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BUY-SELL Q&A

WHERE THE M&A MARKET IS GOING NEXT

Auto retail industry expert predicts the unprecedented dealership consolidation boom wiill
continue, but potential risks such as inflation and the agency model loom on the horizon.

The red hot buy-sell market in automotive retailing
continues its torrid pace in 2022, generating record
dealership valuations and spurring continued indus-
try consolidation. But how long will this blistering
trend continue? And what will happen when vehi-
cle inventory levels normalize and what potential
threats and risks lie ahead for dealers? Alan Haig,
the founder and president of Haig Partners, a lead-
ing auto retail buy-sell advisory firm, offers some
valuable insights and perspectives.

Q: How does the current buy-sell market com-
pare to where it's been for the past year or so?

A: The buy-sell market remains as strong today as
it was last year. And there is an appetite for every-
thing on the menu. We are in regular contact with
the biggest consolidators that are looking for large
acquisitions. They want to invest billions to expand
their networks. And on the other end of the spectrum, we recently received a
call from the owner of three independent used vehicle dealerships who's looking
to acquire their first franchise. Their target is interesting: an Infiniti store, a brand
that the buyer believes is affordable and on the rebound. Along with the robust
demand for dealerships, we see an elevated supply of dealerships coming to
market. Sellers are attracted by the record high valuations we are seeing today,
and some are concerned about potential threats down the road. Strong demand
is matched by a large inventory of dealerships for sale. The current environment
is special for buyers and sellers.

Q:Where is the buy-sell market headed in 2022
and 2023 - will the good times keep rolling?

A: We believe the buy-sell market will remain healthy
for the next year or two. There is significant pent-up
demand for new and used units, which should
drive profits for dealers for years. As vehicle supply
rebounds, margins may retract, but not to pre-pan-
demic levels. Elevated demand, supported by cus-
tomers who've been waiting for pricing to normalize,
should more than offset margin compression and
ensure strong profitability for some time. High profits
attract buyers and sellers to the market.

That said, there's a risk of a recession on the hori-

zon. The Federal Reserve is increasing interest rates to try to reduce inflation,
which could lead to reduced economic growth or even a shrinking economy.
Demand for new and used vehicles could then fall, which would mean that
margins and volume would drop, a tough combination that would surely dent
dealership profits.

Q: Low vehicle inventories have helped stores generate record profits. Do
you expect low inventories to continue through 2022?

A: Many in our industry wonder how much longer current conditions will con-
tinue. It appears to us as though demand will exceed supply for some time to
come. Here is some data to consider.
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e From 2015 to 2019, new vehicle sales in the
United States averaged 17.3M units.

e Due tothe Pandemic and subsequent Chipdemic,
we lost 2.7M new unit sales in 2020, 2.3M new
unit sales in 2021 and are poised to lose an esti-
mated 2.1TM units in 2022. The combined lost
sales over this three year period is 7Z1M units,
plus inventories are down about 2 million units,
so the total shortfall between production and
demand is likely closer to 9 million units.

e |t's unclear how much production capacity the orig-
inal equipment manufacturers (OEMs) have nowy,
given that they're shifting over production lines
to electric vehicles (EVs). But let's assume their
capacity is 10 percent above the average level pro-
duced from 2015 to 2019, so a total of 19.1M units
per year.

e Assuming that the OEMs would be ready to produce at maximum capacity
by the beginning of 2023, it would take an estimated four years to catch up
with the production lost from 2020 to 2022 (Z.1M lost units / 1.7M units
excess capacity per year = 4.2 years).

If our rough math is correct, we can project that margins, and therefore profits,
are likely to remain elevated well into 2026. Of course, we also don't know
what other factors will be at play that will affect dealers, like the expansion of
the war in Ukraine, the agency model in the U.S. or a recession.

Q: If inventories revert to normal, how might this affect valuations?

