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Sprayregen: To what extent has tightening credit market 
restricted financial flexibility for auto companies? What has 
been the material impact of this trend?

Elie: The tightening credit market coupled with a faltering econo-
my has had a cataclysmic effect on the financial flexibility of the 
auto companies, to the point of placing them into a liquidity cri-
sis requiring government intervention to continue operations. The 
most evident impact of tightening credit has been on consumer 
demand for new vehicles. US sales of 13.2 million units in 2008 
were the lowest since 1992, which has led vehicle manufacturers 
to slash production schedules. These current financial constraints 
may present challenges in making timely payments to suppliers 
and may limit automakers ability to invest in essential research 
and development, which ultimately impacts the competitiveness of 
their products. Additionally, given the current credit market, auto 
companies are struggling to divest of their non-core/non-profitable 
assets and brands, as the M&A market has slowed significantly.

Golubow: The tightening credit market has, on a temporary 
basis, all but eliminated financial flexibility for the automotive 
industry. At the OEM level there is an inability to access financ-
ing, unless government sponsored. At the dealership level, banks 
and finance companies are terminating their floor plan financing, 
leaving many dealers with no alternative but to shutter their busi-
ness. At the consumer level, lending terms have become more 
restrictive with higher down payments required for purchases. 
Even automakers’ captive finance companies have been pulling 
back on leases as their own credit facilities have deteriorated. The 
lack of credit availability also is having a direct negative impact 
in areas such as the sale of extended warranties, credit insurance 
and other products guaranteed by companies that now look less 
viable to consumers. The impact to the automotive industry in 
2009 will be continued low consumer demand for new vehicles 
and high materials costs for OEMs and suppliers.

Heroy: Credit markets are effectively closed to the automotive 
sector. The Big Three have been aggressively restructuring and 
seeking a bailout from the US government to counteract this. At 
the supplier level, lenders will not advance funds backed by Big 
Three accounts receivable. A significant decline in sales, caused 
in part by the inability of customers to obtain financing, is drasti-
cally reducing cash inflows. As a result, the Big Three and many 
of their suppliers are running on a cash negative basis, hoping 
for a turnaround before the cash runs out and planning for bank-
ruptcy filings if it does.

Korth: There is little question that the current auto crisis would 
not be a crisis if credit markets were not so constricted. While 
the downturn in sales has been particularly severe in the last 3-4 
months, if access to credit for most of the automotive OEMs still 
existed, the need for a government bailout for General Motors 
and Chrysler would not be front page news. The ironic part of this 
whole crisis is the, in essence, free pass Ford Motor Company has 
received in the media. Many US consumers now believe that Ford 
is a healthier car company than either General Motors or Chrys-
ler. As most industry participants realise, however, the only rea-
son Ford is in better shape from a liquidity perspective than their 
Big Three counterparts is because they successfully improved 
their cash position before the economic crisis hit in 2008.

Benson: From a supplier perspective, tightening in the credit 
markets has constrained auto companies and their ability to bor-

row additional capital, refinance existing debt, raise DIP financ-
ing, and/or obtain financing for acquisitions. We believe the level 
of bankruptcies and broken M&A deals in 2008 was attributable 
to the credit markets, a trend that will continue for at least the 
first half of 2009. Where financing is available (almost exclusive-
ly from asset-based lenders), pricing has increased, with credit 
spreads of LIBOR + 400 to 600 basis points. As volumes eventu-
ally return to more normal levels, that lack of financing will have 
an impact on companies looking to finance working capital needs 
during the growth phase of their business.

Baxendale: The tight credit market is not only impacting the auto 
companies but also putting extreme pressure on the entire sup-
ply chain. OEM instability is causing both the supply base and 
the dealer networks to generate cash from every available source. 
OEMs’ focus is now largely on business-critical activities. Dis-
cretionary funding has been dramatically reduced and in-year 
payback periods are becoming the norm for most projects. With 
sales down and production levels cut, industry players need ad-
ditional financing to weather the storm. Help is not readily avail-
able from the OEMs. While the recent influx of cash to the OEMs 
from the government should improve this situation, it may take a 
long time to filter through the supply chain leading to continued 
short-term instability and uncertainty.

Sprayregen: Do you agree with government intervention 
in the auto industry, which has brought financial aid to 
struggling companies? What are the benefits and drawbacks 
of state assistance?

Heroy: Because of the lack of credit and new sales, governments 
are now the only source of cash for the Big Three. Even debtor-
in-possession (DIP) financing is likely to be problematic. Pro-
ponents of a bailout argue that no cash means liquidation and 
liquidation would destroy long-term economic value. Opponents 
cite the expense to taxpayers, but also rebut the argument that 
liquidation is a negative. In fact, if the business model is flawed, 
then a bailout may only delay the inevitable and inhibit the devel-
opment of a successful model.

Benson: As an advocate of the automotive bailout, the benefits of 
a scenario where the Big Three restructure on their own through 
bankruptcy does not outweigh the detrimental impact such an 
event would have on an already dysfunctional economy, not to 
mention the already fragile supply base. A bankruptcy filing of 
any of the Big Three would have an immediate effect on most 
suppliers operating in North America, thereby cascading to all 
OEMs operating in the North America. According to CSM, each 
of the Big Three share over 50 percent of their supply base with 
the other domestic automakers and over 55 percent of their sup-
ply base with the Asian automakers. 

Elie: Assistance was needed for GM and Chrysler to remain liq-
uid. The funding has bought these automotive companies time 
and increased their potential for survival. Additionally, it has al-
leviated the catastrophic scenario of unemployment, not only for 
automakers, but for others dependent on the automotive industry 
too. The drawbacks to government assistance include the poten-
tial impact on the competition between companies that have tak-
en the assistance versus those that have not. Increased oversight 
will potentially restrict the flexibility and execution of decision 
making, and enhanced reporting requirements will potentially in-
crease the cost of compliance.
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Baxendale: It is impossible to deny the far-reaching impact of 
the automotive industry on the entire global economy. While 
government intervention should help stabilise operations, there 
is still the remaining challenge for the OEMs and government 
to establish an effective working partnership that enables rapid 
agreement on further restructuring plans and provides for quickly 
executed commercial decisions.

