HOW US DEALERS CAN
SURVIVE THE COMING
DOWNTURN IN AUTO RETAIL

By Lara Koslow, Emily Kos, Justin Rose, and Tyler Barrack

P ROPELLED BY THE LONGEST economic
expansion in the country’s history, the
US automotive industry has enjoyed an
extended run of strong results. But the
industry faces substantial challenges.
Converging trends on the financial, custom-
er, and competitive fronts are likely to
make business more difficult and less
profitable in the next two to five years.!

For dealers, the challenges are acute. They
face ongoing declines in the sales margins
of new and used vehicles, price-savvy cus-
tomers who are increasingly shopping on-
line, and growing competitive threats from
players that are attacking critical elements
of the value chain.

In addition, evidence points to an impend-
ing economic downturn in the United
States. In a recent article, BCG projected a
downturn that could see sales of new vehi-
cles fall by 9% to 15% by 2021. A decline of
this magnitude would materially reduce
profits for both manufacturers and deal-
ers—and ultimately threaten the survival
of many of the latter.

Given these challenges, it is vital that US
auto dealers take action—now—to prepare.

A Storm Is Brewing

Auto retail has experienced many changes
in the industry’s operating environment
and business model, changes that will only
accelerate in the coming years.

To begin with, today’s customers arrive at
dealerships much better informed about
vehicle features and prices, with online
price comparison tools and websites such
as TrueCar and CarGurus increasingly driv-
ing price transparency. They also arrive
with a stronger sense of the model they’ll
buy. According to BCG’s Center for Custom-
er Insight, 62% of customers who bought a
car within the past two years had deter-
mined what make and model they were go-
ing to buy before arriving at the dealer-
ship; within that group, 81% had
determined (within $1,000) what price they
were willing to pay. Buyers also increasing-
ly begin the purchase process online and
want the fast, seamless, omnichannel


https://www.bcg.com/publications/2019/automotive-downturn-coming-time-to-prepare.aspx

EXHIBIT 1 | Car Sales’ Contribution to Dealer Profits Is Shrinking

experience offered by top online retailers
such as Amazon.

This increased price transparency and con-
sumer sophistication, combined with the
rising popularity of alternative transporta-
tion models such as ridesharing, is putting
pressure on vehicle sales margins. And that
pressure is being exacerbated by the large
number of vehicles—more than 4 million,
the highest number in over a decade—
coming off lease in 2019. The last time the
number of vehicles coming off lease was
near this level, residual losses were approx-
imately $2 billion.

These factors are forcing dealers to rely
more heavily on financial products and
parts and service to maintain their profit
margins. The numbers are telling: collec-
tively, five large publicly traded dealer
groups (Asbury Automotive Group, Auto-
Nation, Group 1 Automotive, Lithia Motors,
and Sonic Automotive) saw the portion of
their margin coming from vehicle sales fall
13 percentage points, and the portions
from finance and parts and service rise 9
percentage points and 4 percentage points,
respectively, between 2006 and 2018. (See
Exhibit 1.)

Dealers are also facing threats from players
such as Carvana and Fair that are looking
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to disrupt the value chain and steer cus-
tomers away from brick-and-mortar dealer-
ships. Even the OEMs themselves are hedg-
ing their bets and testing the waters with
pilots and investments in disruptive play-
ers. Examples include Ford’s acquisition of
the car subscription company Canvas,
which Ford subsequently sold to Fair while
retaining an ownership stake, and Daim-
ler’s investments in car sharing players
such as Turo and car2go.

All of these changes are converging just as
the industry faces a potential slowdown in
US economic growth, one that could bring
(as noted earlier) a drop in new-vehicle
sales of 9% to 15% by 2021. A sales de-
crease of this magnitude would weigh
heavily on the entire auto industry but take
a particularly heavy toll on dealers—the
average dealership could see its net income
fall by 25% to 40%, a decrease large enough
to force many dealerships to close. (See Ex-
hibit 2.) Taken together, these trends create
a perfect storm for automotive retail.

Preparation Should Begin Today

Although dealership closures in the im-
pending downturn likely won’t be as nu-
merous as they were in the 2008 Great Re-
cession, some closures are inevitable. (See
the sidebar, “How Dealers Weathered the
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Sources: 10K filings from Asbury Automotive Group, AutoNation, Group 1 Automotive, Lithia Motors, and Sonic Automotive; BCG analysis.
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EXHIBIT 2 | Decreases in New-Vehicle Sales Bring Even Bigger Decreases in Dealer Net Income

IMPACT OF NEW-VEHICLE SALES DECLINES

Net income ($thousands)
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Sources: National Automobile Dealers Association data; BCG analysis.
Note: On the basis of historical data for sales during downturns, we assume that declines of x% in new-vehicle sales are accompanied by
declines of 1/2x% in used-vehicle sales.

