopting this model is the transition from regular, 
high-priced, one-off transactions to regular, but much cheaper, 
subscriptions. Daniel McCarthy, assistant professor of marketing at 
Atlanta’s Emory University, sums up the perils succinctly: “If you want 
to make this happen, and keep your job, you need to be able to show 
long-term value even if, temporarily, it’s not going to look like that.”

A downturn in revenue, accompanied by higher customer acquisition 
costs, will alarm some investors. Companies need to set up the 
expectation that revenues will dip (in the industry, the point at which 
they fall below operating costs is known as “swallowing the fish”), 
define over what timeframe they see the revenues returning and 
understand the implications for their working capital. 
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Many industry analysts liken the transition to a J-curve. What 
businesses need to do in this perilous period, McCarthy says, is use the 
data generated by the model to create a customer-based report card 
with metrics that point to long-term success even as revenues are 
lagging. Measuring engagement, usage and churn can reassure investors 
if these metrics are moving in the right direction. 

Falling revenues and profits should, when the offering succeeds online, 
become a steep upward trajectory. That can take time – between the 
first quarter of 2012, when Adobe shifted to a SaaS model, and the last 
quarter of 2013, its net income plummeted by 64%. That was the low 
point: by the end of 2016, net income had increased five-fold. Where 
many corporate transformations fail is that management, lacking the 
nerve to ride the J-curve, pull out too soon, losing both the cost of the 
investment and future returns. 

The existential risk the subscription economy poses for many companies 
is that they, to use Tzuo’s words, “get Ubered”. Even before the 
pandemic, the dynamics of competition had changed, as one consultant 
puts it: “In times gone by, you could survive as an ‘inertia-based 
enterprise’, relying on product, distribution and marketing to grow your 
revenues. That kind of growth – especially in a period of economic 
uncertainty – is unlikely to satisfy investors now, especially when you 
compare it to the kind of growth enjoyed by the likes of Amazon, Apple, 
Facebook and Google. If you look at the FMCG market in the past few 
years, all the market growth has gone to the new entrants, the disruptive 
innovators, many of which are subscription businesses.”

Chief executives may console themselves that their business – and their 
market – is immune to the subscription model. Yet ultimately, as Baxter 
says, in principle, the subscription model can be applied to “any 
business that depends on repeat business from customers who could 
buy from someone else”. A definition which, when you think about it, 
even encompasses nuclear submarines.
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“Our mission is simple,” Jim Umpleby, 
Caterpillar’s 63-year-old chief executive, likes 
to say. “We want our customers to be more 
successful using our machines than they 

would be using our competitors.” Trying to fulfil that mission has 
led the world-leading supplier of construction and mining 
equipment to reinvent itself. Five years ago, after a thorough 
review of its enterprise strategy, the company launched a 
concept it calls “Smart Iron”. The ultimate goal is that every 
machine, engine, truck, tablet, light tower, smart device and 
drone will share data on one common technology platform so 
that it can be analysed and, Umpleby says, “transformed into 
recommended actions and insights that help customers make 
better, more informed decisions. All of this will save our 
customers time, resources and money.”

That plan has not been fully realised – more than one million of 
the world’s four million Caterpillar machines are connected – but 
through its Cat Connect technology service it is using hardware 
and software to reduce operating costs, helping customers use 
less fuel, move material faster and, with predictive analytics, 
manage maintenance requirements. The latter is especially 
crucial in the mining sector where a breakdown can cost around 
$90,000 (£64,000) a day. As Umpleby says: “Avoiding 
unintended downtime drives a lot of value for our customers.”

Caterpillar’s machines are not cheap – the 797g haul truck costs 
around $5m – and, since 2017, it has invested heavily in its rental 
service, entering a global market worth at least £65bn. Before 
the pandemic, the company’s rental revenue was increasing by 
around 20% a year, much faster than the construction equipment 
rental market as a whole, which is forecast to achieve a CAGR of 
4.8% between now and 2025.
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Over the past 10-15 years, construction and mining companies 
have been moving from ownership to a model which Kurt Norris, 
Caterpillar’s director of global rental and used equipment 
services, calls “usership”. His figures suggest that in the US, 
Japan, UK and South Korea, more than half of new construction 
machinery is now rented. 

“Customers are trying to control capital spending,” he says. “If 
they get a deal, and they don’t have enough equipment, they’ll 
rent. They also want to supplement their core fleet with the 
latest technology and equipment. They can rent it, and if they 
like it, maybe make a decision to purchase further down the 
road,” Norris says.

To facilitate this, the company offers Customer Value 
Agreements. For a monthly fee, users get the option to rent or 
buy machines, equipment protection, planned maintenance and 
digital services, including software to analyse performance and 
usage, which can help extend component life and reduce fuel 
injection costs.

As Norris has admitted, Caterpillar had some ground to make  
up: “Rental is a healthy industry, a growing industry, and our 
results in this business were not meeting our expectations. We 
needed to be much more effective in this area.” The shift to 
rental has entailed some changes in the relationship between 
the business and its 1,429 dealers, which have opened up stores 
specifically to cater for this segment. Dealer performance is  
now measured using metrics from the rental industry rather than 
from manufacturing.

Digital technology is increasingly integral to Caterpillar as a 
group and to its rental business. The company has partnered 
with software developers such as Trimble, set up an in-house 
digital and analytics team in Chicago and, in spring 2019, it 
launched a new service making it more convenient for users to 
manage their equipment – and interact with Caterpillar – from 
their smartphones.

Caterpillar has been using telematics since the 1990s but chief 
digital officer Ogi Redzic says the ubiquity of the smartphone 
has raised customer expectations: “If you wouldn’t tolerate a  
bad solution as a consumer, you certainly wouldn’t as a B2B 
customer. Customers expect the same level of digital 
sophistication in their business lives as in their personal lives. 
You need to be ready for their expectations of simplicity of use 
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and good performance.” The need to improve digital services 
(by, for example, assessing the potential of 5G) and develop 
automation (Caterpillar launched its first autonomous mining 
truck in 1996) is reflected in the group’s commitment to invest 
more than $2bn a year in R&D.

Has Caterpillar’s new enterprise strategy worked? In 2020, the 
group’s construction revenues fell by 25% to $16.9bn, largely 
due to the pandemic, but in the first quarter of this year, the 
division bounced back: with sales up 27%, profits up 62% and a 
healthy margin of around 34%. Caterpillar’s investments in the 
subscription model, rental services and digital technology are 
likely to have a cumulative transformational impact in the 
medium to long term. The more data the company collects, the 
better equipped it is to forecast demand more accurately, 
manage inventory more efficiently and develop products that 
are more closely aligned with customer needs. The more data it 
shares with customers, the better equipped they will be to 
manage their construction projects.

When Caterpillar was founded in 1925 – through the merger of 
Holt Manufacturing and CL Best Tractors – its business was 
heavy metal: its entire product range consisted of five tractors. 
But with more hefty investments in “Smart Iron” to come, 
Caterpillar could look as much like a SaaS business as an 
equipment manufacturer when it celebrates its centenary four 
years from now.
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