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AUTOMOTIVE INDUSTRY

INTRODUCTION

ECRL's approach to rating of corporate debts related to automotive parts & components
manufacturers is in line with its existing corporate debt rating methodology but incorporating
pertinent issues and factors peculiar to the industry. The particular company is assessed within
an established framework; business risk analysis, financial risk analysis and management &
other qualitative factors. Issue structure & terms are onIy conS|dered on a case- to- case basis

analysis is divided into four areas — profitability, cash flow/debt service ¢ ,h‘ik@, cap|taI

structure and financial erX|b|I|ty Though a gIobaI V|ew has been adopted in assessmg various

recognized.

BUSINESS RISK ANALYSIS N
Industry Outlook

A rating assignment commences with the evaluation of thé*level of risk involved in a particular
auto parts related business. Industry assessment covers the essential demand/supply factors,
industry structure and characterlstlcs competltnge enwronment barriers to entry/trade barriers,

regulatory framework etc. %

Lo

consoI|dat|on/rat|onaltzat|on and modularization.
A\
iled unde:rpoIicies that regulate the industry — National Automotive Policy

of b§hchmark interest rates, its effects on lending practice and consumer
purchasing power;
« Easeof o&alnlng credit;

[ ]
. TotaL,lndustry Volume (TIV) —its growth pattern and composition.

Exposures of companies involved in the local auto parts industry are largely confined and caters
to the domestic market. The nature of the auto parts produced has a large bearing on demand
patterns. Consumable parts such as disk brake pads, oil filters, shock absorbers, exhaust
system parts, batteries, tires, etc have relatively short and predictable replacement cycles and
are somewhat resistant to economic downturns. ECRL would assess the overall outlook of the
domestic economy, changes in demography and political landscape with particular attention
given to regulations and policies that govern the domestic automotive industry. ECRL believes
that the demand for automotive parts is highly sensitive to general economic conditions.
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Competitive Position

Competitive position involves assessment of a company’s strengths and weaknesses relative to
its peers. In particular, the analysis aims to deduce whether the company’s competitive
strength and associated business strategies allow it to favorably differentiate itself from its
competitors, translating into competitive advantages. The analysis under this segment will sum
up the resilience of revenue and business trend of any automotive parts and components
manufacturer which is crucial during the down-cycle. In assessing an auto parts company’s
competitive advantage, ECRL's analyst would typically scrutinize the following:

e - Position of the company in the supply chain Sy

e - Accreditation/certification achieved;

e - Size of operation and capabilities;

e - Research & Development capabilities;

e . Patents/Intellectual Properties;

e - Diversity of customers served;

e - Diversity of products;

e - Geographic markets served; and A s

e - Any form of strategic alliances/technical coIIabor%t;ian&ejtablished with global players.

The interplay of manufacturing size, capabilities and@brér@?ﬁanding often dictate the breadth
and depth of products offering, portfolio of customersand markets served. ECRL has observed

that those with higher manufacturing capabiliti€és have moved away from producing individual
parts toward producing modules [combination-of several parts/components], thus playing a
leading role in rationalizing parts and com&né’%ﬁi““supply to automakers — and increasing its
value proposition along the way. /Tige ‘eompany’s involvement in critical vs. non-critical
components/modules would also be assessed as non-critical components/modules are usually
subjected to multiple sourcing afrangements from auto makers — implying weak bargaining
power and risk of slimmer margins

concentration risk.

Similarly those with balanced. exposure in both the original equipment market segment and
replacement markgt-se

mpetitive cost structure as well as providing access to the global automotive
supply chain:ECRL's analyst would also examine market reach of each auto parts manufacturer
to ascertain its concentration risk — geographic markets served and portfolio of client base.

-

Operation analysis is pertinent to areas where technical competence and efficiency are critical
ingredients of success. ECRL's analyst would assess the flow of processes from sourcing raw
materials up to production of finish products to see how it fares against industry best practices.
Areas of interest include, but are not limited to the following:

e Existence of hedging practice to mitigate currency risk relating to importation of raw
materials;

e Policy with regard to sourcing of raw materials to ensure the stability and continuity of
supplies;
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e Performance of production floor measured in allowed and actual downtime;

e Operational management — formalization of standards/manuals vs. technical assistance
[Japanese mould];

o Level of efficiency, measured in productivity and wastage recorded.