Great Recession.”) To maximize their odds
of survival, individual dealers must do
three things: create a plan for weathering
the downturn, build downturn-ready prac-
tices, and play to win. (See Exhibit 3.)

CREATE A DOWNTURN PLAN
To create an effective plan, dealers should
focus on the following;:

e Applying Lessons from the Last
Downturn to Today’s Context. Dealers
with multiple locations should do
retrospective analysis on the sales and
profitability performance of their
dealerships in the last downturn to
identify where the greatest opportuni-
ties and risks reside. These insights can
help them develop a proactive plan and
investment strategy for the downturn.

e Identifying Attractive M&A Targets
in Advance. Dealers should proactively
identify acquisition candidates that
would enhance their capabilities,
geographic footprint, or brand or
segment mix. This will allow them to
move quickly when prices decline.

A%

10% decline in
new-vehicle sales

| —1

15% decline in
new-vehicle sales

e Teaming Up with Manufacturers and
Financing Partners. Dealer groups
should work with OEMs to create a
shared view of incentive programs that
could help moderate the downturn’s
financial impact. They should work with
financing partners to plan for shifting
customer credit profiles—in particular,
the likelihood of rising defaults.

BUILD DOWNTURN-READY
BUSINESS PRACTICES

The efficiency of management and sales
teams and business practices will become
increasingly important in a downturn, when
resources are constrained. To foster efficien-
cy, dealers should focus on the following:

e Optimizing Costs and Spending.
Evaluate cost levels by benchmarking
against best-in-network dealers and
industry peer groups (for example, the
NCM 20 Groups). Sales, general, and
administrative costs, especially, are
often ripe for savings through aggrega-
tion or automation of back-office
functions, sharing of service and
maintenance labor across dealerships,
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HOW DEALERS WEATHERED THE GREAT RECESSION

The Great Recession of 2008 battered
the US automotive industry and culmi-
nated in the government bailouts and
bankruptcy filings of GM and Chrysler.
Demand for vehicles plummeted;
automakers responded by curtailing
production and closing dealerships.
Production in 2009 was 44% lower than
in 2006, the steepest decline the indus-
try had seen in 70 years. The number of
domestic light-vehicle dealerships fell
20% from the end of 2006 through 2011.
GM closed 35% of its dealerships,
Chrysler 40%, and Ford nearly 20%.

Dealers that weathered the Great
Recession relatively well took action on
three fronts. They renewed their focus on
high-margin departments, such as

and the realization of potential syner-
gies from acquisitions.

Marketing budgets are often targeted
for spending reductions in a downturn;
however, we caution against indiscrimi-
nate cuts. Dealers should instead
consider changing their media mix, with
an eye toward increasing the effective-
ness of their current spending. Invest-
ments in digital capabilities can be
particularly rewarding, but getting the
most out of an investment in digital is
challenging. Marketing teams must
build an ongoing test-and-learn capabil-
ity; they must form hypotheses on
opportunities, create pilots to test those
hypotheses, and facilitate the scaling
and rollout of successful pilots. But the
rewards for getting digital right can
more than compensate for the effort:
we have seen increases of 15% to 30% in
cost efficiency and 20% to 50% in the
effectiveness of dollars spent.

Optimizing Inventory. Dealer groups
should redouble efforts with OEMs to
bring in the fastest-turning new vehicles
and free up capital for advantaged

used-car sales and parts and service.
They aggressively cut costs, in part by
making significant reductions in head-
count. (Employment at dealerships fell
16% between 2005 and 2010.) And they
strategically pursued M&A, taking
advantage of low multiples on attractive
acquisition or partnership targets. (The
ratio of enterprise value to earnings
before interest and taxes, or EV/EBIT, for
a number of large public dealership
groups stood nearly 15% lower at the
end of 2008 than in the middle of 2007.)

inventory. Best-in-class retailers are
using increasingly detailed market
intelligence built on big data and
advanced analytics to better match
inventory to demand. Dealers should
learn from these examples and double
down on inventory optimization plans
across their network. On the used-
vehicle front, dealers must ruthlessly
offload slow-turning units through the
wholesale channel to ensure that
sufficient working capital is on hand for
new-vehicle floorplan financing.

e Pushing High-Margin Products and
Services. During the Great Recession,
dealers made a material change in how
they drove profits, leaning increasingly
on high-margin products and services
such as finance, insurance, vehicle
servicing, and parts and accessories.
Succeeding in the next downturn will
require even greater focus on these
revenue streams.