A:That's an excellent question! A number of lead-
ing OEMs have said they don't plan on building
inventories back to the pre-pandemic levels, where
some had as much as a 100-day supply of vehicles
at dealers’ lots or in transit. If their competitors
follow suit, then the “new normal” will be a health-
ier environment for dealers and OEMs. Dealers
will have more pricing power with consumers, so
their margins and profits will be higher than before
the pandemic, although lower than today. And the
OEMs will need to spend less on advertising, sub-
vention and rate incentives, and possibly factory
support programs like floor plan assistance, so
they should be more profitable, too. If lower inven-
tories become the new normal, then dealership valuations will likely settle out
somewhere between pre-pandemic levels and where they are today. But we've
spoken to a few CEOs who believe the OEMs won't be able to help themselves
and will go back to over producing, which will mean lower margins and profits for
OEMs and dealers. If this happens, dealership values could fall sharply to levels
above pre-pandemic valuations, but below where they are now.

Q: Are there any risks that dealers must be aware of that could impact
their profitability and valuations?

A: The short-term threat we see is the possibility of a recession. Some econo-
mists predict that we're likely to have a recession in 2023, which would reduce

demand for vehicles and potentially impair the incredibly high profits on vehicles
that dealers are enjoying today. As profits decline, so would valuations.

In the Q4 2021 Haig Report, we highlighted some medium to long-term threats
that dealers will need to consider:

Tesla and Other New Entrants:

Tesla now has become the leading luxury brand in the U.S. and its next
product launch, the Cybertruck, is aimed at the heart of the domestic
brands. Other new entrants, such as Rivian Automotive and Lucid Motors,
also are entering the market, as well as new brands being launched by
traditional OEMSs, like Polestar. These new entrants will likely experience
mixed results in the marketplace, but there's a good chance that compet-
ing dealers across the country will lose customers and profits as a result.
Perhaps a greater threat to dealers is that new entrants may push tradi-
tional OEMs to force the agency model on dealers (see below).

The Agency Model:

Traditional OEMs have seen that millions of customers are willing to go to
a website, order a vehicle and then wait for it to be delivered. And these
OEMs also see they no longer need to produce millions of vehicles for
dealers’ storage lots, guessing at which vehicles customers will actually
want, and then heavily advertise and provide incentives in order to get
customers to purchase the vehicles. Their profits per vehicle are far higher
when they produce only what customers want to buy. And finally, they see
that retailers are making massive profits.

This new set of facts is causing a number of OEMSs to reconsider their rela-
tionships with their dealers and consumers. Ford's plan to separate into
two divisions, the Model e Division that will produce only EVs and the Blue
Division that will produce only internal-combustion engine (ICE) vehicles is
an example of a potential Agency Model in play. Customers who want to
purchase an EV will have to order from Ford's Model e website. It doesn't
appear that customers will be able to purchase Model e vehicles directly
from dealers. This is a profound change as the OEM will now set, instead
of “suggest,” retail pricing and the OEM will be the point of contact with
customers. The customer can choose which dealer will deliver the vehicle,
but the price will be determined by Ford, which also will decide how much
to pay the retailer. The buyer will become Ford's customer, rather than
the dealer’s customer. This agency model, where the dealer becomes an
agent and is not a retailer, is common in other areas of the world. It is our
understanding that dealers in these areas make far less profit than dealers
in the U.S. And Ford is not alone in its thinking. OEMs have been envious of

Tesla’s stock market valuation that is partly based on this direct sales model.

Electric Vehicles:
Some dealers are concerned that EVs will require much less parts and
service work than ICE vehicles, which will hurt their service departments.

Consolidation:

While still a highly fragmented industry, consolidation in auto retail accel-
erated in 2020 and 2021. Groups like Lithia Motors, Group 1 and Asbury
Automotive Group bought dozens of stores to expand their nationwide net-
work of dealerships, accompanied by digital retailing tools that will allow
them to sell and service customers who prefer online shopping. These
auto groups and other dealers are increasingly convinced that large scale
will matter more in the future than it has in the past. They plan to offer con-
sumers a larger selection of vehicles and more ways to shop than smaller
dealers can offer. If successful, they will gain market share and please their
OEM partners and shareholders. Their gains would come at the expense
of smaller dealers that cannot match these capabilities.

Haig Partners offers potential remedies for dealers for each of these concerns.
But due to space constraints, we can't explain them in detail here. However, you
can read about these remedies on pages 14 and 15 in the Q4 2021 Haig Report.

These risks are real. However, dealers are highly resilient and we expect they'll
find ways to mitigate these risks. We are still bullish on the franchise system.
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ESTIMATED PENT-UP DEMAND FOR NEW VEHICLES INTHE U.S.
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