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Maximizing Profits in“¥our F&!

Department Through Reinsurance

By Brad Stanek, Financial Advisor, CFP® and Paulina
Matel, Financial Advisor, CFP®

It is no secret that these are challenging times for powersports dealers. The Fed’s high interest rate policy has
raised floor plan costs and curtailments for dealers. It has raised gas prices and inflation for consumers, including
your customers. Meanwhile, the historically low unemployment rate means you must pay more than ever to attract
and retain good employees. These factors are clearly depressing dealership valuations. But despite these
headwinds, there are still plenty of opportunities for savvy dealers. Take reinsurance, one of the most overlooked
and often misunderstood strategies for dealership growth and wealth accumulation.

Key Takeaways

e Savvy dealers are utilizing reinsurance to do more than protect against loss ratios.

e A good F&l department returns 80% to the bottom line as opposed to traditional margins of 5% to
15% on sales, service, and parts.

e A strong F&I department can smooth out volatility due to the economy and interest rates.

o A well-implemented reinsurance strategy can be an engine for your dealership’s growth and a
substantial retirement asset.
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What is Reinsurance?

Reinsurance is a strategy in which dealerships participate in the underwriting profit of the F&I products they sell
such as service contracts, limited warranties, and ancillary products.

Instead of paying premiums to an insurance company, the dealer pays premiums to an insurance entity that they
own — an entity with a favorable tax structure and creditor protection. Dealers like F&I products because
historically they have low loss ratios (i.e., a low percentage of customers making claims). The dealer (rather than
a third-party insurance company) gets to pocket the difference between claims paid out and premiums received.
This surplus can build up over time in the reinsurance account and can turn into a very nice future retirement nest
egg for the dealer.

Just know this strategy can be complex and you do not want to be a do-it-yourselfer here.

Reinsurance specialist, Scott Miller, Partner at Safe Harbor Advisory Partners, told me on a recent webinar we
did together that dealers often tell him: “I keep hearing about reinsurance, but | don’t understand it.” Or “I heard
about another dealer who did reinsurance, and it didn’t work out so well.” That is often a red flag, according to
Miller. “If reinsurance did not work out for a dealer, you must go back and look at where the money came from to
fund the company and what kind of structure the F&I department started out with. If you are going to go the
reinsurance route, make sure you do it right,” he added.

Benefits of Reinsurance

A reinsurance company is designed to create underwriting profit. The net premium, which sits in the bank
account, can be invested by a financial advisor. In addition to the potential for investment income, there is
potential interest income. For instance, if a dealer took a loan out against the available cash assets of the
insurance company, they would pay themselves back with premium and with interest at the applicable federal
rate. That interest goes back into the dealer’s account and adds additional profit to the trust account.

Example

HOW REINSURANCE COMPANIES PROFIT

Let's say you sold a five-year
extended service contract or a tire
and wheel contract. Gross premium
~ | Underwriting Profit 3 500 is what you remit to the service
contract company after
administrative fees are deducted

INVESTMENT INCOME INTERE ST INCOME ) =3 from net premium. It is the money
S vestment income (35) ot o ey P p— that goes into the reinsurance

from large sums of

money i a trust e et company trust account. After the
SRt . 4 contract is earned, any claims that

N v 4 were paid for things like mechanical
breakdown, tire and wheel damage

L] oragap claim, are netted out. Any

net premium that is left is the

v | Net Premium § 85
Claims (S 350)

underwriting profit (i.e., Net Premium — Claims = Underwriting Profit).

Miller said you want to go into reinsurance the following mindset: Every time | deliver a bike/unit, | activated the
following profit centers. If you control the finance and you sell two products every time you deliver, you have three
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additional profit centers every time you deliver a bike/unit,” explained Miller. “You can silo those profit centers and
measure your performance from there,” he added.

Advantages of Reinsurance

Most of you have an operating company (your dealership). Many of you also have a real estate company since
you own the land and/or facility on which your dealership sits. And you have your own personal wealth. When you
do reinsurance, you are forming and owning a third company. According to Miller, this is what allows you to turn a
percentage of the premium you are earning on your F&I products and limited warranties into an asset. As the
cash reserves build up, Miller said you can access it to fund the growth of your dealership.

According to Miller, “the big advantage of reinsurance is administrator obligor,” which means you (the dealer) and
your dealership transfer most of the risk to the administrative company who then places insurance on it. “Every
contract that you sell (i.e., service contract, limited warranty, etc.) has a CLIP (Contractual Liability Insurance
Policy) that is underwritten by a major insurance company, but you still participate in 100% of the underwriting
profit” Miller asserted.