Golubow: Government intervention in the US auto industry is 
desirable and necessary for a short-term liquidity solution. How-
ever, margins in automobile manufacturing are thin and there is 
no such thing as being competitive enough. If a US automaker 
cannot operate at a similar cost structure enjoyed by foreign auto 
manufacturers operating in the United States, it will continually 
cede market share and continue to have the same financial diffi-
culties. Government intervention must be followed by a complete 
financial restructuring, which must include a new labour agree-
ment that brings wages, benefits and work rules in line with those 
at the most competitive auto factories.

Korth: As the saying goes, there is an exception to every rule, and 
I believe there were a number of extenuating circumstances that 
made government intervention the best decision. The complete 
collapse of the credit markets combined with the dramatic drop-
off in vehicle sales due to the precipitous decline in the economy 
led to the short term liquidity crisis. It wasn’t that consumers 
were no longer buying Big Three products; they weren’t buying 
any OEM’s products. The bailout significantly reduced the likeli-
hood of the complete collapse of the automotive supply chain in 
North America and elsewhere. The drawbacks are the degree of 
government intervention in trying to dictate product or business 
choices that may not be in the car companies’ best interest.

Sprayregen: Is bankruptcy a real possibility for one or all of 
the Big Three? Are substantial advantages to be gained from 
a court-supervised restructuring?

Golubow: The simplest solution to the US auto crisis is to al-
low one or more of the auto manufacturers to file for Chapter 11 
bankruptcy protection. It would give US automakers like GM the 
flexibility to reconsider its own contractual obligations. Many of 
the US automakers’ legacy problems are manifest in contractual 
relations governed by unfavourable legal regimes. Among them 
are excessive and overbearing dealer networks that are nearly im-
possible to reform because of state franchise laws and unrealistic 

labour agreements struck under federal labour law. In bank ruptcy, 
the debtor has the ability to reject burdensome contracts in one 
consolidated action. This would allow an automaker to terminate 
relationships with unprofit able and underperforming dealerships 
and eliminate several domestic brands without facing bil lions of 
dollars in potential expenses.

Heroy: If executed properly, a bankruptcy case would enable the 
industry to address its three most severe problems: first, over-ca-
pacity (production facilities and the dealership system); second, 
labour contract revisions under threat of contract rejections per 
bankruptcy principles; and third, legacy liabilities. In addition, 
a filing would provide additional time to address problems with 
labour, retirees and suppliers. Despite these possibilities, there is 
a significant risk that the case would fall apart under the strain 
of its complexity and the magnitude of constituencies involved. 
Inefficiency, obstructionists and squabbling could lead to forced 
liquidation or a never-ending bankruptcy case. Furthermore, it is 
not clear that financing would be available to permit an exit from 
Chapter 11.

Benson: The industry cannot support three domestic automakers 
if sales continue in the 13 million unit range. However, it is un-
likely that all three would file for bankruptcy as the government 
has acknowledged that this would have catastrophic consequenc-
es. By the government serving as lender of last resort, they are 
essentially in the position to decide whether or not the OEM re-
structuring plans are sufficient to receive additional funding and 
thereby avoid bankruptcy. If the loans do not provide a bridge 
to viability or the restructuring plans are not deemed sufficient, 
there can be advantages to filing bankruptcy. However, the time 
necessary to align all constituents for a prepackaged bankruptcy 
makes it less appealing.

Korth: A court-supervised restructuring is still a possibility, but 
much less likely than it was. General Motors has gotten assis-
tance from a number of other countries and they have broader 
resources to draw on as the market eventually returns to more 
normal levels. Chrysler remains a concern because they are a 
North-American-centric company and it is hard to see how they 
will survive on their own. There is no question that there could be 
advantages in reducing the car companies’ cost structure through 
a more traditional court-supervised restructuring. However, the 
stigma of going through bankruptcy outweighs its potential ad-
vantages.

Elie: Traditional bankruptcy is the option of last resort. The aver-
age consumer will be apprehensive about purchasing a vehicle 
from a company in bankruptcy for fear the resale value will be 
adversely affected and the company may be unable to stand be-
hind its warranty. Competing manufacturers will lure consumers 
away from an automaker in bankruptcy, exacerbating the problem 
and potentially resulting in the permanent loss of market share. 
A traditional bankruptcy by one manufacturer may lead to wide-
spread bankruptcies within the supplier community, and poten-
tially force other automakers into bankruptcy. The benefits of a 
court-supervised restructuring include potentially allowing wage 
and labour contracts to be renegotiated on terms more favourable 
to the automakers and more in line with their competitors.

Sprayregen: To what extent have poor management decisions 
in previous years allowed foreign competition to erode the 
dominance of the Big Three? 8
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Korth: There is no question that most of the problems of the 
Big Three have been self-inflicted. The most egregious is prob-
ably their willingness to allow their cost structure to balloon 
throughout the ‘80s and ‘90s. While there has been good prog-
ress in the last few years to begin to get their costs in line, this 
process should have started years ago. They also squandered the 
profits they made during the boom of the light truck segment. 
They could have used these profits to transform their manufactur-
ing processes and/or come up with truly breakthrough products. 
Instead, they added decals to the side of the PT Cruiser or spent 
time and energy promoting the Hummer.

Golubow: The current state of the US auto industry doesn’t stem 
from the recent meltdown in banking and the financial markets. 
The US auto industry’s collapse has evolved over several decades 
and is derived from a cost-structure that prevents making profits 
on any vehicles besides gas-guzzling trucks and SUVs. The com-
bined market share of the Big Three has been in decline for more 
than 35 years, when the 1970s oil crisis provided an opportunity 
for Japanese automakers to market and sell more fuel-efficient 
cars. In the 1980s, Japanese and other foreign carmak ers gained 
market share on the strength of their quality, reliability, and prices. 
More recently, foreign automakers have been far more innovative 
than the Big Three, invest ing heavily in smart, fuel-efficient ve-
hicles that US automakers are now struggling to duplicate.

