
I n  t h i s  n e w s l e t t e r :

Weaker Economic Outlook
Could Stal l  Auto Recovery

Page 01

Deal  Making Activity Slows

Page 02

Small  Business Outlook

Page 02

Credit  Risk Newsletter  |  page 01

CREDIT RISK
NEWSLETTER

Weaker Economic Outlook Could Stall
Auto Recovery

Macroeconomic issues such as supply chain bott lenecks and inf lat ionary
pressure have been adversely impacting the automotive industry
recently and is  expected to continue through 2024.  Although
automotive demand has been sol id this  year ,  sa les volumes have been
negatively impacted by supply chain shortages and chal lenges caused by
the Russian-Ukraine confl ict  with f lat  growth expected for 2022.  Ris ing
costs are putt ing pressure on margins and pushing the probabi l i ty of
bankruptcies higher.
 
Mi ld recessionary condit ions in the U.S.  may lead to a contract ion of
automotive demand in 2023 as consumers deal  with higher interest
rates.  An even sharper contract ion in demand is  expected in Europe due
to the impacts of  the Russian-Ukraine confl ict .  The prospect of  sales
volumes recovering to pre-pandemic levels  could take unti l  2025.  
 
Disruptions to the automotive supply chain,  mainly from semiconductor
chip shortages,  continue to impact the industry with uncertainty on any
improvements in the near term. Although the shortages are expected to
persist  in 2023,  i t  is  l ikely that they wi l l  be less severe than what we
have seen over the past  couple of  years .  The supply chain issues have
been increasingly diff icult  fol lowing the Russian-Ukraine confl ict  and
tensions bui lding around Taiwan and North Korea.

High inf lat ion is  another problem plaguing the automotive industry with
higher costs placing pressure on margins and cash f lows.  Ris ing costs
have led many automotive suppl iers to f i le  bankruptcy or threaten to 
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f i le  bankruptcy in connection with pr ice increases.  At least  f ive automotive suppl iers have f i led for bankruptcy
in the past  few months.  Suppl iers locked into contracts entered pr ior  to the pandemic have turned to
bankruptcy f i l ings or the threat of  f i l ing when they cannot pass through costs to customers.  Bankruptcy
provides the opportunity to exit  the s ituat ion legal ly  or ,  when used as a threat ,  can lead to renegotiat ing
pric ing contracts .  These bankruptcies could have a r ipple effect on the entire automotive supply chain.  In the
automotive industry,  suppl iers occupy three Tiers—Tier 1,  2,  and 3.  Tier  1 suppl iers supply parts or  systems
direct ly to OEMs,  Tier  2 supply parts that wind up in cars ,  even though these f i rms themselves does not sel l
d irect ly to OEMs,  and Tier  3 refers to suppl iers of  raw, or  c lose-to-raw, mater ia ls  l ike metal  or  plast ic .

With al l  the economic uncertainty and recessionary condit ions l ingering,  credit  r isk is  on the r ise.  Credit
managers should be looking to increase the frequency of reviewing customer credit  qual i ty as volat i l i ty can
lead to sudden changes in r isk and reverberate through supply chains.
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The National  Federation of
Independent Business (NFIB)  Small
Business Optimism Index rose 0.6

points in November to 91.9.
November’s  reading is  the 11th

consecutive month below the 49-
year average of  98.  The NFIB Small
Business Optimism Index provides
an indication of  health of  the smal l

businesses in the United States.
 

“Going into the hol iday season,
small  business owners are seeing a
sl ight ease in inf lat ion pressures,

but prices remain high,”  said NFIB
Chief  Economist  Bi l l  Dunkelberg.
“The smal l  business economy is

recovering as owners manage an
ongoing labor shortage,  supply
chain disruptions,  and historic

inf lat ion.”
 

Businesses remain cautious about
adding to inventories and hir ing

and wil l  l ikely delay construction
and other capex plans with credit
more expensive and order books

shrinking.  Only 55 percent of
owners reported capital  outlays in

the last  s ix  months and only 24
percent plan capital  outlays in the
next few months.  Overal l ,  capital

spending remains too weak to
improve productivity.  

 

Small Business
Outlook

Deal Making Activity Slows
Overal l  M&A act iv ity decl ined in 2022 as central  banks raised
interest  rates to combat inf lat ion.  I t  is  important to understand
this  comes after  record levels  of  M&A deals  in 2021.  Nonetheless ,
elevated interest  rates and lower equity valuat ions wi l l  l ikely keep
companies on the s idel ines in the near term.

KeyBanc Capital  Markets reported that U.S.  Q3 2022 transact ion
volume was down 25.1% year over year as concerns over economic
condit ions,  ongoing geopol it ical  tensions,  and a sustained
inf lat ionary environment dampened act iv ity.  Transact ion volume
decl ined year over year in the consumer,  industr ia l ,  healthcare,
and technology sectors.  Furthermore,  the total  value of  M&A
announcements has dropped considerably.  Through the f i rst  three
quarters of  2022,  the total  announced value of g lobal  M&A
transact ions plummeted 35.6% year over year to $2.285 tr i l l ion.

