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As our industry searches for uncharted opportunities
peyond the horizon, we must also look to the past
for insight that will help guide our future decisions.
AA 1s committed to providing Its partners with the
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The auto salvage industry as discussed in this document refers to the industry a8 enced by IAA. IAA does not possess data

on the performance of other salv ompanies; therefore, the analyses are based on how different economic factors impact the
AA's auctions. - v

performa

The statements contained in this report and statements the company miay make orally in connection with this report that are not
historical facts are forward-looking statements. Forward-looking statements are subject to risks and uncertainties that could cause
actual results to differ materially from the results projected, expressed or implied by the forward-looking statements. Factors that could
cause or contribute to such differences include those matters disclosed in the company’s Securities and Exchange Commission filings.
The company does not undertake any obligation to update any forward-looking statements.
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SALVAGE VALUE
LANDSCAPE —
A MAP OF
INFLUENCES

The complexity of the vehicle salvage industry is revealed when
trying to understand how its drivers are linked by factors such as
the economy, vehicle sale prices, driver behavior and weather. This
diagram is a visual guide that shows those links. The size of the
shape Is scaled to represent its level of impact on the industry.
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EXECUTIVE
SUMMARY

The IAA 2015 Industry Report | Six-Month Update focused on several indicators and drivers of the economy, including:

e The U.S. economy, which overcame an early stumble and expanded modestly through the first half of the year as
consumer spending and exports increased while imports slowed.

Positive news from the labor markets and strong consumer confidence which stoked speculation the Federal Reserve
would raise interest rates. These factors combined to elevate the value of the U.S. dollar during the first half of 2015.

The automotive industry’s continued impressive performance, which reached the highest seasonally adjusted
annualized rate (SAAR) in almost a decade, 17.7 million vehicles, in May.

With the release of the 2015 Industry Report, IAA continues to analyze and interpret major industry trends, as well as
the industry’s response to the dynamic economic environment.

Economy

Economic growth remained steady in 2015
despite the influence of divergent forces. A
steadily improving housing market, increased
job creation throughout the year and record-
setting auto sales helped support growth.’
Struggling exports because of the stronger
dollar, a weaker global economy brought on by
China’s slowdown and volatile financial markets
created headwinds.? Further details on the
economy are available in Section | of the report.
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Auto Industry

In 2015, total lightweight-vehicle

sales overcame a soft start to the

year to finish at a record 1747 million
units sold. This outperformed mid-
year projections and represented
a 5.9% increase over 2014 levels.
Easily obtained credit, low gasoline
prices and a steadily improving labor
force fueled the increase. Section I
contains an in-depth discussion of
these developments.

Salvage Industry

All three vehicle grade segments
were hampered by unfavorable
macroeconomic conditions
throughout 2015, which led to
downward pressure on year-over-
year performance. Extended declines
of average whole crushed auto-body
prices, softer markets for platinum
and palladium and the weaker
purchasing power of foreign buyers
brought on by a stronger U.S. dollar
and unfavorable exchange rates
represented the primary challenges.
More about all three segments and
the factors that impacted their
performance can be found in Sections
[l and IV, respectively.




SECTION I:
OVERVIEW OF
U.S. ECONOMY

The U.S. economy experienced muted growth to
begin 2015, gathered momentum during the middle
of the year, but limped to the finish line. Annual
consumer spending posted 1ts biggestgain innearly
a decade and job creation Increased throughout
the year, but a weaker global economy and skittish
financlal markets worked to subdue the positive
economic news.’
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Gross Domestic Product (GDP)

America’s GDP stumbled out of
the gate in the first quarter of 2015,
as its growth slowed to a SAAR
of 0.6% (Chart 1.1). A mix of bad
weather, a strong U.S. dollar and
cuts to energy sector spending
drove the slowdown.* Labor
disputes at West Coast ports led
to delays in exports and imports
and distorted numbers from the
first three months of 2015, further
exacerbating these early issues.®

The second and third quarters
brought stronger economic growth,
and GDP increased at rates of 3.9%