The above assessment would also include the company’s operating track record and
corresponding financial performance. Companies that fall short in meeting industry best
practices on selected parameters, if material, would be accorded with less favorable risk scores.

FINANCIAL RISK ANALYSIS
.

Profitability '
Profltablllty measures |ncIude hlstorlcal and current operatlng profit marglns___[EB— E)A?Revenue]
parameters of interest include return on assets and return on eqwty
significantly faster or slower than normal industry cycle may be a ba
be analyzed accordingly. Auto part manufacturers face the challe
pressure from auto makers and exposure to commodity price swmgs
The key driver of profitability for auto parts companies, going forward “hinges on their ability to
continuously reduce costs and achieve greater operatln%efﬁaency, with secure and stable
orders from auto makers being crucial.

ge Qf* continuous pricing

Companies strong in the area of capacity utilizati%n & pIant erxibiIity, geographic

amount of cash flow from ope;*ations oﬂ an ongoing basis to fund capital reinvestment
requirements, service debt, anckwstlll %amtaln prudent liquidity buffers. Parameters of interest
include: §
Cash Flow from:-Qpe
Cash Flow from Ope at|ons Debt Coverage;
Retained Cash Flow'Debt Coverage;
Free Cash low @ebt Coverage; and
Capital
W

Cash flows of domestic auto parts companies are heavily influenced by business cycles though
soméwhat shielded, that is, 3 months firm orders + 3 months projection, practiced by auto
This is exacerbated by the ongoing need to fund reinvestment for future models which
n dictated by the need to serve the requirements from principal customers. ECRL
observes that the CAPEX requirement for auto parts manufacturers varies according to capacity
growth. Companies that are able to generate positive cash flows on a consistent basis are likely
to receive good risk scores. Conversely, companies that demonstrate a protracted period of
negative free cash flow or inability to generate positive retained cash flow, would be marked
down in the scoring. The ability to fund working capital and capital investments in this instance,
is likely to be reliant on asset sales or significant increase in debt. In either case, this cannot be
sustained for long periods, hence would represent a rating concern. In addition to the above,
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to be able to sustain a strong rating, auto parts companies are expected to maintain healthy
capital investments, to reflect new models/products to be rolled out.

Capitalization and Financial policies
Capitalization and financial policies are often indicative of a company’s risk orientation. ECRL's
analyst would seek to understand the basis of a company’s financial policies and its capital
structure before drawing conclusions on the company’s financial risk profile. The extent to
which a company decides to finance its operations with debt rather than equity will influence
the rating recommendation. Similar to other industries, common parameters when assessmg
debt leverage are:

e Total Debt/Equity;
e Short Term Debt/Equity;
e Long Term Debt/Equity. F o "

Auto parts companies in general are highly leveraged with most dom sﬂ@ﬁlayers noted to have
Total Debt/Equity ratio of more than 1.0 time. The cyclicality of the industry coupled with
continuous need for reinvestment and capacity expansion of ‘late have forced the Total
Debt/Equity ratios for a number of prominent auto parts com%%me?”to further increase. The
increase in debt leveraging, in the absence of changes« busmess profile/strategy such as
regional expansion and/or products/customers diversifi on “Would be a cause for rating

concern. 4

Financial flexibility 3 4

Stability of free cash flow; N

Cash reserves & credit ling’ avallablizty,

Size of unencumbered a&ets %nd

Debt maturities & other potentlal cash calls.

In addition, it is uncor

manage@me%t_ siness decisions and strategic directions; how they are implemented and
through“what form of financing, among others. Ideally, a company’s business goals and
financial policies should be clear, consistently pursued and realistic based on an understanding

of the internal and external business environments. ECRL would assess the reasonableness of
the company’s strategic direction and future plans, based upon interviews with the company’s
top management or sometimes controlling shareholders — typically assessment of key
management profile and track record, commitment level, corporate governance issues,
management-shareholders relationship, implementation of strategies, succession planning etc.
Favorable risk scores would be accorded to companies that are managed by a good board of
directors and experienced management team with a track record of delivering consistent
results in the past.



