
The Price of
Service Work

Service Work is Highly Labor Intensive So Many Contractors
Tend Toward a Markup on the Hour Labor Rates For

Overhead Recovery

Do you have a service department?
If so, is that department making

money?

Service Department
Overhead Last Year

=  X%

Most service work is highly labor in-
tensive with only a small portion of
your costs resulting from parts or
materials. The best way to make sure
you recover your service-related
overhead, then, is to markup your
hourly rates for labor to recover total
overhead.

Service Department Total
Labor Costs Last Year

Assume the overhead in your service
department last year was $15,000 and
your total labor costs were %45,000.
Your overhead to labor would be 30%.

Your hourly rates may be $20, $30, Now, for example, assume your raw
or $40—whatever is the competitive labor costs are $9.00 per hour and
rate in your area. How do you know taxes and fringes increase that to
if those rates are high enough to cover$12.00 per hour in labor expense. That
your overhead costs? It’s easy to figure $12.00 multiplied by 130% [total labor
overhead as a percentage of labor. cost of 100% + overhead of 30%] will

equal your breakeven rate on labor
[$12.00 x 1.30 = $15.60]. If the
breakeven rate on labor is less than
your hourly charge-out rate, then the
difference is your profit per labor
hour. If, unfortunately, your hourly
charge-out rate is less than the
breakeven rate, then the difference is
your loss per labor hour.

Of course, you’re allowed a markup
on materials. If you’ve recovered all
your overhead costs in a labor
markup, then the markup on materials
is all profit. Many contractors use a
sliding scale to markup material costs
similar to the one given below. If the
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material cost is between . . . Then the
multiplier should be . . .

Material Cost Multiplier
$ 0- .99 3.50

1.00- 4.99 3.00
5.00- 9.00 2.15

10.00-19.99 2.50
20.00-29.99 2.25
30.00-39.99 2.00
40.00 + 1.75

Try using these suggestions to price
your service work. You may be
pleasantly surprised to learn that your
hourly labor rates could be reduced
below the competition, yet still be high
enough to recoup all your overhead
and generate a profit. Add this to the
markup on material, and you’ve made
good money!

Tax Consequences:
Proprietorship vs.
Corporation

A southwestern United States
mechanical contracting firm began as

a proprietorship. Through 1983, the
largest net prof i t  the company
generated was less than $50,000 before
taxes. Consequently, tax planning
never required or received much atten-
tion. With the recent surge in activity
in their particular region, 1984 opera-
t ions are budgeted to generate
$272,205 before taxes and officer’s
salary. The following figures illustrate
the tax consequences of remaining a
proprietorship versus incorporating the
business.

Total taxes due on a sale proprietor-
ship are $114,803, while total taxes due
on corporate income and officer’s
salary are $89,665 (70,465 + $19,200).
The decrease in taxes and the increase
in after tax income is $25,138.

As a small business grows, high
marginal tax rates can significantly
decrease after-tax profits. Incor-
porating and allocating income be-
tween the corporation and the owner
can often produce substantial tax
savings.

Sole
Proprietorship Corporation Salary

Income to Company $197,205 $197,205 $  —

Salary to Owner 75,000 — 75,000
Total Income Before Taxes $272,205 $197,205 $75,000
Standard Deduction $ 3,400 — $ 3,400
Personal Exemptions (2) 2,000 — 2,000
Taxable Income $266,805 $197,205 $69,600
Taxes
For Income Greater Than

$162,400 at 50% $ 52,203
For $162,400 62,600

Tax on First $25,000 at 15% $ 3,750
Tax on Second $25,000

at 18% 4,500
Tax on Third $25,000 at 30% 7,500
Tax on Fourth $25,000

at 40% 10,000
Tax on Excess over

$100,000 at 46% 44,715

Tax on $60,000 $15,168
Tax on Excess at 42% 4,032
Total Taxes $114,803 $ 70,465 $19,200
Effective Rate 43.03% 35.8% 24.59%

Income After Taxes $152,002 $126,740 $50,400
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