REINSURANCE

W/, Cash Reserves Vv, Access to Capital

Access to capital through loans of
your ARC (affiliated reinsurance
company). Pay yourself back with
premium.

(&, Advantages

Capture significant new revenue by
turning an expense into a substantial
asset that you own.

Cash reserves are managed in a
financial institution of choice and you
can choose your manager.

Provides long term accrual of wealth
in a lower tax environment.

Realize profit on an F&l transaction
twice. (like the manufacturers do from
your dealership)

(\, Administrator Obligor
No personal or dealership guarantees.
Very safe and proven.

F&l products are insured with a CLIP
(contractual liability insurance policy)

A rated companies behind all products.

Successful weaith managers specific
to reinsurance have been vetted and
proven.

Money is ceded into your account
every month.

/, Accounting

No extra work for your dealership
CPA or attorney.

Accounting and legal compliance fees
are all included in the F&I product
admin fee and managed by your
provider.

Can set up a supplemental account
to have surplus cash available
immediately.

Cash distributions get capital gains
tax treatment.

\/ Underwriting Profit
Capture 100% of the underwriting
profit after claims & fees... plus
investment income

Significant investment income can
help with taxes and claims.
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Example

TWO LEVELS OF PROFITIBILITY
o o o o

BANK RESERVE LIMITED WARRANTY L SERVICE CONTRACT ANCILLARY

“Let’s say you deliver a motorcycle and make
$1,500 profit on the F&I transaction. It does not
have to end there. If you captured net premium on
multiple products and seed that in your reinsurance
‘_ RS  company, you could generate another $750 in
underwriting profit through your reinsurance
@ company on that one transaction alone,” said Miller.

5550 “Now you are at $2,250 in profit. Let us say you do

X450 450 transactions per year. That is more than $1
LGSR million in additional profit,” he explained (see chart

H «~ $0 v $750

above).

“When you own a reinsurance company, you can see a monthly “session statement" report that includes a
balance sheet, P&L and bank statements, and a breakdown of how each model and trim number is performing.
The premium that you put in is going to create a loss ratio. For instance, if $1,000 in premium goes into the
reinsurance entity and there are $500 in claims, then your loss ratio is 50%, which is in the midrange,” noted
Miller.

According to Miller, you must sit down and look at the products you are selling and how the quality of the products
affects your ability to reinsure the money you are underwriting in your F&I department. “Some [bikes] will have
lower loss ratios than others, just like some of the F&I products will have lower loss ratios than others,” said Miller.
“Once you have the right formula you can say with confidence: ‘With this product lineup and this F&I suite, we can

" expect a loss ratio of X.” If the sales

PERFORMANCE REPORT Baselbne Safe Harbor forecast comes true and the F&lI

penetration is what you expect, you can
say with a high degree of certainty, “this is
how much money we’re going to seed into
our reinsurance position this year,”
asserted Miller.

weetratioes & Over time, Miller said you can start to
project what those numbers will look like
over five to ten years. “Reinsurance can
become a very substantial wealth asset if
you’re willing to commit to it, but it’s not
something you try for only a year or two,”
Miller said. “It takes three or four years to
finetune the process and gauge what your
—— - — - — : run-loss ratios will be for your dealership or
o “tem o : [ : ~ - : " [ dea'erships_”

Harbor Your main operating company (i.e., your
dealership) is subject to lots of economic
volatility. The F&I can help smooth out that volatility. Miller said that is why a reinsurance strategy should be
implemented at least five to ten years before you make a major ownership transition. “It takes some time for the
underlying contracts to earn out.”
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Reinsurance as a growth engine

According to Miller, your F&l department, with a solid reinsurance foundation “is your catalyst for growth.” To grow
your dealership, you will need more inventory. To sell more inventory, you will need more salespeople. Good
salespeople are expensive to hire. To keep those people busy, you will need to have more people walking
through your door and that means you must spend more on advertising and marketing. All that costs money.

“Your sales department may turn a profit of 5% to 15%,” said Miller. “Your service department and parts
department may each generate a profit of 5% to 10%. That is not enough surplus cash to plow into growth.”

By contrast, a good F&I department returns 80% to the bottom line as opposed to traditional margins of 5% to
15% on sales, service, and parts,” said Miller. “This is what generates the capital to grow the dealership. This is
what allows you to invest in more inventory, more salespeople, and more marketing and advertising to get more
customers in the door.” Like Miller, | have found that a strong reinsurance program contributes greatly to
dealership valuation.

