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(Editor's Note: We originally published this criteria article on Oct. 1, 2010. We are republishing this article following our periodic 

review completed on Sept. 18, 2012. The sections in this article on liquidity are partially superseded by "Methodology And 

Assumptions: Liquidity Descriptors For Global Corporate Issuers," published Sept. 28, 2011. The business risk/financial risk 

matrix referenced in this article has been superseded by table 1 in "Methodology: Business Risk/Financial Risk Matrix 

Expanded," published Sept. 18, 2012. The sections in this article on management and governance are partially superseded by 

"Methodology: Management And Governance Credit Factors For Corporate Entities And Insurers," published Nov. 13, 2012.)

Standard & Poor's Ratings Services is refining its methodology and assumptions for the automaker industry. We are publishing this 

article to help market participants better understand the key credit factors in this industry. This article is related to "Criteria: 

Principles Of Corporate And Government Ratings," published June 26, 2007, on RatingsDirect. 

Key Factors

We consider the credit risk profile of the global automaker industry to be high compared with other industries. We discuss industry 

risk factors pertinent to our ratings process in the Industry Risk section of this methodology article. The key credit factors are listed 

below, divided into three categories. Category one factors are, in our view, the most relevant rating factors. They ordinarily affect 

the rating outcome in a meaningful way, and are in several instances critical to our rating conclusions. We view category two factors 

as being of lesser relevance, but may in some instances still prove critical. Category three factors may be individually meaningful in 

a few instances, but ordinarily just shape the company's overall profile in conjunction with the other factors.

Category one factors

• Global production overcapacity;

• High operating leverage;

• Volatile end-market demand;

• Limited end-market pricing power;

• Labor intensity, with labor usually organized and powerful;

• The ability to extend or protect retail market share in key markets by offering high quality products desired by customers;

• The frequency of model replacement and ability to meet shifts, often rapid, in consumer preferences and perceptions, 

coupled with skills in reducing lead times to develop new vehicles;

• Complex and evolving regulatory and political environment because of increasingly stringent fuel economy and emissions 

standards (and costs), related shifts in power trains and automakers' importance to national economies;

• The ability to limit sales incentives because of brand loyalty and success in differentiating product on the basis of quality, 

style or other consumer-driven measures (e.g. infotainment, fuel economy, or safety);

• The ability to generate consistent profits in key portions of the product lineup (retail and fleet) under most volume scenarios, 

along with prospects for breakeven results or better during a significant market slump;

• The degree of demand volatility in the company's key markets;

• Production capacity utilization across the company's manufacturing footprint, in light of typically high industry operating 

leverage;

• The degree of operating efficiency, fixed or variable costs, and the ability to realize scale benefits in vehicle design, 

production, and purchasing (including ability to mitigate exposures to commodity and currency fluctuations);

• Labor relations, rigidity, or flexibility in labor force costs, and the extent of reliance on labor rather than automation;

• The extent of brand, geographic, and product line diversification; and 

• The scale, profitability, and funding efficiency of vehicle finance capabilities, through a captive unit or partnerships because 

of significant reliance on financing availability for the vehicle distribution and sales process.

Category two factors

• Sensitivity to raw material and energy costs, and a limited ability to mitigate substantial exposures to commodity prices 

swings; 

• The ability to manage an intertwined supplier system upon which production is heavily reliant and which is partly responsible 

for technologic innovation, but is often financially vulnerable; and

• The ability to efficiently manage distribution in developed and developing markets through often-powerful independent 

dealerships, and the ability to maintain a profitable dealer base.
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Category three factors

• Expansion of competitors into existing markets;

• Track record of operating in both low growth mature markets and faster growing, more fragmented markets often with 

different product offerings; 

• In most developed markets, reliance on distribution through often-powerful independent dealerships which can be difficult to 

rationalize; and

• The ability to use the Internet and other nontraditional means of customer marketing.

Summary Of Criteria Update

This article supersedes the article titled "Key Credit Factors: Business And Financial Risks In The Automaker Industry," published 

Sept. 25, 2008. Notable changes from the prior article include increased transparency through the discussion and categorization of 

key credit factors; e.g., we now divide of our key credit factors into three categories of importance. 

Effective Date And Transition

These criteria are effective immediately.

Methodology

Our analytic framework for industrial companies in all sectors, including the automaker industry, is divided into two major segments. 