Chart 1.1

U.S. Real
GDP Growth

Percentage of Growth

and 2.0%, respectively.This period
was characterized by strong levels of
consumer spending, as the output of
this important category grew 2.9%
in Q2 and 2.0% in Q3.57 Increased
export volume and higher levels of
government spending supported
consumer spending in the second
quarter, while business investment
and increased home building lent
support in the third quarter.®®

The U.S. economy ended 2015 the
way it came in: with underwhelming
growth. According to the Commerce
Department’s advanced estimate,

real GDP increased at a SAAR of
0.7% in Q4. Flagging business
spending was a key contributor to
the lackluster growth. GDP numbers
showed nonresidential fixed
investment fell 1.8% in the fourth
quarter, a sign that companies spent
less on buildings and equipment.™
Net exports and inventories also
fell, though personal consumption
increased 2.2%.
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Unemployment

Overall, 2015 was a positive

year for the labor market as the
unemployment rate fell from 5.7%
in January to 5.0% in December
(Chart 1.2). The first half of the
year saw the unemployment rate
fall 0.4 percentage points and
the emergence of a seemingly
more optimistic workforce.
Unemployment numbers indicated
workers’ willingness to leave
their current jobs and look for a
better situation elsewhere.” The
first half of the year ended with
the underemployment rate, which

Chart 1.2 includes discouraged workers who
. have stopped looking for jobs and
U . S Natl ona | Rate part-timers unable to find full-time
employment, falling to a level not
Of Unemployment seen since July 2008."
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The positive news for the job
market turned somewhat muddy in
the second half of the year, even as
the unemployment rate fell another
0.3 percentage points. Job creation
was well below market expectations
during the third quarter, despite
a 0.2 percentage point decline in
unemployment in August.”™'*5 Job
creation exceeded 250,000 positions
in each of the final three months
of the year, however, pushing
the unemployment rate down to
5.0%."%"718 This trend is expected to
continue, as the Federal Reserve’s
Survey of Professional Forecasters
expects the unemployment rate to
fall to 4.8% in 2016 and 4.7% in 2017.
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Chart 1.3

Average Weekly
Earnings

Income

Average weekly earnings increased
2.2% in 2015 compared with 2014,
a modest gain for one of the only
economic indicators that has shown
little post-recession improvement
(Chart 1.3). Wages remained mostly
stagnant from 2011 through 2014, a
concern considering unemployment
decreased during that time. Average
earnings picked up gradually at
the outset of 2015 before declining
slightly during the first half of the
year. They reached their lowest
point in June, but rose consistently
to close out the year.

201

The fact that income has not
increased at a faster rate in recent
years is disconcerting given the
labor market has tightened as
unemployment has fallen. Periods
of rising employment are typically
met with gains in income as
employers compete for a dwindling
supply of workers, but that hasn’t
been the case. One explanation
for weak wage growth is a shift by
employers toward forms of non-
wage compensation, including
health-insurance benefits, paid time
off and retirement contributions.?

Some companies have been

apprehensive about raising salaries,
a move that is difficult to reverse,
and instead have increased perks
and benefits that are easier to revoke.

Low inflation rates partially offset
wage stagnation throughout
2015. Although income wasn’t
increasing at the expected rate,
neither were prices, which should
benefit consumer spending going
forward.?' This effect was amplified
for commuters, who saw a price
break at the gas pump in 2015.



Consumer Sentiment &
Spending on Durable Goods

Positive employment numbers and
lower gas prices worked to improve
consumer sentiment through
the early stages of 2015 (Chart
1.4).%2 Indications of annual wage
growth for the workforce allowed
consumer sentiment to finish the
first half of the year trending in
the right direction.zZ The consumer
optimism regarding the economy
prevalent during the first half
of 2015 stumbled slightly as the
second half of the year began, but
was able to regain its footing by the
end of the year. Concerns about the

Chart 1.4

global economy and an inconsistent
stock market brought the average
sentiment reading down 4.1%
compared with the first half of the
year.?*#? As 2015 came to a close,
consumer confidence in the current
economic climate strengthened.?
More specifically, consumers
indicated that low inflation and
bolstered real income would lead
to increased purchases for their
homes.?” Despite mixed results for
the period, average sentiment was
up 10.5% on a year-over-year basis.

