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Managing a new car Service Department while producing a 
20% Net to Gross Profit ratio is not a simple task. This article 
will outline one (of about 14) key ingredients that must be in
place to truly maximize net profits.

1.  Customer Pay Effective Labor Rate Daily Management

First, let’s cover the basics. The Effective Labor Rate (ELR) is defined as “Labor sales dollars collected
from the customer divided by the flat rate hours (not clock hours) paid to the technician to get the
work/repair done.”

In many service departments around the country it is common to find the customer pay effective labor
rate below the stated/door rate by $9.00 to $16.00 and in many cases $20.00 or more below!
The main causes are:  
• Service consultants discounting labor dollars to compensate for incorrect repair estimates.
• Technicians lobbying/negotiating with new or low skilled service consultants for more flat rate time 

AFTER the customer repair estimate has been presented and agreed upon by the customer.
• Service consultants letting customers redeem expired discount coupons that reduce labor dollars 

by 10 to 15 percent.  
• Service managers feeling the market pricing pressures from the nearby service providers, therefore 

discounting labor dollars without adjusting flat rate hours paid to the technicians.
• NO effective labor rate monitoring or control system in place for improving ELR.

If , in the course of doing business with a new car dealership, we were to ask the dealer, office manager 
or service manager, “What is your current customer pay effective labor rate?” You will get somewhere
between a “deer in the headlights” look to “It is exactly $72.82 this month.” A lot of service managers can
tell you what the number is, but 95 percent of the time NO ONE can tell you what the formula is or how 
to manage or improve ELR by $9.50 (or more) over the next 30 days.

Effective Labor Rate is one of the most powerful yet allusive business management equations in the 
service department today.
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For more than two decades now, retail businesses have had computer 
systems that measure sales rates, inventory levels, profits and returns on
investment. These systems allow the retailer to optimize their inventory
levels and mixes, to ensure the very highest possible profit levels given 
the constraints: limited shelf and display space, aging or seasonality of
inventory items, limited financial resources, and merchandising capabilities.
Big-box retailers have grown profitability through the maximization of
these systems, and adherence to the principles that drive them.

Why hasn’t the car automotive industry had such systems in the past? 
It surely isn’t because the automotive industry is small, unless you 
consider more than one-half trillion dollars small. It surely isn’t because it’s
a simplistic problem, unworthy of the application of science and 
computer algorithms.  

In fact the opposite is true – even today. Dealers find optimal inventory
management complicated and confusing. And to boot, the tens of thou-
sands of dollars they spend on their dealer management systems (DMS)
generally do not address the problem properly. They try to throw a few
simplistic reports at a complex and evolving need. Most would term the
DMS supplier’s attempts to address this need for vehicle sales business
intelligence as woefully inadequate.

So what’s a dealer to do? Get an Inventory Management System (IMS) to
sit on top of their DMS! There are many systems available today.

Inventory Management Systems have been developed to address these
gaps between functionality and reality, and are sold by several companies.
They vary widely in cost, complexity, functionality, and usability. Any 
modern IMS will be web-based (accessible via the world wide web), and
will pull the information from the DMS daily. The advantage of web-based
systems is that they eliminate the need for software or hardware in the
dealership (and the configuration and maintenance headaches that go with
those things), they allow instant version updates by the vendor, thereby
improving the system, and the system is available to all users from any
computer connected to the internet.

These management systems pull a dealer’s current inventory and past
sales history. Then, they offer reports and analyses that help the dealer
understand the optimal inventory mix for their dealership. They also guide
buy and sell decisions, and new vehicle swapping and ordering decisions.
They also help track appraisals and appraisers.

Most of IMS systems have three major areas of functionality:

• Ideal Inventory model and buy/sell lists. The system continuously builds 
the ideal inventory mix, examines profitability, days to turn and other 
important factors and compares this information to current inventory to
help dealers make clear buy and sell decisions. The system provides 
the dealer a tool to help in getting closer to that ideal mix, and then 
measures how well the dealership adheres to it. Maximum profitability 
and inventory turn (reduced aging) are the result of managing this well.

• Valuation tools. Many of these tools provide auction-type value lists 
that show what dealers own the same cars for, what they are trading 
them for, and what they are buying them for. This can be used to 
supplement the appraisal process.

• Buy and sell with other dealers. The ability to search for cars at another 
dealership helps in many instances. From helping sister dealerships 
work together to sell, to limiting the time it takes to locate a car for a 
buyer, this is a valuable tool. Why? Because it ensures the right cars are 
on the ground at the right dealerships. The right cars in the right place 
sell like crazy, but the right cars in the wrong place age.  

Whichever system you decide to try, evaluate cost, functionality and ease
of use to determine the best fit. The K.I.S.S. (keep it simple silly) principle
is king here, as a complicated system will not be adopted by key used car
managers. The value of a frequently used IMS could be tens of thousands
of dollars per month in gross profit for the new and used car departments.
Another benefit is lower sales staff turnover. Why would a salesperson
leave a dealership if they have high inventory turns, fresh, high grossing
cars readily available to sell, all the time? There are many other benefits,
but to see them in action, you’ll have to give an IMS a try!