Source: KeyBanc Capital Markets
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T u r n i n g  t o  2 0 2 3 ,  w e  c o u l d  s e e  a n  i n c r e a s e  i n  d i s t r e s s e d  s e l l e r s  t h a t  w o u l d  k e e p  M & A  a c t i v i t y  s t e a d y ,  a l b e i t  a t

l o w e r  l e v e l s .  A s  s t a t e d  b y  W i l l i s  T o w e r s  W a t s o n ,  “ t h e  d i f f i c u l t  o p e r a t i n g  e n v i r o n m e n t  w i l l  d r i v e  a n  i n c r e a s e  i n

c o m p a n i e s  j e t t i s o n i n g  n o n - c o r e  a s s e t s  i n  t h e  p u r s u i t  o f  l o n g - t e r m  v a l u e  c r e a t i o n .  T h i s  c a n  c r e a t e  o p p o r t u n i t i e s

f o r  b u y e r s  t o  e x p a n d  p r o d u c t  l i n e s ,  s e r v i c e s ,  o r  s u p p l y  c h a i n s  a t  a  r e d u c e d  r a t e . ”  S & P  G l o b a l  R a t i n g s  f u r t h e r

e l a b o r a t e s  t h a t  f o r  m u c h  o f  2 0 2 2 ,  M & A  h a s  b e c o m e  l e s s  a p p e a l i n g  f o r  m a n y  p r i v a t e  e q u i t y  f i r m s  b e c a u s e  t h e

h i g h e r  c o s t  o f  d e b t  m a k e s  i t  m o r e  c h a l l e n g i n g  t o  r e a c h  r e t u r n  h u r d l e s  u s i n g  l e v e r a g e .  H o w e v e r ,  t h e  p r i v a t e

e q u i t y  ( P E )  i n d u s t r y  h a s  p l e n t y  o f  d r y  p o w d e r  a n d  w i l l  l o o k  t o  p u t  i t  t o  u s e .  R e s i l i e n t  c o r p o r a t e  b a l a n c e  s h e e t s

w i l l  a l s o  c o m e  i n t o  p l a y .

W i t h  c o n t i n u e d  h i g h  l e v e l s  o f  P E  d r y  p o w d e r ,  w e  n o t e  p r i v a t e  e q u i t y  o w n e r s h i p  c a n  i m p a c t  t h e  c r e d i t  q u a l i t y  o f

t h e  a c q u i r e d  c o m p a n y .  O n e  o f  t h e  m a i n  r i s k  f a c t o r s  t y p i c a l l y  a s s o c i a t e d  w i t h  p r i v a t e  e q u i t y  o w n e r s h i p  i s

l e v e r a g e .  P E  f i r m s  u s u a l l y  e m p l o y  a g g r e s s i v e  f i n a n c i a l  p o l i c i e s  t h a t  l e a d  t o  l e v e r a g e d  b a l a n c e  s h e e t s  a n d

p o t e n t i a l l y  u n s u s t a i n a b l e  c a p i t a l  s t r u c t u r e s .  T h e  P E  s p o n s o r s  w i l l  u s e  l e v e r a g e  f o r  b o l t - o n  a c q u i s i t i o n s  o r  t o

g a r n e r  l a r g e  r e t u r n s  f o r  s h a r e h o l d e r s .  A n o t h e r  r i s k  f a c t o r  w e  t y p i c a l l y  s e e  o n c e  P E  f i r m s  a c q u i r e  a  c o m p a n y  i s  a

l a c k  o f  f i n a n c i a l  d i s c l o s u r e .  I t  i s  u n c o m m o n  f o r  p r i v a t e  e q u i t y  f i r m s  t o  p u b l i c l y  d i s c l o s e  o r  s h a r e  r e l e v a n t

f i n a n c i a l  i n f o r m a t i o n .  W i t h o u t  t h i s  d a t a ,  i t  i s  d i f f i c u l t  t o  f u l l y  a s s e s s  a  c o m p a n y ' s  r i s k  p r o f i l e .  I f  y o u r  c u s t o m e r  i s

a c q u i r e d ,  i t  i s  i m p o r t a n t  t o  c o m p l e t e  a  f r e s h  c r e d i t  r e v i e w  a s  i t s  r i s k  p r o f i l e  h a s  l i k e l y  c h a n g e d .

T h e  b o t t o m  l i n e  i s  t h a t  w i t h  r e c e s s i o n a r y  f e a r s  g r o w i n g ,  M & A  a c t i v i t y  w i l l  l i k e l y  s l o w  d o w n ,  b u t  t h e r e  w i l l  s t i l l

b e  d e a l s  i n  t h e  p i p e l i n e  f o r  c o m p a n i e s  w i t h  s t r a t e g i c  d i s c i p l i n e .  M & A  d e a l  a c t i v i t y  w i l l  l i k e l y  c o m e  f r o m

c o m p a n i e s  t h a t  a r e  l o o k i n g  t o  s h o r e  u p  t h e i r  b a l a n c e  s h e e t s  a n d  r e t u r n  c a p i t a l  t o  s h a r e h o l d e r s .
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