The first is fundamental business risk analysis. This step forms the basis and provides the industry and business contexts for the 

second segment of the analysis, a financial risk analysis of the company.

Business and financial risk profiles are the two components that form a corporate rating. We employ a matrix approach to combine 

this into a rating outcome (see Criteria Methodology: Business Risk/Financial Risk Matrix Expanded, published May 27, 2009). 

Part I--Business Risk Analysis

We subdivide business risk into four categories: country and macroeconomic risk, industry risk, competitive position (including 

management), and profitability/peer comparisons. We score overall business risk as Excellent, Strong, Satisfactory, Fair, Weak, or 

Vulnerable.

Country risk and macroeconomic factors (economic, political, and social environments) 

Country risk plays a critical role in determining all ratings on companies in a given country. Country-related risk factors can have a 

substantial impact on company creditworthiness, both directly and indirectly. 

While our credit rating on a sovereign suggests the general risk local entities face, it may not fully capture the risk applicable to the 

private sector. We look beyond the sovereign rating to evaluate the specific economic or other country risks that may affect the 

entity's creditworthiness. Such risks could arise, for example, from government policies, legal systems, security concerns, labor 

issues, and numerous environmental regulation factors (e.g., the requirement to reduce CO2 emissions), although there may be 

various strategies an entity can pursue to seek to insulate itself from some of these risks.

Because the automotive industry is a global business with export and foreign market growth opportunities, overseas market and 

country risk evaluations have become important elements of our credit analysis for automakers. For many vehicle producers, 

international markets provide opportunities for sales and profit growth beyond their home markets, which in developed countries are 

typically more mature. North America, Europe, and Japan are large, mature markets that are important sources of economies of 

scale for global automakers, but China has grown very rapidly and in 2009 surpassed the U.S. as the world's largest single market. 

India, Russia, Brazil, and Mexico are also projected to grow at substantially higher rates than developed markets during the next 20 

years, but we also expect these markets likely will be more volatile than the more mature markets.

Industry risk and characteristics 

In establishing a view of the degree of credit risk in a given industry for rating purposes, we find it useful to consider how its risk 

profile compares with that of other industries. Industry risk characteristic categories are broadly similar across industries, but the 

effect of these factors on credit risk can vary markedly among industries from a credit risk perspective (see chart). The key industry 

factors are scored High risk (H), medium/high risk (M/H), medium risk (M), low/medium risk (L/M), and low risk (L). 
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Broadly speaking, the lower the industry risk, the higher the potential rating on companies in that sector. Industry risk identifies the 

range of business risk profile scores we generally expect to assign to an industry. We have found that those sectors with lower 

industry risk tend to have higher business risk profile scores than those sectors with higher industry risk. However, a high-industry-

risk profile does not automatically limit our rating on a company. Companies can differentiate themselves regarding business risk, 

and may be able to mitigate certain business risks with cautious financial strategies.

Industry risk analysis sets the stage for company-specific analysis. Once key country risk and industry risk considerations are 

identified, our credit analysis process proceeds to a second phase--company-specific analysis. If, for example, we view technology 

as a critical competitive factor, our analysis typically places greater weight on a company's research and development (R&D) 

capabilities. If the industry produces a commodity, production cost is of major importance. The goal of our approach is to develop a 

robust understanding of the company's external operating environment when evaluating its overall business position. Industry 

analysis focuses on industry prospects, and identifying the competitive factors, risks, and challenges affecting participants in that 

industry. The degree of business risk facing a company almost always depends on the dynamics of the industry in which it 

participates. Different industries pose different risks and opportunities for the companies that operate in their sectors.

Our evaluation of an enterprise's competitive position identifies those entities we believe are best positioned to take advantage of 

these key industry drivers--or to mitigate associated risks more effectively. These entities should show a competitive advantage, 

and a stronger business risk profile compared with those companies lacking a strong value proposition or those more vulnerable to 

sector risks. When combined, our view of an enterprise's competitive position is shaped by the industry risk of the sector(s) in which 

it operates, thus establishing our overall view of the enterprise's business risk profile.