Elie: In the pursuit of government funding, automotive leaders 
acknowledged their companies could have done some things dif-
ferently. Compared to other regions, the US is a large, homog-
enous market with unique consumer preferences. The domestic 
manufacturers likely focused too much on meeting the demands 
of the US consumer, which resulted in product designs that did 
not translate well in other markets. However, the US is also the 
most open market in the world, which has attracted manufacturers 
from around the world. This too has led to market share erosion.

Benson: Poor management decisions have undoubtedly contrib-
uted to the state of the Big Three. However, it was not as much 
poor management decisions as it was management’s inability 
to react fast enough to a rapid industry transformation. The Big 
Three knew that volatility in raw material costs and high gas pric-
es would ultimately lead to lower output in the truck/SUV seg-
ment – the difference is they lacked the foresight of the foreign 
OEMs in understanding how fast this would occur and have been 
battling uphill ever since. It is fair, however, to cast blame on 
current and past management teams for allowing cost structures 
to increase significantly over the years, thereby burdening them 
with uncompetitive business models. 

Baxendale: The economic turbulence and unprecedented turmoil 
of the last year brought many factors in to play that have led to 
the current state of the industry. What is absolutely critical is for 
the Big Three to define the path forward, concentrating on how 
to optimise their product mix with a focus on improving vehicle 
quality and fuel efficiency; retooling for flexible manufacturing, 
streamlining the organisation and its processes; and controlling 
labour costs.

Heroy: Commentators will argue endlessly over the relative roles 
of management, labour, government regulation and foreign com-
petition that led to this predicament. Regardless, assigning blame 
is unlikely to help and may hinder developing and implementing 
a solution going forward.

Sprayregen: Many US auto companies are in desperate need 
of restructuring initiatives. Should we expect to see more 
court-directed efforts in the months ahead? If so, what issues 
are likely to dominate the formal process?

Benson: At the supplier level, we expect the number of bank-
ruptcies in 2009 will considerably overshadow 2008 levels, with 
2008 US sales yielding a far more dramatic downturn than origi-
nally anticipated. The 18.5 percent drop clearly indicates there 
is significant overcapacity and further industry downsizing mea-
sures must take place. Bankruptcies of highly technical compo-
nent suppliers may create supply chain interruptions if OEMs 
cannot resource the work to another company with expertise in 
the debtor’s products/processes. Alternatively, bankrupt suppliers 
of basic commodity components will pose less of a threat to the 
supply chain given the amount of excess capacity that exists.

Korth: While there are a lot of highly visible troubled compa-
nies, the vast majority of major suppliers are in relatively good 
shape, and are likely to survive the current downturn and return 
to health as the industry returns to more normal levels. That said, 
there is no question that there will be a number of bankruptcies 
in the next 3-6 months. The biggest danger will be the disruption 
to OEMs and suppliers as a result. A case in point is the recent 
announcement that General Motors is suing Cadence, a plastics 
supplier that is in the process of liquidation. They are suing to get 
access to tools that they need for the launch of the new Camaro. 
We would expect to see more of these kinds of industry disputes 
in 2009.

Baxendale: Whether the restructuring is completed through 
bankruptcy procedures or not, a number of key challenges will 
need to be solved, including potential downsizing of product 
lines, brands and distribution networks, revitalising R&D efforts 
aimed at increased fuel economy and emerging technologies, re-
tooling manufacturing plants and processes, restructuring union 
contracts and managing executive compensation.

Golubow: The current economic climate will likely lead to one 
or more of the Big Three seeking bankruptcy protection. Also, 
many US auto suppliers will inevitably seek bankruptcy protec-
tion, with many suffering the fate of liquidation due to an in-
ability to obtain debtor-in-possession or exit financing. For those 
auto companies that are able to reorganise, predominant issues 
will centre on the bankrupt debtor’s ability to modify or reject 
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contracts. However, the dominant issue will be how collective 
bargaining agreements are handled. Under the Bankruptcy Code, 
a bankruptcy judge has significant dis cretion and power to push 
the parties toward an agreement that is mutually acceptable, con-
forms to the economic realities, and ensures that the business is 
able to return to profitability. For a company in Chapter 11, and 
especially one whose unionised employees enjoy untenable pay 
and benefit packages, a reduction in labour expenses is the likely 
result.

Elie: According to the American Bankruptcy Institute, there have 
been a record number of bankruptcies in recent years in the US. 
In fact, during the first half of 2008, business bankruptcy fil-
ings totalled 18,456, the highest half-year total since the second 
half of 2005. This trend will likely continue though 2009, given 
the weak state of the economy and the constricted credit mar-
ket. Many distressed automotive suppliers may seek bankruptcy 
as vehicle demand has dropped and as they realise the negative 
impacts of the restructuring efforts that will be made by the do-
mestic automakers. However, given the state of the current credit 
market, bankruptcy reorganisation may not be as attractive as it 
may have once been. Companies considering bankruptcy may 
find it difficult to obtain DIP or exit financing in the current credit 
market.

Heroy: Court-directed initiatives will not arise outside of a bank-
ruptcy filing. There is no other avenue for court oversight unless 
the government develops and implements a new process. Labour 
initiatives through the National Labor Relations Board would 
have been initiated already if a resolution were possible. As dis-
cussed, in a bankruptcy case, the key issues will be shedding ex-
cess capacity, labour and legacy liabilities.

Sprayregen: Broadly speaking, what operational changes 
need to be implemented in order to strengthen auto companies 
going forward?