Consumer Sentiment Index

1" © 2016 Insurance Auto Auctions, Inc. All rights reserved. This document is meant for informational purposes only

100

90

Q4-15

A Contents



Consumer Spending
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Thanks to a relatively optimistic
consumer outlook, spending on
durable goods performed well
for the year. In 2015, average real
personal consumption expenditures
on durable goods rose 3.8% on a
year-over-year basis. According to
numbers provided by the Bureau
of Economic Analysis, average
spending across all categories
increased in 2015 compared with
2014, with the largest increase
coming in the Recreational Goods
and Vehicles category at 9.3%.%
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Despite the good news surrounding
expenditures, new orders for durable
goods fell in four of the last five
months of 2015 and were down 3.5%
on an annual basis at year’s end.?3°
This could indicate a contracting
domestic manufacturing sector that
is facing external pressures as the
value of the dollar remains strong
compared with foreign currencies.®'
There are concerns that business
confidence and overall consumer
spending on durable goods may be

lower in 2016.%2
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Chart 15

U.S. __

U.S. Dollar

In the first six months of 2015,
America’s currency benefited
from relative confidence in the
country’s economy and the policy
differences between the Federal
Reserve (Fed) and the world’s other
central banks (Chart 1.5).% Positive
reports from the labor market and
strong U.S. consumer purchasing
and manufacturing put upward
pressure on the greenback’s
value early in the period.** Mixed
economic releases from the Fed
provided uncertainty over timing
of dollar-friendly activities.*® But
with the Fed’s monetary policy
diverging from that of other global
central banks, investors had reason
to bet on the greenback.3®

(K} © 2016 Insurance Auto Auctions, Inc. All rights reserved. This document is meant for informational purposes only.

In the second half of 2015, the U.S.
dollar benefited from the relative
strength of the nation’s economy
and the anticipation and eventual
increase of interest rates by the
Fed.*”38 Weakening oil prices and
commodity surpluses driven by
China’s slowing economy worked
to put downward pressure on
commodity-based economies like
Canada and Mexico.34° These
factors supported the greenback’s
3.0% increase compared with the
previous six months and 16.1%
annual increase.
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(Gas Prices

The run of declines that punctuated
the end of 2014 came to an end
when gas prices finally bottomed
out in the first month of 2015,
reaching a mark more than $1.50
lower than their peak in June 2014
(Chart 1.6). However, the rest of the
first half of 2015 was marked with
consecutive monthly increases
as the price of crude oil began to
rise as supply tightened due to the
closing of several unprofitable rigs
and refinery outages.*'2

The price of crude oil declined
over the second half of 2015, and
gas prices followed suit.** As 2015

Chart 1.6

came to a close, average prices
had declined 3.3% compared
with the previous six months and
29.6% on an annual basis. Weak
oil markets worked to depress
average gas prices from the
beginning of the second half of the
year as oversupply in the crude-oil
market caused the price of West
Texas Intermediate to fall roughly
20% over the month of July.** The
string of historical lows for gas
prices began shortly thereafter.*
Oversupply was not the only factor
pushing down oil prices, as the
strength of the U.S. dollar also
worked to weaken commodity

Average Monthly Price of Gasoline

Price Per Gallon

A
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prices, including 0il.*The interest-
rate increase enacted by the Fed
supported the strengthening of the
greenback?, which likely extended
the downward pressure on oil prices.
This pushed average gas prices
below $2.00 by the end of 2015.

The key component bringing down
prices at the pump continues to be
historically low oil prices due to a
global oversupply.® With crude oil
demand appearing to be weakening
and production continuing to rise,
prices at the pump are anticipated
to remain low.*




SECTION 1I:
AUTOMOTIVE
INDUSTRY

2015 was a record-setting year for new-vehicle
sales (Chart 2.1). By December 31, consumers
had purchased 17.47 million units, eclipsing
the previous high of 17.41 million set In
2010. The year did not begin at a torrid pace,
however, as the SAAR lagged at 16.3 million
vehicles through February.
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That wasn’t the case for long. Sales
accelerated from June through

October, eventually peaking at a

SAAR of 18.1 million vehicles. Even
a pullback in December couldn’t

stop sales from reaching a historic
level in 2015.