In our view, the following are among the major industry risks in the global automaker industry:
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• Global production overcapacity (high barriers to exit contribute to excess capacity);

• High operating leverage;

• Highly cyclical and volatile end-market demand;

• The industry produces expensive consumer products but has limited pricing power;

• Labor intensive, with usually organized and powerful labor; 

Many of these risk factors are longstanding issues, while other factors, such as new and stricter environmental regulations, or shifts 

in power train choices, are more recent developments. Other business risks include shifting consumer preferences away from the 

most profitable vehicle segments such as large cars or SUVs, and the shortening product/model life cycle with related high R&D 

and marketing costs. We believe these factors and the overall high industry risk assessment constrain industry profitability and drive 

individual company business risk. 

Company-specific analysis

Once key country and industry risk considerations have been identified, including industry-specific key credit factors, the credit 

analysis proceeds to company-specific analysis. The business risk part of this analysis is divided into three parts: Company 

competitive position (including market position, diversification, operating efficiency and technology/R&D); management assessment; 

and profitability (which incorporates industry peer group company comparisons.)

Competitive position

Many of the key credit factors outlined at the beginning of this report are a focus when evaluating the competitive position of 

automaker companies. They are discussed in detail below under market position, diversification, operating efficiency, management 

and strategy, and profitability analysis.

Market position

In analyzing an automaker's market position, we usually consider the following factors (from most to least important) as part of our 

ratings process:

• The ability to extend or protect retail market share in key markets by offering high quality products desired by customers 

(category 1);

• The frequency of model replacement and ability to meet (often rapid) shifts, in consumer preferences and perceptions, 

coupled with skills in reducing lead times to develop new vehicles (category 1);

• Complex and evolving regulatory and political environment because of increasingly stringent fuel economy and emissions 

standards (and costs), related shifts in power trains and automakers' importance to national economies(category 1);

• The ability to limit sales incentives because of brand loyalty and success in differentiating products on the basis of quality, 

style, or other consumer-driven measures (category 1);

• Scale, viability, and funding efficiency of vehicle finance capabilities through a captive unit or partnerships because of 

significant reliance on financing availability for the vehicle distribution and sales process (category 1);

• The ability to efficiently manage developed market distribution through often-powerful independent dealerships, and the 

viability of this dealer base (category 2);

• Expansion of competitors into existing markets (category 3);

• Track record of producing and selling in both low-growth, mature markets and faster-growing, more fragmented markets, 

often with different product offerings (category 3);

• In most developed markets, reliance on distribution through often-powerful independent dealerships which can be difficult to 

rationalize(category 3); and

• The ability to use Internet and other nontraditional means of customer marketing (category 3).

We view vehicle product quality--actual and perceived--as a significant determinant of market share. In turn high market shares 

generally allow for greater economies of scale. This is important in the mass-market, or volume, portion of the industry. Retail 

market share is almost always more profitable than fleet market share, but some fleet presence is typical for most automakers, so 

understanding the company's rationale for fleet sales is important. For lower-volume luxury automakers, overall market share is less 

of a focus, but share within the luxury segment is important and quality an even more relevant factor for market position than for 

volume manufacturers. 

We do not have absolute levels we regard as acceptable for market share. We often measure market share in several ways, 

because a 15% market share in a segment with three larger competitors may not be sufficient to gain any meaningful market 

leadership, but a 15% share in a segment with 15 lesser competitors could indicate a strong competitive position. We measure 

market share by country, by main product segments (e.g., by vehicle size or purpose), and by retail sales compared with total sales 

(including daily rental and corporate and government fleet sales). In the U.S., we track market shares monthly. We monitor longer-

term trends in market share--up or down--which may indicate increasing consumer acceptance or an unfavorable product mix 

compared to current marketplace demand. We also review the cause and benefit or damage of more sudden shifts in market share. 

These shifts often are event-driven (e.g., the General Motors Corp. bankruptcy leading to brand closures, or Toyota's well-

publicized recalls). 