Baxendale: Rationalisation of brands and consolidation of prod-
uct lines will drive operational changes. Investment in product 
development will be focused on the world car with an increase in 
sharing platforms and reuse of components. The rightsizing of the 
production capacity to match the model will demand investment 
in retooling factories with advanced, flexible manufacturing sys-
tems. Fewer models, lower volumes, more launches and a con-
stantly evolving marketplace will necessitate that plants be able 

to rapidly change to meet demands. To support these operational 
changes, firms will look to invest in IT systems for engineering 
design, manufacturing, quality, finance and planning. Addition-
ally, streamlining of the dealer network and vehicle distribution 
processes will be analysed for efficiency and sustainability.

Korth: One of the most important lessons learned out of the cur-
rent downturn is flexibility. The only truly flexible car company 
in the world is Honda, being the only major manufacturer that 
can quickly adjust their assembly lines to deal with changes in 
consumer demand. Even Toyota lacks the ability to quickly ad-
just their manufacturing lines to more accurately reflect chang-
ing consumer tastes. The other major change will be accelera-
tion towards mass customisation - the ability to design a vehicle 
in a way that uses common components that can be mixed and 
matched to create multiple unique vehicle offerings. This current 
crisis has only reinforced that the current automotive lifecycle is 
still too long.

Benson: As it relates to automotive suppliers, aligning program 
mix with ongoing shifts in vehicle segmentation and expertise 
with new technology is critical to survival. Suppliers must de-
crease exposure to domestic V8 and outdated V6 vehicle lines, 
which are the most susceptible to program delays and/or cancel-
lations, creating a business that is less volatile to swings in con-
sumer demand. Additionally, suppliers must identify and focus 
on areas driven by new technology such as fuel efficiency ini-
tiatives including turbo charging, direct injection, diesel, hybrid, 
and other next generation propulsion systems, in order to be in a 
position to compete for contracts in these growth segments. 

Elie: The domestic automotive industry has an overcapacity is-
sue, which must be addressed. From an M&A perspective, the 
industry will see consolidation among suppliers, dealers, and 
vehicle manufacturers. Automakers must also take steps to re-
duce costs and better utilise resources. Related to this, domestic 
manufacturers will reduce the number of brands and models; in-
crease the flexibility of manufacturing plants; consolidate vehicle 
design by utilising fewer global platform architectures and pow-
ertrain families across a larger number of models; and rationalise 
their dealer networks.

Golubow: There must be a commitment by the automakers to 
size their production capacity to current demand, and concen-
trated investment in core brands and models. In addition, US au-
tomakers need to manufacture new autos with consumer appeal 
requiring less discounting and improved resale values. The Big 
Three have to eliminate the perception that they are inferior to 
foreign automakers via a strong marketing effort focused on cre-
ating increased consumer awareness of the quality, fuel economy, 
styling, safety and technological achievements in their existing 
and new product launches.

Heroy: Overcapacity is the primary operational difficulty contrib-
uting to the crisis. To strengthen their operations, the Big Three 
need to right-size their operations to account for significantly 
reduced consumer demand. Suppliers need to shed unprofitable 
business units. Labour costs of the Big Three and suppliers need 
to be addressed, both by reducing workforce and modifying col-
lective bargaining agreements to more closely track competitors, 
including possible elimination of the infamous ‘jobs bank’. In 
addition, companies and suppliers will continue to aggressively 
seek the jurisdiction of lowest production cost. This transition 8
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will be endless and will result in additional production migrating 
from the US and Western Europe.

Sprayregen: Car sales have declined in the US and analysts 
expect this to continue. What strategies are being developed 
to address the changing consumer car buying behaviour and 
the significantly lower levels of demand? 

Benson: In terms of behaviour, consumers are trending towards 
small cars/SUVs, crossovers, and hybrids. Technology is a large 
factor contributing to the appeal and differentiation of these vehi-
cles. In addition to powertrain/propulsion systems, you will like-
ly see more investments in the area of telematics which includes 
infotainment, navigation systems, and sensors. Ford’s ‘SYNC’ is 
a great example. Expect right-sizing initiatives to be front and 
center as the OEMs develop and implement their restructuring 
efforts.

Elie: Ultimately, product design will play a significant role in 
determining market success. Historically, the US market has 
been fuelled by heavily incentivised vehicles and access to easy 
financing which artificially boosted annual sales volumes to ap-
proximately 17 million units for many years. That business model 
is no longer sustainable in the current credit market as domestic 
manufacturers struggle to remain liquid. Long-term success in 
the US market will require fewer creative financing models and 
more focus on generating products that meet or exceed the de-
mands of the consumer. As this occurs, annual sales volumes will 
eventually settle in the 15-16 million unit range, which is argu-
ably more in line with natural market demand.

Golubow: Very favourable zero or low financing programs have 
been offered to consumers in the market to purchase vehicles. 
However, the volatility of the financial markets and the credit 
crisis exacerbated by the proliferation of negative media con-
tent surrounding the auto industry has still resulted in consumers 
afraid to commit to purchasing a new automobile. Recognising 
that the credit crisis has led to a consumer confidence crisis, at 
least one manufacturer has pioneered a program to sell or lease 
new cars. Hyundai is the first automaker to offer a vehicle return 
program in the US. The recently launched Hyundai Assurance 
Plan allows consumers to purchase or lease a new car, but walk 
away from the loan or lease without having to worry about nega-
tive equity. Other automakers will be closely watching this pro-
gram to see whether this will overcome the negative psyches of 
American consumers.

Heroy: One factor contributing to the decline in US car sales is 
the unprecedented fluctuation in the price of fuel, first increasing 
to prices higher than ever seen before and then declining pre-
cipitously. The resulting uncertainty in fuel prices has driven de-
mand for vehicles lower than can be explained by the recession 
and tight credit alone. One thing that the government could do 
immediately to stimulate demand would be to stabilise expecta-
tions about future fuel prices by enacting a program of phased 
increases in gasoline taxes over the next several years to a sub-
stantial level, of at least one or two dollars per gallon. That would 
signal to consumers that prices at the pump will not stay at cur-
rent levels and would stimulate demand for the smaller cars now 
coming on line.