Tiger Shaw is COO and co-founder of DealerWire, a 5 year old IMS with
nearly 1,000 people using it today. DealerWire allows dealers to actually
test the system with their data on it, before they decide to enroll. This
allows for the ultimate test drive, resulting in no miscommunication as to
what they system can and can’t do. DealerWire has a modest installation,
training and support fee, and then costs $399 per month for the used 
car department, and $199 per month for the new car department, with 
no contract term. Tiger can be reached at tshaw@dealerwire.com or 
603-298-7450 x 102. 
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Let’s face it. Dealer showrooms are
expensive to build. The more substantial
and glitzy, the more it costs to build
them. Fortunately, there’s a way to 

accelerate depreciation and recoup the
initial cash outlay.

No matter how much a dealership costs to
build, if it is somewhat new (although properties

that are older and acquired later may also benefit), there’s often a chance
to create almost instant tax savings. An accounting technique called cost
segregation, allows dealers to realize substantial tax savings on the cost 
of building a dealership, and in simplest terms, increases cash flow.

The benefits of a cost segregation study include:
1. Increased current cash flow through accelerated tax depreciation 

of structure-related costs.
2. Permanent net present value savings on tax depreciation that 

may be significant.
3. Independent third-party analysis that will withstand Internal 

Revenue Service scrutiny. 

What Projects Qualify? 
Any structure used in a business activity is eligible for the benefits of
cost segregation. The Auto Driving Force Consulting Group members
have performed these studies for more than 12 dealerships to date, 
so we have a unique understanding of these issues as they pertain to
auto dealers. 

When and How Should a Study Be Done?
The optimal time to complete a study is for the year the building or
improvements are placed in service. However, a study can be performed

anytime after that. A simplified process introduced in 1999, allows us to
easily go back and claim accelerated depreciation on assets acquired 
fifteen years ago or more. We can do this without amending prior year’s
tax returns.

What’s Involved?
Cost segregation studies examine the various components of a commercial
project to determine applicable depreciation rates. For example, real 
property is generally depreciated over 39 years (commercial) or 27.5 years
(residential), but certain equipment, security systems, mechanical and 
electrical systems, plumbing, and other items may qualify for depreciation
over 5 or 7 years as tangible personal property. Land improvements may 
be depreciated over a 15-year period. By segregating out each classification
of cost, we can gain the tax benefit of the accelerated portion of the 
depreciation. This means you don’t have to wait a full 39 years to realize
your tax benefit!

How Much Can I Save?
At least five cents (and up to 20 cents) for every dollar spent on new 
construction or a purchased building can be recouped through a cost 
segregation study. The following cash benefit analysis provides an 
idea of the cash benefits involved.

Complimentary Analysis/Offer
We enjoy working with auto dealers to help them achieve their business
goals. We will analyze your property on a complimentary basis to ensure
the dealership would derive real tax benefits from a cost segregation
study. There are many important factors to consider beyond the ability 
to actually use a cost segregation study, including selling the business,
wealth transfer and other tax implications. Please give your Auto Driving
Force Consulting Group member a call for more information.
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How to Improve Effective Labor Rate

• Move service department pricing and estimating into the 21st Century 
by NOT quoting flat rate hours, labor dollars, and parts dollars to repair
the car.

• Instead switch to “One Price Selling” by giving the customer a total 
of parts and labor to do the service/repair.

• Install several ELR improvement systems in the service department.
– A multi level labor pricing system that will charge a small amount of 

labor dollars more without adding more technician flat rate hours 
to the service/repair price.

– Monitor the Dealer Management System Exceptions Report for 
discounting by each service consultant.

– Meet one-on-one with worst service consultant offender (with 
repair order examples) showing labor discounts.

– Adjust flat rate time on highly discounted service work to off set 
the labor discounts.

– Add $1.50 to $2.50 to several highly discounted services and see 
what a big jump in ELR you get.

I have only touched the surface of this very complex ELR net profit loss
issue. To see the detrimental effect of Low ELR use the following formula
for one of your new car dealer accounts.

 _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ # of Customer Pay Flat Rate Hours 
(average month)

x  _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ Difference between last full month ELR and
Current Stated/Door Rate

= _______________________________________________________________________ “Left-On-The-Table” dollars for one month

x _______________________________________________________________________ Months in one year

= _______________________________________________________________________ LOTT Net Profit Dollars for one year

x _______________________________________________________________________ How many years has this problem
existed in their service department

= _______________________________________________________________________ You are now getting the picture
for the severity of this problem

To learn more about these and other profit enhancing tools,
contact your Auto Driving Force Consulting Group member
today. We will be happy to discuss your unique situation and
introduce you to The KEEPS Corporation.
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Visit Booth 1661 at the NADA 2006 Convention

& Exposition and roll the dice for a chance to ride away on

a brand new Harley-Davidson Motorcycle. Just roll the dice,

spell the word H-A-R-L-E-Y and you win! Please see

official contest rules. Prize value is $19,000. 

No purchase necessary. Restrictions & rules apply.  


