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The 4th Second Derivative – Focus on Autos 
Every week we scan the reporting, news flow, fundamentals and profitability of the 

chemical industry and publish our findings every day. This report is primarily 

designed for our institutional investor clients and looks for “read-through” for other 

industries from what we have uncovered. The goal is to publish once a week and only 

on issues that are relevant. 

We are a couple of days late this week – partly because of a need to digest the volume 

of data and the rapid changes. 

 

The Wrong Economic Model – The Major Auto Risk 

Maybe it is age showing through here, but we believe that companies, investors and 

especially market commentators are using the wrong model.  The focus is on 2008, 

and you see charts comparing the market loss with that of 2008 and the VIX with that 

of 2008, showing that we have hit the same magnitude and suggesting that everything 

is priced in.   

 

While these opinions might be correct, we do not believe that there are many 

similarities to 2008 and that the comparison is short-sighted, and misleading.  The 

global recession of the early 80s is perhaps more representative, but also not a good 

base, because at that time we had extremely high interest rates all around the world 

and the economic weakness was driven by inflation partly driven by a rapid increase 

in energy prices.  We do think that the early 80s is a better proxy for chemical and 

other manufactured product demand – just in a more compressed period.  There were 

three years of successive global chemical demand declines in the early 80s with the 

total percentage drop 50% higher than in 2008.  We think that is what you will see in 

2020, compressed into two or maybe three very bad quarters.  

 

In 2008 we saw a dramatic decline in US Auto sales – and something similar in 

Europe.  With the expected rise in unemployment in the developed world, not only are 

we likely to see a collapse 

in auto demand that 

makes 2008 look like a 

good year, but we may 

also see the auto credit 

bubble burst.  

Governments are 

stepping in to prevent 

people losing their 

homes, but they are 

unlikely to step in to 

protect “nice to haves” 

like cars in an organized 

manner.  They may 

prevent auto lenders from 

foreclosing and taking vehicles back, but the pain is likely to be felt by the lenders.  If 

this turns into an ugly mess, we may see a permanent dent in demand for car financing 

as the consumer becomes more conservative and lenders more leery.   
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Excuse the poor quality of the charts – they are for illustration only. There is a second and longer-term US chart 

– which overlays recessions at the end of this section. The downturns in Europe and the US in the early 80s were 

similar.  

 

More generally, the size of the government bailouts 

with respect to both vital industries and the 

consumer, will likely impact government and 

consumer behavior going forward.  One of the 

issues that COVID-19 is highlighting is the lack of 

any cash safety net at the average family.  This is in 

part because credit has become so easily available 

– partly because of low interest rate – and partly 

because with so many years of economic 

expansion, a “safety net” has not been needed.  One 

way to build a cash reserve is to spend less on a 

vehicle – either downsize or change vehicles less 

frequently.  The “spend everything” mentality of 

the last decade, may have helped economic growth, but governments are paying for it now with the bail outs, it 

will be interesting to see whether credit is as easy to get on the other side of this.  

 

Another point that is worthy of reflection with respect to Auto’s is that newer cars are much better made and have 

much longer life expectancies – if you can now buy a car with 6-year credit terms (something that would not have 

been possible 10 years ago with the frequency it is offered today) – there is clearly an expectation that the car will 

last that long.  It is not a crazy idea that auto sales in Europe and the US could fall by 50% for the rest of the year.  

 

• We would be very leery of companies exposed to auto loans 

• Any auto seller – like Carmax and Auto Nation 

• The auto makers themselves – even with a bail-out. 

• The auto suppliers; Companies like Lear and Johnson Controls as well as the chemical companies 

very levered to Autos – PPG, Axalta, DuPont, BASF and many others.  

• We see no reason why Europe should be any different. 

• We would also be concerned about a rise in personal bankruptcies, perhaps driven by auto loan 

exposure, despite the bails-outs. 
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Outside of autos, consumer durables more broadly could see limited demand for the next couple of quarters 

– with stores closed and rising unemployment, anything that fits in a “nice to have” category will be 

postponed. 

 

The Recent Recovery in China and The “OK” First Quarter in The West. 

It is important to understand the supply chain when we look at the anecdotes this week.  Dow Inc. has been quite 

vocal this week on a couple of things – one that operations in China are returning to normal (Volvo and PolyOne 

said the same thing), and two that they are having a pretty good 1st quarter.   

• We expect the chemical industry for the most part to do fine in Q1 (there will be some exceptions), mostly 

because product pricing has lagged declines in feedstocks and there has been incentive to operate.  But 

demand in the second half of March may cause yet some upsets.  