Baxendale: OEMs need to improve the effectiveness of their 
customer retention and owner loyalty programs. They need to as-

sist dealers in addressing the ‘leakage’ in the OEMs’ and dealers’ 
lead management processes to ensure that prospective custom-
ers are handled more efficiently and effectively. Strategies relat-
ing to customer relationship management and marketing need to 
be modified to account for changing consumer-buying patterns. 
Online communities and social networks have become trusted 
sources of information for consumers in the car buying process. 
This shift could provide a potential upside for the OEMS given 
the relatively lower cost of digital media compared with tradi-
tional channels.

Korth: We do not expect the downturn to continue, at least not at 
the level of severity of the last three months. 2009 is going to be a 
very difficult year for both suppliers and OEMs. The first quarter 
will probably be almost as bad as the last quarter of 2008, but we 
believe sales levels could be as high as 13-13.5 million by Q4 
2009. While we are unlikely to return to the 16 million+ units we 
were at just a few years ago, we do believe normal demand will 
be in the 14 million+ range starting in 2010. The problem in the 
current environment is betting too heavily on future trends. The 
optimum concept in your question is ‘change’. OEMs need to be 
better prepared to move as markets move.

Sprayregen: Warranty is a major and costly issue for the 
industry. What methods and tools will need to be deployed to 
significantly improve quality, thus reducing warranty costs?

Korth: This is a huge issue for the industry. Without significant 
improvements in warranty costs, OEMs will continue to struggle 
financially. Getting to the root cause of warranty issues is com-
plex. Those areas within the OEM’s direct control can be im-
proved by more organisational stability and a reduction in the 
number of financial vs. engineering tradeoffs. One of the least 
well-known ‘secrets of success’ of the Japanese manufacturers 
is the dominance of engineering in organisational decision-mak-
ing. In many Western companies, finance is king. This can lead 
to compromises in design or execution on the front end that can 
show up later in higher warranty costs. The other area that can 
help is for the OEMs to pay as much attention to total cost when 
picking a supplier as to the initial product or component cost.

Golubow: Quality will be significantly increased via new tech-
nologies that design vehicles from the ground up utilising an 
automaker’s virtual manufacturing technology. For example, 
product-lifecycle-management software is being utilised to allow 

Without significant improvements in 
warranty costs, OEMs will continue to 
struggle financially. Getting to the root 
cause of warranty issues is complex.
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designers and engineers to collaborate at the onset of a product 
program using computer-aided design data to digitally piece to-
gether the vehicle and optimise the eventual final assembly pro-
cess. The virtual manufacturing tools will drive compatibility 
between the product design and the assembly plant process.

Elie: During previous decades, the quality of products produced 
by domestic manufacturers was not of an equivalent standard 
with their foreign competitors. The domestic brands continue to 
pay for sins of the past from the consumer’s perception. As stated 
by Bob Lutz, “The only remaining quality gap lies in the mind of 
the consumer.” Vehicle quality has a direct impact on warranty 
costs and will continue to reduce as quality is sustained.

Baxendale: Existing warranty planning and predictive analytics 
do very little to lower costs. However, reducing the detection-
to-correction cycle is proven to be an effective measure. OEMs 
need to leverage the latest technologies, including process con-
trollers and telematics, already built into the vehicles to enable 
early warning systems (EWS). EWS help identify and capture 
defects as quickly as possible, along with the operating condi-
tion data, providing the engineers the information required for 
starting root cause analysis. Technicians will have more powerful 
diagnostic tools to capture and analyse this data, along with ana-
lytical systems to resolve current problems and eliminate future 
occurrences.

Sprayregen: At a time when innovation is highly prized 
but product development budgets are being cut, how must 
engineering evolve to continue to add maximum value to the 
business? Is engineering outsourcing likely to increase?

Heroy: We continue to see significant outsourcing at all levels. 
This is necessary to sustain competitive advantage; companies 
must be nimble globally to survive. Outsourcing allows suppliers 
and OEMs to focus in-house talent on core innovations and high-
value R&D with non-core, routine and commodity functions 
outsourced. The pool of skilled engineers in countries like India 
and China continues to grow along with the demand for automo-
tive products in these countries, making outsourcing engineering 
functions to lower cost jurisdictions attractive. That being said, in 
light of Satyam’s recent disclosures of accounting improprieties, 
companies are turning increased attention to the corporate gover-
nance and financial position of their providers.

Golubow: As OEMs and suppliers look for opportunities through 
innovation and technology, engineering will evolve through out-
sourcing, which will become increasingly common in the form of 
new and different kinds of alliances, partnerships, and equity in-
vestments. In particular, cooperative engineering efforts between 
OEMs, as well as between OEMs and suppliers, will become an 
increasingly common and necessary industry dynamic.

Korth: The field of engineering could learn the most from the 
Japanese companies that stress the importance of being a learn-
ing organisation – becoming more systematic about documenting 
best practices and raising the bar continually. One of the signifi-
cant downsides of the instability of so many OEMs and Tiers 
is the loss of organisational DNA as organisations go through 
perpetual reorganisations and downsizing. The Japanese would 
never dream of changing the launch team for a new program for 
example, but Western companies do it all the time and then won-
der why they have quality and performance issues. Engineering 
outsourcing has already been occurring. It is difficult to do this 
well, however, particularly for the less sophisticated suppliers. 
At the OEM level, the need for cost-effective engineering is both 
more acute and more complex, so these companies have been 
working even harder to develop global systems that leverage ar-
eas of expertise at the lowest cost. 

Baxendale: OEMs continue to expand on the outsourcing and 
decentralisation concept for design. Vehicle design, powertrains 
and integration are the cornerstone of the OEM. Yet they can le-
verage offshore ‘Global Centres of Excellence’ to manage stra-
tegic module and system design for all vehicles to reduce costs. 
Platforms are being designed that can be shared globally to reuse 
and reduce the number of components. Another effective out-
sourcing strategy is to push modules and systems to suppliers 
who have the responsibility for product design and development. 
Engineering outsourcing for non-core competencies will most 
likely remain the same or increase slightly, since most OEMs 
have already outsourced non-core components.