Reinsurance as part of a broader Wealth Management Strategy

You have worked incredibly hard to build your business. Reinsurance is one part of the total wealth puzzle. As a
member of the National Powersports Dealer Association you are entitled to a complimentary Second Opinion
Service (i.e., Total Wealth Analysis) about your businesses at no cost and no obligation. If you're trying to
determine whether it makes sense to have a reinsurance entity based on how many units you sell, how many
contracts you sell, and what you might get as a net profit over the next five to ten years; then we can give you
specific numbers as part of our complimentary service.

Every owner has different goals with respect to what they want to accomplish with their dealership, and what they
want for themselves and their family post-exit. Before taking any transition steps it is important to know how much
money you will need to accomplish your goals.

Importance of a Written Plan

To determine this, you will need a formal written plan to determine not only if reinsurance makes sense for
you, but if you are getting a fair return on your other liquid investments (cash, stocks, bonds, mutual funds,
annuities, etc.). Further, you will want to be sure your tax pro is really helping you mitigate taxes — not just
processing your tax return every year. You will also want to ensure you have no gaps in your insurance
coverages, and that your wealth is protected in the event you get sued, divorced, or victimized by
cybercrime.

Finally, if you are planning to exit your business, do you know what it is true value is? It may not be as
much as you think. Do you know what you need to do to maximize its value before exiting? Have you taken
the steps to make sure your family is adequately protected if you die or become disabled unexpectedly?



https://advisor.morganstanley.com/the-stanek-haack-group/documents/field/s/st/stanek-haack-group/NPDA_Second_Opinion_Service.pdf
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Conclusion

Again, our complimentary Second Opinion Service_can help you_identify gaps in your plan and give you a
specific list of actions to take to do what'’s best for you, your family and your team. You have worked too hard to
build your business. Do not leave anything to chance. Contact me any time if you would like to discuss
reinsurance or any other wealth building and wealth protection strategies.

Brad Stanek, CFP® is a Financial Advisor, Executive Director, and Financial Wealth Planner of The Stanek-
Haack Group at Morgan Stanley in Chicago, IL brad.stanek@ms.com | 312-648-3381

Paulina Matel is a Financial Advisor of The Stanek-Haack Group at Morgan Stanley in Chicago, IL
paulina.matel@ms.com | 312-648-3533

227 W. Monroe St., Ste 3400
Morgan Stanley Wealth Management
Chicago, IL, 60606

The information contained in this article is not a solicitation to purchase or sell investments. Any information presented is general in nature and
not intended to provide individually tailored investment advice.

When Morgan Stanley Smith Barney LLC, its affiliates and Morgan Stanley Financial Advisors and Private Wealth Advisors (collectively,
“Morgan Stanley”) provide “investment advice” regarding a retirement or welfare benefit plan account, an individual retirement account or a
Coverdell education savings account (“Retirement Account”), Morgan Stanley is a “fiduciary” as those terms are defined under the Employee
Retirement Income Security Act of 1974, as amended (“ERISA”), and/or the Internal Revenue Code of 1986 (the “Code”), as applicable. When
Morgan Stanley provides investment education, takes orders on an unsolicited basis, or otherwise does not provide “investment advice,”
Morgan Stanley will not be considered a “fiduciary” under ERISA and/or the Code. For more information regarding Morgan Stanley’s role with
respect to a Retirement Account, please visit www.morganstanley.com/disclosures/dol. Tax laws are complex and subject to change. Morgan
Stanley does not provide tax or legal advice. Individuals are encouraged to consult their tax and legal advisors (a) before establishing a
Retirement Account, and (b) regarding any potential tax, ERISA and related consequences of any investments or other transactions made with
respect to a Retirement Account.

Clients should consult their tax advisor for matters involving taxation and tax planning and their attorney for matters involving trust and estate
planning and other legal matters.

The strategies and/or investments discussed in this material may not be appropriate for all investors. The appropriateness of a particular
investment or strategy will depend on an investor’s individual circumstances and objectives.

Morgan Stanley Smith Barney LLC offers insurance products in conjunction with its licensed insurance agency affiliates.

Information contained herein has been obtained from sources considered to be reliable, but we do not guarantee their accuracy or
completeness.

Certified Financial Planner Board of Standards, Inc. (CFP Board) owns the certification mark CFP® in the United States, which it authorizes
use of by individuals who successfully complete CFP Board'’s initial and ongoing certification requirements.
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