The degree to which consumers are interested in buying from a company's product lineup (excluding sales incentives) is an 

important factor in our analysis. We examine a company's track record in aligning its product lineup with current market demand--or 

not. This can indicate a company's ability to anticipate and meet shifting consumer tastes. We measure this by looking at the market 

mix compared with the company's own market segmentation. If the company is overweighted (or underweighted) in an important 

vehicle segment relative to the market, it could be an area of vulnerability if the segment is declining (e.g., full-sized SUVs), or a 

source of strength if it is a nascent and growing segment (e.g., cross-over utility vehicles or hybrids in the past few years in the 

U.S.). Even the most nimble automaker needs at least a few years to bring a new product to market, so a company could be 

disproportionately affected if that overweighted segment becomes less popular with consumers. We believe there is a tradeoff 

between product lineup diversification and the attempt to be consistently positioned in the latest popular segment, because it is not 

feasible to shift quickly with changing markets. It is unusual for automakers to bring new vehicles from early stage development to 

launch in less than two years.
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Various factors influence a company's ability to limit sales incentives, which can help spur sales, but often do so at the expense of 

higher profitability. Two key aspects are brand loyalty and success in differentiating product on the basis of quality, style or other 

consumer-driven measures. Loyalty and differentiation can translate into favorable vehicle pricing and result in higher average 

transaction prices per vehicle. To measure a company's ability to manage incentives, we look at average incentive level data from 

company reports and third parties, and average vehicle transaction price data, usually in conjunction with monthly sales reports or 

in quarterly earnings calls. We also look at dealer inventory levels, because well-matched supply and demand helps keep incentives 

in check.

Quality levels are important for our analysis because they resonate with consumers, and lower warranty reserves and costs can be 

significant enough to affect earnings if they are better or worse than management's expectations. 

We look at brand loyalty levels through third-party, short- and long-term data, and at dependability and quality surveys. We assume 

new and repeat buyers take resale value into consideration in making purchasing decisions. Higher used-car prices on trade-ins 

support lower discounting (incentives) at the time of new vehicle sale (the reverse is also true: Lower discounts support higher used 

prices). Consistent and predictable residual values can translate into premium pricing for the luxury manufacturers and pricing 

flexibility for the volume automakers.

We view a company's prospective model replacement plans and capabilities as an increasingly important business factor, because 

the industry's current model lineup is relatively young in many major markets. We believe auto manufacturers' success is highly 

correlated with their ability to maintain an appealing, profitable, updated vehicle mix. Judging the freshness of a model lineup 

includes average showroom age across the product lineup or for specific segments, or percentage of the total lineup renewed in a 

specific period.

We analyze a company's ability to provide competitive financing to consumers (retail) and dealers (wholesale financing for inventory 

held for sale by the dealers), most commonly through a captive finance unit, but also with third-party financial institutions. Financing 

dealers' inventory is a crucial aspect of the sales process for all automakers, because most dealers are not liquid enough to 

purchase their vehicle inventory outright. Repaying this "floorplan" financing usually is tied to the sale of the vehicle. Automakers 

provide sales incentives to dealers along with wholesale financing. For consumers, the finance companies (captive or third-party) 

provide loans and leases. We look at captive finance funding sources and requirements, costs, liquidity levels, the breadth of 

funding alternatives, and the ability to provide the full range of financing economically. Under our criteria, a captive finance unit 

generally receives the same rating as its parent, because of the strong economic links between the two entities and the parent's 

control over the captive. There are exceptions to our equalized ratings approach when the finance unit is highly regulated, which 

under certain circumstances can result in a slightly higher rating for the finance unit. 

An automaker without a captive finance unit would be an exception to the norm; in those cases, we consider any operating 

agreement with third-party finance providers, including how committed and secure the financing availability is for retail and 

wholesale customers. 

We draw conclusions about a company's ability to effectively navigate the political, regulatory, and technological environment, partly 

by looking at the likely costs of meeting upcoming environmental or safety rule requirements. However, these costs generally are 

company or trade-group estimates, and often subject to change, especially if effective dates and/or requirements are long-term and 

subject to revision. We also consider research and development costs as a percentage of revenues. This measure relates to both 

regulatory requirements and new technology developments that are not externally mandated. We expect most large global 

automakers would avoid damaging their product lineup with widespread lack of compliance. But companies can gain an advantage 

by staying a generation or more ahead of competitors in technologies popular with consumers: Toyota's growth in hybrid technology 

is an example. 

In our view, the dealer base is critical in the vehicle distribution and sales process. Financially healthy dealers are an advantage in 

the assessment of market position. Strong dealer networks generally provide a good buying experience, customer-service 

satisfaction, and have good access to financing for retail customers. Dealers in many, but not all, countries are independent of the 

automaker, and their collective financial health and support can fluctuate with the automaker's prospects. Broad dealership 

geographic coverage is critical to distribution, sales, and service and repair. But cutting excess dealers can be a lengthy process in 

some regions (e.g., the U.S.) because of state franchise laws.