Elie: In the current environment and consistent with the global 
trend of cost reduction to increase competitiveness, OEMs must 
be more selective in determining how R&D funds are allocated. 
Technologies with the greatest potential for market success will 
be the most likely to receive funding. We also anticipate that au-
tomakers will pursue opportunities to collaborate with other man-
ufacturers to develop new technologies, such as the dual-mode 
hybrid system that was co-developed by GM, BMW, and Daim-
lerChrysler. All opportunities to reduce costs must be reviewed, 
and when outsourcing or offshoring can achieve such cost reduc-
tions without compromising quality, it will be considered.

Sprayregen: In this highly interdependent industry, the 
supply chain continues to present challenges. What reforms 
are necessary and what steps can suppliers take to survive in 
the short term?

Korth: There is little question that those suppliers that are weakly 
differentiated or do not have relatively strong balance sheets are 
unlikely to survive the current downturn. While this will elimi-
nate some excess capacity in the industry, the question of supplier 
viability and the risks of industry disruption due to supplier prob-
lems will continue. If a customer believes they can get the same 
thing from another supplier with little or no pain to themselves, 
then the only buying criteria for them is price. It is important to 

Another effective outsourcing strategy 
is to push modules and systems to 

suppliers who have the responsibility for 
product design and development.
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make it painful for your customers to leave you. They have to feel 
there is a risk for them to change suppliers. Also, suppliers must 
continue to become more flexible in their approach.

Heroy: Suppliers have to downsize their operations to reflect 
lower demand from the Big Three. Also, they must continue to 
outsource and transition to lower cost operations in Latin Amer-
ica and Mexico. As to the relationship with the Big Three, two 
significant risks are passed to suppliers that threaten their profit-
ability. Firstly, many business lines operate on thin profit mar-
gins, with significant built-in overhead that require the Big Three 
to maintain a high level of purchasing. Under the current system, 
the Big Three are free to reduce their purchases with the sup-
plier falling below profitability. Secondly, many supply contracts 
do not contain mechanics to pass through increases in material 
costs. Suppliers need to become more independent so that they 
can negotiate better terms, properly hedge against material costs 
and effectuate business initiatives.

Baxendale: In the short term, the suppliers need to pull in the 
reigns, tighten budgets and focus on emerging business segments. 
To that end, suppliers should consider broadening their custom-
er base and reducing their reliance to only one or two primary 
OEMs. A broad, global customer base will help suppliers weather 
regional downturns and provide greater economies of scale.

Elie: Low-cost suppliers are best-positioned to weather down-
turns like the one we are currently experiencing. However, all 
suppliers should be taking steps to reduce costs wherever pos-
sible if they hope to remain profitable. Suppliers must also take 
a realistic view of their financial health and their position in the 
current market. They should determine whether their customers 
view their products as a commodity that could easily be sourced 
to a lower-priced competitor. Suppliers should understand where 
they fit in the supply chain and determine whether they can re-
main competitive in a rapidly changing market. In order to be 
more competitive, they may consider forming alliances with oth-
er suppliers who produce products that complement their prod-
ucts and capabilities.

Benson: OEMs have and will continue to move work from trou-
bled or less value-added suppliers of lower volumes to a smaller 
number of long-term preferred suppliers. Today, a supplier must 
illustrate its reason to exist by possessing differentiating capa-
bilities. Highly value-added companies in a unique niche with 
products/processes that are technologically advanced compared 
to competitors are often named preferred suppliers. Highly tech-
nical operations create a more risky and costly scenario for the 
OEMs to simply resource work and they will therefore likely sup-
port the relationship going forward. Companies at the commodity 
end of the continuum with little differentiated capabilities will 
struggle to succeed. 

Golubow: Suppliers must implement immediate cost reductions 
in line with reduced orders from the Big Three and foreign auto-
makers. In addition to reducing their operations, suppliers will 
need to consider other cost-cutting measures such as outsourcing 
to China and other emerging economies. However, sourcing in 
emerging, rather than in mature markets, requires companies to 
contend with other equally important issues. For example, reform 
is needed to address a poor supply chain infrastructure and an 
ambiguous legal and regulatory environment. Furthermore, dif-
ferences in cultural norms and protocols present challenges for 

automakers to timely manufacture vehicles with consistent high 
quality standards that consumers demand.

Sprayregen: Is the IT outsourcing / offshoring trend affecting 
the performance of auto companies and impacting their cost 
of service?

Baxendale: Auto companies have long been outsourcing and 
off-shoring their IT operations. In years past, IT outsourcing has 
neither had a negative impact on the performance of the OEMs, 
nor has it provided the level of cost savings originally fore-
casted. Today’s global marketplace allows for low barriers of 
entry to other markets where skilled labour is readily available, 
performance levels are high and costs of services are lower. In 
addition, current economic pressures may further increase the 
need for OEMs to outsource or offshore non-core aspects of 
their business.

Heroy: Outsourcing of IT services in the automotive industry has 
a long history. Many of the contracts for these outsourced and off-
shored services have long terms. In some instances the contracts 
have volume or long term pricing commitments that restrict price 
reduction. Auto companies will be examining these agreements 
with an eye toward reducing costs and expenses, but the typical 
outsourcing contract tends to be fairly inflexible. Nevertheless, 
auto companies may be able to renegotiate scope and service lev-
els to trade off scope and performance metrics for price conces-
sions. In addition, many auto companies may try to divest their 
IT assets. With a need to maximise cash, many businesses will 
examine whether their investment in information technology and 
software licences can be monetised and replaced with contracts.

Golubow: To cope with the slumping economy, companies plan 
to enhance efficiencies through business process redesign and by 
improving coordination and integration of offshoring processes. 
Cutting labour costs is the most significant factor driving offshor-
ing decisions. The outsourcing companies often have a high rat-
ing and are accepted as dynamic, innovative entities. Outsourc-
ing has grown considerably in magnitude which could not have 
happened if the level of service from outsourcing vendors is of 
poor quality. However, criticisms of outsourcing from much of 
the American public have been a response to what they view as 
very poor customer service and technical support from call-cen-
tres being provided by overseas workers attempting to communi-
cate with Americans.

