Calif. car dealer opts for “lean” sales process to boost profits, CSI

What’s wrong with this picture?
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The graph depicts a phenomenon that is nearly unique to franchised car dealers.  As total gross profits rose steadily from 2001 through 2007, total dealership expenses moved in lockstep.  As a result, dealership net profits, the space between the two lines on the graph, remained essentially constant.  On closer inspection it’s clear that dealership net income has actually declined slightly, despite the increase in gross.
That’s not how it’s supposed to be.  In other industries, the enterprise reaches a breakeven point and the lines begin to diverge.  The expense line flattens out, while gross profits and net profits climb.  What’s different about dealerships?  Why is it that the NADA figures show net income declining as dealerships become “more successful,” as measured by increased gross profits?
While some of the added expenses undoubtedly reflect higher rent factors due to facility upgrades, the answer, obviously, is in the traditional dealership’s cost structure, specifically in the way most car dealers pay their productive employees, the sales consultants and sales managers.  The solution lies in creating a different model for selling cars and for compensating salespeople.

Toyota Sunnyvale

A question that has been nagging at Car Dealer Insider for the last couple of years is:  Why is it that some dealerships are consistently profitable even when business slows, while others quickly drop into the red when sales trend down?  Observation and anecdotal evidence indicates that the consistently profitable stores have done an excellent job of controlling and even fixing their per unit selling costs.  They have accomplished this feat by converting their largest expense, personnel, from a variable cost to a fixed cost, or at least a semi-fixed cost.
Toyota Sunnyvale is a case in point.  Located in the heart of Silicon Valley, Toyota Sunnyvale was acquired by the current owners in 2003.   In the last five years, the store has increased its sales volume from about 120 units per month to 550 units today.  But while unit sales are 4.6 times higher today than in 2003, the dealership’s net income has increased even faster.  That’s due to the sales process used by the dealership and its approach to paying the sales staff.
Dealership president, Adam Simms, uses what is known as the Value Creation method to organize his store’s vehicle sales efforts.  Value Creation Selling embraces a limited negotiation sales process, what Adam refers to as Everyday Fair Pricing, in which managers set vehicle prices close to the actual transaction price and sales consultants have only very limited room for negotiation – one drop approved by a manager.  Instead, they have to sell “value,” the vehicle’s features and benefits, not the price.

Lower per-unit sales costs

Because the emphasis is shifted away from chasing gross profits and toward higher volume, the sales consultants get paid for selling units rather than the standard percentage of the gross pay plans.  A typical sales pay plan under this model provides the salesperson with a small base salary (typically $1500/month) and a fixed per-unit-delivered fee. The fee is on an escalating scale that rises as more units are delivered.  
The average salesperson at Toyota Sunnyvale delivers 15 units/month.  

The system has proven to be the proverbial win-win situation for the dealership.  Sales consultants like it, as evidenced by the minimal turnover among the mostly college educated staff.  Customers like it, as evidenced by the store’s high sales CSI scores.  And the dealership owners like it because sales compensation is running a few percentage points below the 20 percent to 25 percent of gross profits at traditional dealerships.  Net income, therefore, is dramatically higher using the Value Creation model.
Advantages over old model

None of this surprises the architect of the program, trainer and consultant Mark Rikess, president of The Rikess Group (www.rikessgroup.com).  Mark has been arguing in favor of a different sales approach for dealerships for at least fifteen years.  He sees three problems with the standard percent-of-the-gross sales pay plan:  (1) Dealers end up paying the highest commissions for the easiest vehicles to sell; (2) The proliferation of so-called mini-deals in today’s market saps the enthusiasm from salespeople; (3) Full commission pay plans, the reliance on negotiation skills, and command and control desk management makes it difficult to recruit high quality people into dealership sales.
The Value Creation sales process, as practiced by stores like Toyota Sunnyvale, allows for a faster transaction (two hours vs. four hours in a traditional dealership); a less complicated sales process; a more equitable result for the customer, sales consultant, and dealer; and an opportunity for the sales consultant to have more control over the results.

An added benefit of this approach is that it requires fewer sales managers (no desk manager), reducing overall dealership expenses even further.  In some stores, the managers are trained to perform different functions, including F & I.  That eliminates yet another layer of management and expense.
Systems like Value Creation Selling rely heavily on managers to make them work.  Managers not only oversee the process and work to develop the skills of the sales consultants, they also are fully accountable for pricing the vehicle inventory properly so as to maximize sales volume without impairing overall gross profits.  When executed properly, Value Creation results in higher total gross profits for the sales departments, lower selling costs as a percentage of the gross, higher individual incomes for the sales staff, and higher net profits for the store’s owners.
Applications in fixed operations

In this way, Value Creation Selling has much in common with other new approaches to dealership management covered by Car Dealer Insider.   The lean production methods being tested in dealership body shops and service departments also strive to reduce per-unit production costs while driving more revenue through the shops.  The results tend to be similar when the process is done right: technicians, body men, and painters earn as much or more on the innovative pay plans; customers are happier because their vehicles get fixed right the first time; and the dealers reap the benefits of higher returns on their investment.
Although these new approaches to selling and repairing cars have been relatively slow to catch on among the country’s franchised dealers, they are, nonetheless, the wave of the future in auto retailing.  Customers are becoming increasingly sophisticated in their knowledge and expectations of dealerships, potential employees are looking for something better than the old way of doing business, and dealership owners need to find ways to change their cost structures.  Other big ticket retailers have already made the switch, much to their own benefit.
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