We evaluate an automaker's track record of operating results in both low-growth mature markets and in faster-growing, more 

fragmented markets. If available, we review regional profit margins. Sales strategies, capital spending requirements and cost 

structures are often different in these two types of end markets. We examine the company's approach in light of typical risks in 

emerging, high-growth markets, such as demand volatility and overcapacity. 

Automakers can gain customers by using the Internet and other nontraditional means of pre-purchase research. We believe the 

Internet has changed the way many buyers research and shop for new and used vehicles. The rapid rise of Internet use to find 

features and pricing information means buyers have more information before going to a dealership. The automakers' challenge is to 

ensure that Web sites are competitive, and that Web site visits translate into showroom visits. We believe most global automakers 

have a sophisticated approach to their own and third-party Web sites, and to nontraditional media sites. These sites also give 

automakers insight about customer purchasing behavior. 

Diversification

Most global automakers have little diversity in business lines, and are highly focused on passenger vehicles. For a few others, the 

combination of commercial truck and passenger vehicle businesses provides some degree of end-market diversity. However, we 

also review the extent of an automaker's brand, geographic, and product-line diversification (category 1). 

We view diversity among segments--mass market or luxury cars--as less beneficial than a fairly broad product lineup. Hence, within 

their typically narrow line of selling vehicles, we examine a company's product breadth (small car to luxury lines and light trucks) 

and geographic market mix. We then consider the competitive conditions of the national markets in which a company operates. This 

is important to our analysis because of the cyclicality and differing growth prospects of various regional markets, even though 

downturns can be correlated globally, as in 2008 and early 2009.
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Operating efficiency

In analyzing an automaker company's operating position, we usually consider the following factors (from most to least important) as 

part of our ratings process:

• Production capacity utilization across the company's manufacturing footprint in light of typically high industry operating 

leverage (category 1);

• The degree of operating efficiency, fixed compared with variable costs, and the ability to realize scale benefits in vehicle 

design, production, and purchasing, including the ability to mitigate exposures to commodity and currency fluctuations 

(category 1);

• Labor relations, the degree of rigidity or flexibility in the labor force costs, and the extent of reliance on labor rather than 

automation (category 1); 

• Sensitivity to raw material and energy costs, and a limited ability to mitigate substantial exposures to commodity prices 

swings (category 2); and

• The ability to manage an intertwined supplier system that is partly responsible for technologic innovation, but also often 

financially vulnerable (category 2).

Capital intensity is characteristic of all automakers, because of the scale necessary for production facilities and the long lead times 

necessary to develop high quality plants. We review the company's production capacity across its manufacturing footprint. This 

information may be provided at a high level in public filings or investor presentations, but we typically seek more granular data from 

the company directly. This information is important because we view a high level of capacity utilization (close to 100%, two shifts per 

day) as a good indication of a company's ability to maintain profitability. Of course, utilization for some plants may be running at 

more than 100% to produce popular models, while others may be well below 100%. In addition, a company's ability to efficiently 

manufacture more than one vehicle type in a plant can influence capacity utilization measures. We consider the direction of a 

company's capacity utilization in light of our unit sales expectations, rather than a plant-by-plant review. We also review research 

data from third parties on manufacturing cost efficiency, such as labor hours per vehicle produced, when available.

Cost efficiency is a critical factor in our analysis of auto manufacturing. We examine a company's fixed, semi-fixed, and variable 

costs mix. One assumption we make is that all automakers have a high degree of largely fixed costs, especially in the short run. We 

review the company's ability to realize scale benefits in vehicle design, production and purchasing (and their ability to mitigate 

exposures to commodity and currency fluctuations). 

We look at the extent of global platform use, and commonality between platforms. We examine actual results at different levels of 

sales over time to help gain insight into operating leverage. Manufacturing capacity, unionized labor, financial obligations (including 

pension and healthcare obligations) are all fairly fixed. We also consider variable costs--such as raw materials--that may not be 

recouped through higher selling prices. 