• But we expect significant issues in Q2 as inventories hit limits and prices collapse to reflect the lower 

costs and weaker demand.  

o The Q2 story (which will have some March preview) is going to be all about consumer demand 

and recession in Europe and the US.  Dow’s portfolio may be well positioned because of its bias 

towards packaging – and we like Dow on a relative basis - but no-one is going to be immune. 

• The rise in operating rates in China will likely be met with little or no demand for Chinese exports in 

Europe, the US and likely the rest of the World for a couple of months – outside consumer staples related 

items such as food packaging.   This applies to the auto space as much as to any other consumer “non-

essential” product  

o Inventories are already high all over the world when it comes to raw materials, all the way back to 

oil – with the exception of consumer staples.  

o Even then we might see a backlash against Chinese goods if a local product is available.  Recession 

hit regions are more likely to want to support local products and local jobs where they have the 

choice.   

o Many of the auto manufacturers rely on imports of parts from China.  If they are not 

operating or if demand evaporates, China will feel the pain.  

 

Limited demand for a large chunk of Chinese exports (mostly in the durables space) will likely lead to inventory 

builds in China and the need to cut operating rates again.  This will maintain the negative pressure on shipping 

rates and maintain the downward pressure on all raw material.   

 

While nothing is going to happen for the next several months, we do see momentum building for investments in 

the US to re-shore production from China to the US (there are already calls for this in drug manufacture, but it is 

likely to be more widespread.  This might drive a strong eventual recovery in the US if supported appropriately 

by the Federal Government and by State Governments – see our February piece on Enterprise Zones – and would 

be good for the infrastructure focused industries and companies.  If we are going to compete with China, we need 

the infrastructure to support the manufacturing base.   

 

With some coordination and a determination to create US jobs, what will be a bad year for CAT, DE, VMC, the 

steel industry and others this year could be significantly better next.  

 

This could also be good for the rail companies as more rail infrastructure would be needed. Unclear whether the 

trucking companies would benefit – it maybe that the routes just shift. 

 

Oil – Again with Readthroughs for Autos 

Back to our “using the wrong proxy” idea; we see no historic precedent for what is going on in the energy market 

today and believe that oil prices will go much lower.  Demand is crumbling as countries go on lockdown. As an 

example, I normally buy a little more than a tank of gas a week – mostly for the school run and to drive to 

meetings.  I have not purchased gas in two weeks and the car is gathering dust – as you read this think about your 
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own gasoline consumption changes. This is now happing all over America and has been the case in most of 

Europe for weeks – this also supports the case for weaker Auto demand as we are putting fewer miles on 

our current vehicles.   

The US cannot buy enough crude (for the strategic reserve) and Russia and Saudi cannot cut enough production 

to bring the market back into balance and begin to work off the inventories sitting all around the world and on 

recently chartered tankers.  The longer the lockdowns go on the more hopeless the situation looks – oil demand 

could be down dramatically this year and all of the “revised forecasts” from supposed experts, of a small reduction 

in demand growth in some cases, seem hard to believe.  E&P companies with already stressed balance sheets will 

likely not survive without significant restructuring and how ever far their share prices have fallen already, they 

likely have downside to zero or near zero.  

This is simple math – you have to stop production and the only way to do that without volunteers is to drive 

prices low enough to make production itself (not exploration) a cash losing endeavor.  Our $20 oil study is very 

timely and is focused on what happens to feedstocks for the US chemical industry if the Permian cuts production 

– does it create an inverted cost curve, where the US moves to the top of the curve? – do we flood the market with 

ethylene co-products?  Etc.  It is well worth the money – as by the way is our broader subscription! 

 

Consulting and Data Providers 

For two weeks now we have talked about the risk to consulting and data providers to the Energy and Chemical 

Sectors because of tighter budgets – we should add Autos and Airlines to this group also.  Obviously with effects 

of the last two weeks week – oil prices down and stock prices down - the pressure to cut costs will only rise and 

so the risk to these companies’ earnings is likely greater than it was a week ago.  There may be some growth in 

strategic project work, which at the margin will likely benefit companies like McKinsey rather than IHS Markit 

and Verisk.   

 

Household Products and Food Packaging Manufacturers 

The commentary from Dow this week confirmed our view that household products companies as well as food 

and food packaging companies will be much less impacted by current events.  Packaging could see a spike as we 

move to much more food delivery – although we will lose the demand in shopping malls, at airlines and in airports.  

We noted in a daily this week that single use plastics bans are facing a backlash because of the clean nature of a 

single use container.  While the packaging trend will help Dow – companies like Sealed Air are more levered as 

is Berry Plastics.  
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