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This Time is Different: U.S. Automakers Positioned
for Slowing Economy

By Brian Barnhurst, CFA, Co-Head of Credit Research,
and John Smigelsky, CFA, Credit Analyst, U.S. Investment Grade Credit Research

The large ticket, financing-dependent, deeply cyclical auto industry is a tricky spot to invest amidst slowing economic
growth, let alone during an actual recession.

As the U.S. economy exhibits signs of moderating activity and an underlying shift in consumer spending from durables and
pandemic beneficiaries toward leisure activities and services, bloated retailer inventories have captured headlines. And
while general goods, apparel, and housewares retailers grapple with price discounts and margin erosion to move unwanted
product, U.S. automakers find themselves in almost the exact opposite position (Figure 1).

FIGURE 1: Auto Inventories Decoupled from Broader Retail During the Pandemic
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Source: Census Bureau and Haver Analytics. Indexed at 100 as of February 2020.

During the past several years, semiconductor chip shortages and broad-based global supply chain disruptions have
constrained U.S. auto production to levels more typically associated with below trend economic growth or economic
contraction, leaving automakers unable to satisfy otherwise healthy end-demand from customers. Using average U.S.
annual auto sales during the past five years as a rough proxy for normalized demand, we approximate the shortfall in retail
auto sales may total upwards of 5 million units since the start of the pandemic, creating a large store of pent-up replacement
demand (Figure 2). The shortfall includes not only unfulfilled consumer retail demand, but also fleet sales, including car
rental companies that have been unable to source enough vehicles to satisfy recovering leisure travel demand.
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FIGURE 2: Vehicle Sales Fell Below Trend During the Pandemic
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Source: Ward’s Index via Bloomberg as of July 31, 2022.

Healthy auto demand and constrained production have combined to push inventory to historically low levels. To boot, at
the end of July, U.S. auto inventories totaled just 1.1 million units, a mere quarter of the inventory levels typically held by
the industry prior to the pandemic. With dealer inventories depleted and demand currently healthy, it's not surprising that
new car prices are hovering near record highs of $45,000 per unit, roughly 30% higher than pre-COVID averages, and
used car prices are as much as 60% above pre-pandemic levels, pushing automakers toward record profitability despite
reduced sales volume (Figure 3).

FIGURE 3: New and Used Vehicle Prices Surge as Inventories Run at One Quarter of Pre-COVID Levels

Average Price of New and Used vehicles U.S. Auto Inventories in Total Units
$50.000 e vehicle average transaction price 2 SR m Units
—Manheim U.S. Used Vehicle Value Index 220
$45000  (sp) 4,000,000
200
$40,000 180 3,000,000
$35,000 180 2000000
140
$30,000 1,000,000
$25,000 ‘ 100 0 ;
2015 2016 2017 2018 2019 2020 2021 2022 2018 2019 2020 2021 2022

Source: Inventories from Autodata Corp. and new auto prices from TrueCar and used from Manheim Index as of July 31, 2022.

While we expect auto production will begin to normalize in the second half of 2022 and 2023 as chip and supply constraints
ease, facilitating a gradual replenishment of inventories and likely creating downward pressure on new and used vehicle
prices just as the economy slows, the magnitude of the inventory replenishment opportunity should act as a healthy revenue
and profitability offset to price/mix headwinds as well as potentially weaker demand. Lean dealer inventories should also
govern the typical management impulse to ratchet-up marketing incentives to move product, preserving some of the
industry pricing captured during the past two years. In the event chip shortages and supply chain disruptions persist,
automakers will continue to enjoy the outsized profitability associated with constrained availability of product. Central to
either scenario is that U.S. auto production is already operating near levels associated with economic contraction and that
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industry inventory levels are heavily depleted, leaving auto maker profitability comparatively less sensitive to end-demand
relative to the historical experience.

In addition to lower expected drawdowns in profitability during a potential recession, automaker balance sheets start from
a position of strength, as cash balances remain well in excess of gross debt levels, providing a sizeable liquidity cushion
in the event of a weaker operating backdrop. Streamlined product portfolios, reduced pension burdens, and enhanced cost
structure flexibility underscore sharply lower unit break-evens and greater financial flexibility relative to prior downturns.
Industry resilience has been impressive in recent years, as the industry has navigated a series of industry shocks, including
trade wars, a UAW work stoppage, and the early pandemic plant shutdowns. For manufacturers, such as Ford and GM,
the profits windfall and expected counter-cyclical inventory and replacement demand tailwinds could not have come at a
better time, supporting accelerated capital deployment into the ongoing industry transition toward electric vehicles.

To be clear, we are not relitigating the cyclicality of autos (the industry is highly cyclical) or suggesting the industry is
counter-cyclical (it's not). We simply expect that the current fundamental industry set-up means the sector will behave
differently than the historical precedent. Most notably, heavily depressed inventory levels will catalyze a shallower industry
downturn and once in a downturn, pent-up replacement demand will drive a steeper slope of exit velocity.