Labor relations remain an important focus in our analysis of operating efficiency. Often a company's labor cost structure is driven by 

its history of contractual negotiations and specific country locations. We examine a company's degree of rigidity or flexibility in the 

labor force costs and the extent of reliance on labor rather than automation. We assume the hourly labor force for automakers is 

characterized by a more rigid set of work rules and higher all-in costs than most nonmanufacturing sectors, and even some other 

manufacturing sectors. We analyze labor cost structure by assessing the extent of union representation, wage and benefit costs as 

a part of cost of goods sold (when available), and by our opinion on the balance of capital equipment use and labor input into the 

manufacturing process. We also incorporate trends in a company's movement of labor costs between high-cost and low-cost 

regions. This information can be partly estimated if the company reports manufacturing assets by region. 

Another factor in operating efficiently is a company's capability at managing a massive base of suppliers, because the supply base 

is a major factor in vehicle quality--an important source of technology development, but also the source of potential recalls. Certain 

large portions of the supply base have been financially vulnerable because of historic ties to weak automakers, the volatile nature of 

production, requirements to reduce prices to the automakers and leveraged capital structures. Suppliers may experience difficulties 

managing working capital, leading to liquidity issues when production is volatile or raw material costs spike. We monitor how much 

assistance (sometimes called accommodation agreements) automakers are providing to key suppliers. 

We review the automaker's stated approach to the supply base (philosophy on sharing cost reductions or degree of scheduled 

contractual price reductions). Many global automakers have moved toward increasing use of common parts or components. This is 

an effective way of controlling costs, but it increases the risk that a larger number of vehicles will be affected by a defective part or 

component. Still, we believe using common parts across multiple vehicle platforms, when properly managed, is likely more efficient 

than the alternative. 

The following measures may provide further insights into an automaker's operating efficiency:

• Manufacturing capacity utilization;

• Fixed compared with variable costs;

• Fixed costs to cost of goods sold (COGS);

• Raw materials as a percentage of COGS;

• Contribution margin per vehicle;

• Return on assets; and

• Dealer stock (days-on-hand) of all vehicles, and stock per category and per vehicle model as an indicator of future production 

and profitability.

Profitability analysis

In analyzing an automaker company's profitability, we usually consider the following factors (from most to least important) as part of 

our ratings process:

• The ability to generate consistent profits in key portions of the product lineup (retail and fleet) under most volume scenarios, 

along with prospects for breakeven results or better during a significant market slump (category 1 );

• Degree of volatility of demand in the company's key markets (category 1 ); and
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• Peer comparisons, e.g., automaker peers or rated companies outside of the industry that have similar ratings. 

Within this context, we analyze margin levels and return on capital. But we also analyze the sources of profitability, considering 

whether profits are broad-based or concentrated in certain vehicle models or regions, and profitability volatility. Demand is closely 

linked to economic conditions, but is perhaps even more volatile, so automakers may report wide variations in operating 

performance during a normal business cycle.

Understanding whether profits will be generated in the primary portions of the product lineup (retail and fleet) under most volume 

scenarios is a key factor in our analysis of profitability. But also important are prospects for breakeven or better results during a 

significant market slump. We take into account that smaller vehicles generally are less profitable (both in margin and absolute 

terms) than larger ones. Consumer shifts away from larger vehicles recently reduced profits in certain markets, and the opposite 

has been true in markets where larger, well-equipped vehicles are more popular. For example, we believe luxury automakers have 

been benefiting from high selling prices of large vehicles in China. 

We analyze trends in auto pricing. We focus on actual transaction prices net of the various forms of dealer and retail incentives--

rebates, fleet discounts, low-interest-rate financing, and lease subsidies. Sales incentives or discounting are common, and in our 

view, effective, ways to move vehicle inventories at the end of a model year or when new replacement models are introduced, but 

repeated discounting often has been a sign of major competitive weakness.

We review demand volatility in a company's key product and geographic markets, e.g., as measured by percentage change in peak 

to trough demand or the trend of decline or increase in demand in a key product segment. This is important to our analysis because 

complex manufacturing operations with high fixed costs typically perform poorly financially when production is volatile. Vehicles 

largely are produced where they are sold, lowering a company's ability to shift inventory between geographic markets. Volatility of 

demand and production also affects suppliers: Keeping finished vehicle inventories balanced with demand and keeping sales 

incentives in check is more challenging when end-market demand is volatile.

Part II--Financial Risk Analysis

Having evaluated an automaker's business risk, we next look at several financial categories. The company's business risk profile 

helps determine the financial risk appropriate for any rating category. We assess financial risk largely through quantitative means, 

particularly by using financial ratios.