To this end, dealers should consider
developing strategies to encourage
customers to turn to dealers, rather
than nondealer providers, for vehicle
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EXHIBIT 3 | Downturn Preparation Should Begin Now

CREATE A
DOWNTURN PLAN

Know your context
Identify M&A targets
Coordinate plans with
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partners

Source: BCG analysis.

A

BUILD DOWNTURN-READY PRACTICES

Push Use data
to increase

Optimize
costs and
spending

high-margin
products
and services

Optimize
inventory
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maintenance services. Dealers could use
white-label aftermarket parts to lower
prices, and create price transparency on
services to fight the perception that
nonwarranty dealer service is expen-
sive. Dealers can emphasize customer
segments in which they already have a
toehold—a BCG study showed that in
some luxury segments, more than 80%
of owners thought dealer and nondeal-
er services were comparably priced.

Collecting, Segmenting, and Using
Data to Increase Sales and Profits.
Being more systematic about the
collection and use of data to customize
pricing, incentives, and recommenda-
tions for vehicle models and options
can boost sales and protect margins.
Dealers can use data to determine
which customer segments will be the
least price-sensitive and to understand
what motivates customers to buy a new
car, buy a used one, or defer the
purchase decision during a downturn.
Using this information, dealers can
design segment-specific offers that
maximize price realization and volume.
To complement this segmentation,
dealers should develop digital tools
(including software and apps) that give
salespeople the ability to make real-
time, high-quality decisions on the

and profits

PLAY TO WIN

Seize M&A

opportunities; sell
underperforming
dealers

Modernize
the sales
process

Consider alternative
store formats

Forge stronger ties
with OEMs

products and incentives they need to
offer to close deals at maximum profit.

Modernizing the Sales Process.
Creating an omnichannel buying
experience that allows customers to
shop at home and makes their queries
accessible to the dealer’s sales teams
will enhance the shopping experience
and reduce dealers’ staffing levels.
Enabling such a seamless experience
requires an investment in digital
capabilities. But our experience sug-
gests that the payoff can be stronger
brand loyalty and a substantial reduc-
tion—in some cases as much as 25%—
in salesperson time per transaction.

Building Leaner, More Flexible Sales
and Management Teams. To fully
leverage their investments in optimized
processes, dealers must reorganize their
sales and management teams (for
example, by consolidating administra-
tive roles) so that they are sufficiently
lean. In parallel, dealers can test
incentive structures that reward
salespeople for providing excellent
customer experiences rather than
meeting sales targets—a change that
many large dealer groups have found
leads to improved sales and lower costs.
Some dealer groups also find it worth-
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while to create “SWAT teams” that help
spread best practices across their
networks.

PLAY TO WIN

Although it may be tempting to hunker
down and focus on defense, downturns can
present critical opportunities to play of-
fense. Prudent cost cutting and the sale or
closing of underperforming dealerships in
advance of a downturn can provide the
necessary cash reserve. Some of the best
uses of cash will likely be M&A (as men-
tioned earlier), support for effective M&A
execution, and the design of alternative
store formats.

M&A execution should emphasize the real-
ization of synergies. BCG’s cross-industry
retail experience suggests that an effective
postmerger integration program can, for
example, lower sales, general, and adminis-
trative costs by an average of 15%.

Large dealer groups that serve dense urban
areas should consider alternative store for-
mats. In particular, they should explore
smaller storefronts that serve primarily as
structures for educating customers and fa-
cilitating the completion of sales. These

About the Authors

stores could be complemented with a few
large, centralized inventory lots in less ex-
pensive locations.

Finally, although we have focused mainly
on opportunities within dealerships, we be-
lieve that, in a downturn, dealers and
OEMs alike should seek opportunities to
reset the dealer-OEM relationship. Deeper
collaboration across inventory and data
management, vehicle incentives, and the
customer experience could become a
source of competitive advantage for an au-
tomaker in the face of overall industry
disruption.

SIGNIFICANT NEAR-TERM CHALLENGES
are at hand for the US automotive retail
industry, and not all dealers will survive.
But by taking action now, dealers can maxi-
mize their chances of success and position
themselves for growth over the longer term.

NOTE

1. An upcoming BCG article will examine the
longer-term challenges facing the automotive
industry, including accelerated demand for shared
autonomous electric vehicles.
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through leading-edge management consulting along with technology and design, corporate and digital
ventures—and business purpose. We work in a uniquely collaborative model across the firm and through-
out all levels of the client organization, generating results that allow our clients to thrive.
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