Definitionally, a slower economy or recession will negatively impact end demand for large ticket items, including cars. In a
typical downcycle, automakers slash production in response to lower demand. Higher incentives are employed to help
move dealer inventories. Automaker fundamentals suffer in response to lower production and higher incentives/weaker net
pricing. In this cycle, the industry response will be atypical in that car makers won’t have to slash production by many
millions of units; production is already running near recessionary levels.

The resultant production cuts required to balance supply and demand will be of a materially smaller magnitude and will
allow for less severe, and potentially far less severe, drawdowns in profitability and cash flow than historically experienced.
Of course, there will also be impacts from raw material fluctuations, product mix, and the absolute level of interest rates
and general availability of credit, among a number of other variables. But in our view, the tailwind from lower drawdowns
in production owing to inventory levels will prove the largest single determinant of automaker profitability and industry
health. Further, in the potential recession case, once end-demand troughs and begins to pick-up, the industry will benefit
from a pent-up replacement demand accelerant that will quicken automaker recovery. As postulated earlier, the industry
may have underproduced demand by as many as 5 million units during the past 2.5 years and ultimately, this demand will
be unlocked.

The auto industry certainly won’t be immune to the aftershocks of an economic downdraft, particularly if one were to prove
lengthy or deep. However, anemic industry inventory levels, considerable pent-up replacement demand, and healthy
starting balance sheets will combine to both mitigate the severity of any economic softness and to support a quicker
acceleration of the auto industry out of any potential economic contraction. While it’s certainly a tired cliché, this time may
truly be different for U.S. automakers.

Portfolio Perspective

With auto sales having materially undershot demand since the start of the pandemic and auto inventories sitting at extreme
lows, the auto sector will behave much differently than it has in previous periods of slower growth or recession. Our portfolio
positioning approach will capitalize tactically on auto sector dislocations relative to the broader market and other cyclicals.
Gyrations in market valuations may facilitate the implementation of overweights in uniquely positioned automakers and
suppliers despite their pro-cyclical characteristics. While sector and broad market drawdowns will provide opportunities,
we may also look to reduce exposure if the risk/reward dynamic skews asymmetrically negative. Top of mind is that we are
heading into a prolonged period in which active management will be crucial to meeting investment objectives across credit
markets.

The comments, opinions, and estimates contained herein are based on and/or derived from publicly available information from sources
that PGIM Fixed Income believes to be reliable. We do not guarantee the accuracy of such sources or information. This outlook, which
is for informational purposes only, sets forth our views as of this date. The underlying assumptions and our views are subject to change.
Past performance is not a guarantee or a reliable indicator of future results. ESG investing is qualitative and subjective by nature; there
is no guarantee that the criteria used or judgment exercised by PGIM Fixed Income will reflect the beliefs or values of any investor.
Information regarding ESG practices is obtained through company engagement or third-party reporting, which may not be accurate or
complete, and PGIM Fixed Income depends on this information to evaluate a company's commitment to, or implementation of, ESG
practices. ESG norms differ by region. There is no assurance that PGIM Fixed Income's ESG investing techniques will be successful.

Source(s) of data (unless otherwise noted): PGIM Fixed Income, as of August 18, 2022.
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Important Information

PGIM Fixed Income operates primarily through PGIM, Inc., a registered investment adviser under the U.S. Investment Advisers Act of 1940, as amended, and a
Prudential Financial, Inc. ("PFI") company. Registration as a registered investment adviser does not imply a certain level or skill or training. PGIM Fixed Income is
headquartered in Newark, New Jersey and also includes the following businesses globally: (i) the public fixed income unit within PGIM Limited, located in London; (ii)
PGIM Netherlands B.V., located in Amsterdam; (iii) PGIM Japan Co., Ltd. ("PGIM Japan”), located in Tokyo; (iv) the public fixed income unit within PGIM (Hong Kong)
Ltd. located in Hong Kong; and (v) the public fixed income unit within PGIM (Singapore) Pte. Ltd., located in Singapore ("PGIM Singapore”). PFl of the United States
is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc, incorporated
in the United Kingdom. Prudential, PGIM, their respective logos, and the Rock symbol are service marks of PFl and its related entities, registered in many jurisdictions
worldwide.