Auto companies may be able to 
renegotiate scope and service levels 
to trade off scope and performance 
metrics for price concessions. In 
addition, many auto companies may 
try to divest their IT assets. 
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Sprayregen: In their effort to improve financial performance, 
OEMs are seeing less direct contact with their customers as 
dealers close their doors and outsource key business func-
tions, such as contact centres, marketing and finance. What 
risks do these cost saving measures present, and are they 
worth it?

Elie: The dealer network in the US is currently bloated in the 
wake of lower demand for vehicles and market-share shifts that 
have taken place over time. In general, US automakers have three 
times the number of dealers than their foreign competitors in the 
US. Domestic dealers are under the greatest pressure as market 
share for their brands continues to decline. In 2008, the combined 
US market share for GM, Ford and Chrysler was 48 percent, 
down from the 80 percent range enjoyed 30 years ago. The pace 
of market-share loss has been greater than the reduction in do-
mestic dealers. According to Automotive News, as of 1 January 
2008, there were approximately 21,461 light vehicle domestic 
dealers, highlighting the need for the number of dealers to de-
crease in order for this sector of the industry to begin to operate at 
a profitable level. While there are a number of challenges vehicle 
manufacturers face as they attempt to reduce their dealership net-
work, the greatest may be convincing the privately owned deal-
ers to close their doors. Many of these dealers are family-owned 
businesses that have been in operation for generations. Dealers 
have franchise contracts with the OEMs and will likely seek legal 
action if they are asked to close.

Benson: OEMs must consider all avenues that lead to a lower 
cost structure. The Big Three plan to cut dealer networks as a 
fundamental element of their viability plan. The risks associated 
with this strategy include damaged brand perception as local deal-
ers close doors and the potential loss of customers to other deal-
erships in the area. Nonetheless, these actions are necessary to 
coincide with the overall OEM downsizing strategy aimed to im-
prove cost competitiveness. A reduction in the number of dealers 
will create a network of dealerships with higher sales, allowing 
for investments in facilities, salesmen, training, customer service, 
and advertising, thereby improving the customer experience.

Golubow: The transfer of knowledge outside the US may create 
competitors to the original companies themselves. As production 
increases in the foreign market, qualified and experienced do-
mestic workers leave or are forced out of their jobs, often per-
manently leaving the industry. At some point, dramatically fewer 
domestic workers qualified to perform the work are left. This 
makes the domestic market dependent on the foreign market for 
those goods and services, thereby strategically weakening the do-
mestic country. When a company moves the production of goods 
and services to another country, the investment that companies 
would otherwise make in the domestic market is transferred to 
the foreign market. Corporate money spent on factories, training, 
and taxes, which would otherwise be spent in the market of the 
domestic company, is then spent in the foreign market. In effect, 
outsourcing or offshoring creates and strengthens the competitive 
industries of foreign countries while strategically weakening the 
domestic country.

Korth: There is an argument that not being close enough to their 
customers is what got most struggling OEMs in trouble in the 
first place. There is nothing wrong with looking for ways to im-
prove the efficiency and reduce the cost of backroom operations, 
but it cannot be done at the expense of the customer interface. 

Cost improvements and maintaining intimacy with customers do 
not have to be mutually exclusive efforts. Unfortunately, most 
Western OEMs have compartmentalised so many aspects of their 
business that they have become oblivious to the potential nega-
tive impact of what, at face value, might appear to be an intel-
ligent cost savings decision. OEMs need to return to the concept 
that they own the relationship with their customer and that their 
dealers should represent a robust and real time feeder system of 
market intelligence.

Baxendale: In the US automotive market, the primary consumer 
relationship has historically been at the dealership level. The 
dealers serve as the face of the OEM and support both the sales 
and service relationships. In the short term, dealer consolidation 
poses an immediate risk to the OEMs as it could likely impact 
sales. Additionally, if a local dealer is no longer ‘right down the 
road’, consumers may choose to go to a closer competitor’s loca-
tion, further eroding sales. However, there are ways for OEMs to 
manage these risks and near-term challenges. For example, call 
centres are the OEM’s lifeline to the customer; as such, the OEM 
must ensure the appropriate metrics and processes are in place to 
satisfy the customer service levels and harvest the data needed to 
retain and grow their business.

Sprayregen: Is the auto industry on the verge of a sector-wide 
consolidation phase? What M&A and distressed investment 
trends do you expect to emerge through 2009 and beyond?

Benson: The industry is in a consolidation phase – and has been 
for years. Ultimately, the effects of a battered economy and low-
er output levels at the OEM level have been passed through to 
suppliers, continuing the consolidation that started in roughly 
2004/2005. This trend, coupled with a grim industry outlook, 
suggests the pace of consolidation will accelerate in 2009 in vari-
ous forms including M&A, plant closings, and liquidations/wind-
downs. Financing is an obvious hurdle for M&A transactions, 
although from our experience lenders have shown a willingness 
to support deals involving critical suppliers with viable business 
plans that are supported by their customers. 

Elie: The automotive industry has been in a state of consolida-
tion for the past 10 years, with an average of 570 deals being 
transacted per year. The tight credit markets had a major impact 
on M&A activity in the second half of 2008, resulting in the side-
lining of financial buyers. Financial buyer investment in the au-
tomotive sector in the second half of 2008 declined to $700m, 
from $4.7bn invested during the first half of the same year and 
$25.1bn in 2007. Additionally, the credit and economic environ-
ment reduced strategic-buyer activity in the component sector, 
with only 90 deals transacted in the second half of 2008 com-
pared to 130 deals transacted during the first half of 2008. Some 
of the most successful deals are transacted in down markets when 
valuations are depressed, which creates significant opportunities 
for companies in strong financial positions. Given the restricted 
access to credit, we believe it is likely there is great pent-up deal 
demand, but it is likely that M&A activity will remain restricted 
until credit markets open.