We analyze five risk categories: accounting characteristics; financial governance/policies and risk tolerance; cash flow adequacy; 

capital structure and leverage; and liquidity/short-term factors. We then determine a score for overall financial risk: Minimal, Modest, 

Intermediate, Significant, Aggressive, or Highly Leveraged (see "Criteria Methodology: Business Risk/Financial Risk Matrix 

Expanded", May 27, 2009). We comment below on financial risk criteria specific to the global automaker industry. 

Accounting characteristics

Overall, our adjustments of financial ratios for the automaker sector mainly relate to our key adjustments for postretirement 

obligations, operating leases, and captive finance operations. Some important accounting practices for automakers include:

• Revenues are generated and recorded from the sale of vehicles to the dealer distribution channel (typically financed by the 

captive finance unit), rather than to the ultimate consumer, so production levels, rather than retail sales, are the direct link to 

cash generation for the automaker parent company.

• Pensions (generally underfunded for most automakers as of early 2010) and other postretirement obligations have been 

issues mainly for U.S.-based automakers. In 2010, a substantial portion of postretirement health care liabilities, along with a 

large pool of assets, was transferred to trusts managed by the United Auto Workers union. These trusts, rather than the U.S. 

automakers, are now responsible for funding postretirement health care benefits. In other countries, government-sponsored 

health care or pension plans relieve the automakers of some, or all, of this cost. Our methodology for adjusting financial 

ratios incorporates these debt-like liabilities into automakers' credit ratios. As important as these long-term accrual concepts 

are, the near-term cash requirements to fund pensions are also important in our analysis. We consider them to be similar to 

debt maturities. Deferral is possible, but can be onerous.

• Warranty accounting can have an impact on reported results if product quality is much better or worse than that for which the 

company reserved. We generally believe most automakers recently have improved product quality, so we expect warranty 

expenses to be less volatile than in past years. 

• Operating leases and similar off-balance-sheet obligations generally are not a large portion of automakers' total fixed 

financial obligations. We use a discounted present value model to adjust credit ratios for these obligations.

• For automakers with captive finance companies, we use our captive finance methodology to adjust for their finance activities, 

for which we allow a higher leverage and different credit drivers than for the industrial businesses (see "Captive Finance 

Operations," Sept. 5, 2006). 

Financial governance/policies and risk tolerance

We evaluate whether an automaker tends to eschew high financial leverage because of the inherent high operating leverage in their 

businesses or not, and whether an automaker ends up adding debt over time to fund cash operating losses, to fund dividends, or to 

reduce the underfunded status of their pension or other postretirement liabilities. 

While most automakers focus on financial policies consistent with investment-grade ratings, the widespread challenges of the 

industry, including intense competition, often preclude them from achieving this goal. We also evaluate the degree of 

aggressiveness in their business strategies. For example, we examine a company's balance between partnerships that allow for 

sharing of research and/or product development costs between or among automakers, and outright mergers and acquisitions, which 

have had a poor track record in the industry.

The extent of derivatives use is a component of the risk tolerance assessment. Because currency fluctuations, raw material costs, 

and, to a lesser extent, energy costs, are often key influences on profitability and cash flows in the automaker sector, we analyze 

risk management practices including hedging policies and positions. The captive finance companies often use derivatives to 

manage interest rate, currency, or other risks that arise in their funding strategies. 
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Some crucial commodities, particularly steel, cannot easily be hedged. Most automakers enter into steel purchase programs that 

involve annual price negotiations. In early 2010 there were reports of changes to pricing mechanisms between the mining 

companies and steelmakers that could result in significantly higher steel prices. This could lead to steel prices that are higher in 

coming years. We typically review companies' price trends in their long-term and spot steel purchase programs.

Cash flow adequacy and cash flow ratios

In our analysis, key cash flow credit measures for automakers include cash from automotive operating activities, because working 

capital can be an important source or use of cash. Automakers report cash from automotive operations that usually take account of 

working capital swings, capital spending, and certain other transactions. Because of the large proportion of fixed assets (mostly 

property, plant, and equipment) on an automaker's balance sheet, noncash depreciation and noncash timing differences 

(differences in accrual rather than payment for items such as pension and health care expense) are significant, and cash flow 

generation is often materially better than reported earnings during a downturn. 