These materials are for informational or educational purposes only. The information is not intended as investment advice and is not a recommendation about
managing or investing assets. In providing these materials, PGIM is not acting as your fiduciary. Clients seeking information regarding their particular investment
needs should contact their financial professional. These materials represent the views and opinions of the author(s) regarding the economic conditions, asset classes,
securities, issuers or financial instruments referenced herein. Distribution of this information to any person other than the person to whom it was originally delivered
and to such person’s advisers is unauthorized, and any reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without
prior consent of PGIM Fixed Income is prohibited. Certain information contained herein has been obtained from sources that PGIM Fixed Income believes to be
reliable as of the date presented; however, PGIM Fixed Income cannot guarantee the accuracy of such information, assure its completeness, or warrant such
information will not be changed. The information contained herein is current as of the date of issuance (or such earlier date as referenced herein) and is subject to
change without notice. PGIM Fixed Income has no obligation to update any or all of such information; nor do we make any express or implied warranties or
representations as to the completeness or accuracy or accept responsibility for errors. All investments involve risk, including the possible loss of capital. These
materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial instrument or an y investment management
services and should not be used as the basis for any investment decision. No risk management technique can guarantee the mitigation or elimination of risk in any
market environment. Past performance is not a guarantee or a reliable indicator of future results and an investment could lose value. No liability whatsoever is
accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived from this report. PGIM Fixed
Income and its affiliates may make investment decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary accounts
of PGIM Fixed Income or its affiliates.

The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as recommendations
of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the suitability of any securities,
financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, the recipient(s) of this report must
make its own independent decisions.

Conflicts of Interest: PGIM Fixed Income and its affiliates may have investment advisory or other business relationships with the issuers of securities referenced herein.
PGIM Fixed Income and its affiliates, officers, directors and employees may from time to time have long or short positions in and buy or sell securities or financial
instruments referenced herein. PGIM Fixed Income and its affiliates may develop and publish research that is independent of, and different than, the recommendations
contained herein. PGIM Fixed Income’s personnel other than the author(s), such as sales, marketing and trading personnel, may provide oral or written market
commentary or ideas to PGIM Fixed Income’s clients or prospects or proprietary investment ideas that differ from the views expressed herein. Additional information
regarding actual and potential conflicts of interest is available in Part 2A of PGIM Fixed Income’s Form ADV.

In the United Kingdom, information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited
is authorised and regulated by the Financial Conduct Authority (“FCA") of the United Kingdom (Firm Reference Number 193418). In the European Economic Area
(“EEA"), information is issued by PGIM Netherlands B.V., an entity authorised by the Autoriteit Financiéle Markten ("AFM") in the Netherlands and operating on the
basis of a European passport. In certain EEA countries, information is, where permitted, presented by PGIM Limited in reliance of provisions, exemptions or licenses
available to PGIM Limited under temporary permission arrangements following the exit of the United Kingdom from the European Union. These materials are issued
by PGIM Limited and/or PGIM Netherlands B.V. to persons who are professional clients as defined under the rules of the FCA and/or to persons who are professional
clients as defined in the relevant local implementation of Directive 2014/65/EU (MiFID II). In certain countries in Asia-Pacific, information is presented by PGIM
(Singapore) Pte. Ltd., a Singapore investment manager registered with and licensed by the Monetary Authority of Singapore. In Japan, information is presented by
PGIM Japan Co. Ltd., registered investment adviser with the Japanese Financial Services Agency. In South Korea, information is presented by PGIM, Inc., which is
licensed to provide discretionary investment management services directly to South Korean investors. In Hong Kong, information is provided by PGIM (Hong Kong)
Limited, a regulated entity with the Securities & Futures Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 (paragraph
(a) to (i) of the Securities and Futures Ordinance (Cap.571). In Australia, this information is presented by PGIM (Australia) Pty Ltd (“PGIM Australia”) for the general
information of its “wholesale” customers (as defined in the Corporations Act 2001). PGIM Australia is a representative of PGIM Limited, which is exempt from the
requirement to hold an Australian Financial Services License under the Australian Corporations Act 2001 in respect of financial services. PGIM Limited is exempt by
virtue of its regulation by the FCA (Reg: 193418) under the laws of the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United
Kingdom differ from Australian laws. In South Africa, PGIM, Inc. is an authorised financial services provider — FSP number 49012. In Canada, pursuant to the
international adviser registration exemption in National Instrument 31-103, PGIM, Inc. is informing you of that: (1) PGIM, Inc. is not registered in Canada and is
advising you in reliance upon an exemption from the adviser registration requirement under National Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is
New Jersey, U.S.A; (3) there may be difficulty enforcing legal rights against PGIM, Inc. because it is resident outside of Canada and all or substantially all of its assets
may be situated outside of Canada; and (4) the name and address of the agent for service of process of PGIM, Inc. in the applicable Provinces of Canada are as
follows: in Québec: Borden Ladner Gervais LLP, 1000 de La Gauchetiére Street West, Suite 900 Montréal, QC H3B 5H4; in British Columbia: Borden Ladner Gervais LLP,
1200 Waterfront Centre, 200 Burrard Street, Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street West, Suite 3400, Toronto, ON M5H
4E3; in Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’'s Wharf Tower One, 1959 Upper Water Street, P.O. Box 2380 - Stn Central RPO, Halifax, NS B3J 3E5; in Alberta:
Borden Ladner Gervais LLP, 530 Third Avenue S.W., Calgary, AB T2P R3.
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