Baxendale: There is a high probability of significant changes in 
the industry over the next five years including consolidation of 
existing players and the emergence of new players. While some 
of this activity may be at the OEM level, most of the changes will 
come at the supplier level. The market’s focus on new products 8
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and technologies, such as hybrid and electric vehicles, will be a 
primary driver for change.

Heroy: Consolidation is inevitable but too early to predict be-
cause financing is so difficult and there are few healthy strategic 
buyers. Once liquidity returns, acquisitions may increase, but so 
may the price. Distressed investment opportunities abound in the 
OEMs as well as Tier I suppliers. The uncertainty of the OEMs, 
however, has escalated risk premiums to unheard-of levels. Con-
sequently, distressed investors are very cautious and, generally, 
on the sidelines at this time.

Korth: From an OEM perspective we have basically been an oli-
gopoly for quite some time. We do not anticipate significant ad-
ditional consolidation at the OEM level (except for the probable 
absorption of Chrysler by another OEM) and we could even see a 
number of viable new entrants as new powertrains and alternative 
vehicles become more mainstream. The picture is quite different 
in the supply base where there are still large areas of overcapac-
ity. It is clear that financially distressed suppliers will have a dif-
ficult time surviving the current downturn and we do anticipate 
that certain sectors will see fairly significant consolidation. The 
main distressed investment trend we will see is a lot more liqui-
dations vs. restructuring. There will still be opportunities in many 
areas, however, for strategic buyers to pick up distressed assets. 
The key risk will be assessing the degree of decline the target 
company has experienced in the marketplace. If they have been 
having difficulties for an extended period of time, many custom-
ers may be well on the way to replacing them. 

Golubow: The US auto industry will continue to undergo a con-
solidation and restructuring as both OEMs and suppliers will re-
evaluate their market position and look to shed non-core products 
and assets. In a similar vein, industry players will look for potential 
strategic acquisitions to strengthen their competitive positions and 
product portfolios. Also, private equity ownership will continue 
to play an important role in the industry’s transformation. Finally, 
watch for the forces of globalisation to fuel the auto sector’s trans-
formation. An emerging trend, and one that is gaining momentum, 
is increasing inbound US investments by Chinese, Indian, and 
Russian entities looking to expand their enterprises globally.

Sprayregen: Many anticipate that the Obama administration 
will prioritise measures for better ensuring ‘fair trade’ 
among nations, in part to create jobs in the US. How might 
such legislative and regulatory efforts impact the US auto 
industry? Will the impact be good or bad?

Golubow: Many US companies relocate their operations over-
seas because they can pay workers low wages, they can avoid 
paying employee benefits, they don’t have to comply with safety 
and environmental regulations and they don’t have to pay foreign 
taxes on their exports to the US. Fair trade policies contain pro-
visions to enforce fair labour and environmental standards. The 
goal is to ‘level the playing field’ to the benefit of workers and 
their communities. One benefit of successful regulatory efforts to 
ensure fair trade would be domestic retention of jobs that would 
otherwise be lost to outsourcing. The countervailing detriment 
will be increased costs for automakers, which will ultimately be 

passed along to the consumer with higher auto prices.

Heroy: We think there will be protectionist steps by Obama un-
der the umbrella of fair trade. This will be part of the job growth 
plan and will mollify unions. Bad economic conditions often 
bring about more aggressive behaviour in terms of protection-
ist activities and complaints against trade. This could result in 
the filing of more trade complaints by US companies alleging 
unfair trade practices like dumping that cause injury to domestic 
industries and workers. Typically, this does not involve the auto 
producers but rather the Tier 1 and 2 parts suppliers as well as 
basic industries like steel. These actions can develop into WTO 
disputes. In a similar vein, how the industry bailout turns out 
could trigger other trade disputes involving unlawful government 
subsidies (countervailing duty actions). The next few years may 
be quite active in the trade area and the theme of fair trade will 
result in a lot of government and non-governmental actions to 
regulate trade.

Benson: One of the Obama Administration’s arguments relating 
to fair trade in the automotive industry is that we are in a trade 
deficit with other countries as American workers are exposed to 
systematic discrimination by foreign governments. For example 
according to the Obama administration, America has an $11bn 
deficit in automotive trade with Korea, stemming from Korea 
selling approximately 695,000 more vehicles in the US than the 
US sold in Korea. This is primarily attributable to a centralised 
regulatory and tax structure in South Korea that discriminates 
against the sale of American cars. The Obama Administration’s 
view is that establishing fair trade will prove to positively impact 
the US auto industry by creating a need for additional exports.

Korth: While we believe this is a very likely outcome from the 
Obama administration, the increase in protectionism is prob-
ably a world-wide phenomenon. Most countries are in various 
stages of enacting more protectionist legislation to support their 
home manufacturing base and these trends will become more en-
trenched the longer the global economic downturn lasts. In the 
US, the new administration is completely focused on stabilising 
and growing employment and if they believe protectionist mea-
sures will help, they will pursue them. In the short term, this tilt 
towards ‘Buy American’ may help the auto industry by accelerat-
ing car sales and providing support to various segments of the 
auto industry. The obvious longer term concern is that this sup-
port becomes a crutch for the domestic auto industry and they are 
‘protected’ from having to make the kind of changes necessary to 
become globally competitive.

Elie: The automotive industry lacks full support from Washing-
ton D.C., which was evident during the hearings that took place 
as the domestic manufacturers sought assistance from the federal 
government in December. This is in part related to the fact that 
manufacturers have not fully embraced government enforcement 
of technology and emission legislation. The mixed support in 
Washington, D.C., will likely continue to present challenges for 
the industry regardless of who is president. President Obama has 
been vocal about supporting the automotive industry and preserv-
ing US jobs, however, it is difficult to determine how this will 
affect automotive trade policy. In short, time will tell. 
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