Current assets and liabilities form an important proportion of an automaker's balance sheet, and in a particular quarter, the 

difference between funds from operations and operating cash flow may be significant. Because of traditional seasonal production 

shutdowns, certain quarters and even certain months may require a significant amount of liquidity. Many automakers maintain 

negative working capital positions (i.e., current liabilities that exceed current assets). This is partly the case because automakers 

get cash for the finished vehicles when the vehicle is financed by the captive or a third party and moved into the dealer network. 

Cash receipt happens significantly sooner than suppliers (payables) are paid. This tends to exacerbate cash outflows from 

automotive operations during periods of falling production. Conversely, cash flow generation can be heightened by these working 

capital effects as production rises. 

Although automakers generate significant cash flow under favorable industry conditions, they also require significant capital 

expenditures to maintain and expand proper production capacity. Most automakers have little leeway to reduce capital expenditures 

or research and development spending. Accordingly, we focus on cash flow after capital spending. We also measure capital 

spending as a percent of revenues and as a percent of cash flow to gauge the company's performance relative to peers, and 

whether it may be constrained from making what may be necessary new investments to remain competitive.

Capital structure, leverage, and ratios

The presence of a captive finance operation typically means the automaker is heavily reliant, through the captive, on the capital 

markets and the related risk of wholesale funding. The fairly short-term nature of the assets and liabilities of the captive typically 

leads to a frequent need to tap the capital markets and so we evaluate the captive's committed sources of liquidity relative to what 

we expect to be its upcoming financing requirements. When sales are declining, the captive's portfolio of assets (loans) tends to 

shrink, lessening funding needs. 

During 2008 to late 2009, the auto asset-backed securities (ABS) market was affected by the downturn in the capital markets. 

Spreads were wider and market acceptance much lower than in early 2007. However, because sales were falling, financing needs 

were reduced for the captives, and most were able to continue supporting the sales activities of their parent companies. At the 

parent automaker, we expect incremental financing needs to be fairly modest after capital spending. In our view, long, level debt 

repayment equal to the average remaining life of the revenue generating assets is more favorable for the credit quality of 

automakers.

Liquidity/short-term factors

We focus on bank lines and cash balances as the main sources of liquidity. Typically, we do not place much emphasis on potential 

asset sales. Automakers may be able to extract cash from working capital when production is increasing because they receive cash 

faster than it is owed to their suppliers. The reverse typically is true when production falls, as discussed in the cash flow section 

above. 

Unrestricted cash and short-term investments historically have tended to be the principal near-term source of liquidity and financial 

flexibility for non-investment-grade automakers, but in our view they are important for investment-grade issuers, as well. Because of 

the huge swings in working capital and losses that can be caused by labor strikes or economic downturns, even investment-grade-

rated automakers have long tended to carry a large amount of cash. We do not give much weight to net debt calculations because 

of this liquidity requirement. Historically, liquidity usually has been a relative positive factor even for speculative-grade-rated 

automakers, partly offsetting other relative weaknesses in the financial risk assessment. 

Related Research

• CreditMatters TV video titled "A Look At Standard & Poor's Key Credit Factors Criteria For Rating Global Automakers,"Oct. 

20, 2010 

• Industry Economic And Ratings Outlook: U.S. Automotive Economic Outlook Appears Tentative, Jan. 25, 2010 

• Criteria Methodology: Business Risk/Financial Risk Matrix Expanded, May 27, 2009 

• Governments' Support For The Auto Industry Is A Bandage, Not A Lasting Cure, April 22, 2009 

• 2008 Corporate Criteria: Ratios And Adjustments, April 15, 2008 

• 2008 Corporate Criteria: Analytical Methodology, April 15, 2008 

• Standard & Poor's Encyclopedia Of Analytical Adjustments For Corporate Entities, July 9, 2007 

• Criteria: Principles Of Corporate And Government Ratings, June 26, 2007 

• General: Captive Finance Operations, Sept. 5, 2006 

These criteria represent the specific application of fundamental principles that define credit risk and ratings opinions. Their use is 

determined by issuer- or issue-specific attributes as well as Standard & Poor's Ratings Services' assessment of the credit and, if 

applicable, structural risks for a given issuer or issue rating. Methodology and assumptions may change from time to time as a 

result of market and economic conditions, issuer- or issue-specific factors, or new empirical evidence that would affect our credit 

judgment.
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