Many factors positively affected
new-vehicle sales in 2015, principally
toward the end of the year. Economic
growth and an improved labor
market boosted vehicle demand.
Falling gasoline prices reduced
the cost of ownership, particularly
for trucks and SUVs. Furthermore,
increased auto lending made
the opportunity to buy a vehicle
available to more Americans.®°

Fiat Chrysler led all automakers in
year-over-year sales gains in 2015,

16.633 Million

JANUARY
2015
SAAR

posting an 8.7% increase. Ford

and General Motors rounded out
Detroit's Big Three with increases of
5.8% and 5.0%, respectively. Nissan
led the foreign automakers with a
7.1% rise. Toyota followed with a
gain of 5.3% while Honda lagged

with a 3.0% year-over-year increase.

Looking ahead, the question will
be whether new-vehicle sales can

maintain this record-breaking pace.

Tom Kontos of ADESA Analytical
Services cautions that increased
supply of used vehicles in 2016 due
to off-lease and trade-ins could cause
a drop in used-car prices, which
would decrease the trade-in value
of consumers’ vehicles and make it
more difficult for potential buyers to
swing a new vehicle purchase.®

DECEMBER
2015
SAAR
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U.S. Lightweight-

Vehicle Sales
Automobiles and Light Trucks
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SECTION I
OVERVIEW
OF SEGMENT
ANALYSIS

|IAAs framework for analyzing the salvage vehicle
market includes six indicators of industry health:

-
{2 =

R
Whole Crushed Auto-Body Metal Prices Vehicle Parts and Equipment Prices
Price Index Aluminum-(London:Metal'Exchange A Bureau of Labor Statistics index
Compiled monthly by American spot prices), Platinum (Johnson that measures the average change
Recycler, this index measures five Matthey base prices) and Palladium over time in consumer prices paid
regional monthly averages for (Johnson Matthey base prices). for vehicle parts and equipment.

whole crushed car prices.

. gpaans sass
el
: ppe

Used-Car Price Index (UCPI) U.S. Dollar Index: Index of Foreign Buyers
Measures the average monthly A Federal Reserve Bank of St..l-ouis An index measuring the percentage
selling price of used cars and light index that measures the value of the of High Grade IAA vehicles sold to
trucks in the whole-car auction U.S. dollar against an index of seven buyers from countries outside the
industry; compiled by ADESA, major currencies:"."the euro, Canadian United States.
IAA's sister company. dollar, Japanese yen, British pound,

Swiss franc, Australian dollar and
Swedish krona.
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To more accurately track how these six indicators relate to the market for salvage vehicles, IAA divides its inventory
into three segments based on selling price. Each vehicle grade has unique characteristics and reacts to the
aforementioned market factors differently:

MID HIGH
GRADE GRADE

Low Grade vehicles Mid Grade vehicles High Grade vehicles
represent the bottom represent the middle three represent the top quintile
quintile (bottom 20%) and quintiles (middle 60%) and (top 20%) and tend to have
are older, have more miles compose the largest portion little or no damage. This
or are more damaged than of IAA's inventory. These segment also includes
the average vehicle sold at vehicles range from those high-value vehicles with
auction.These vehicles are that will be dismantled for desirable parts.

primarily purchased for their parts and scrap to those

usable parts or scrap value. that will be repaired and

Therefore, their value is tied driven again.

to the price of parts and
scrap metals.

18 © 2016 Insurance Auto Auctions, Inc. All rights reserved. This document is meant for informational purposes only. A Contents



SECTION IV:
ECONOMIC
INDICATORS OF
AUTOMOTIVE
SALVAGE

Whole Crushed Auto-Body Price Index

The first half of the year was a difficult time for
whole crushed auto-body prices, as headwinds
from a strong U.S. dollar made 1t more profitable
for foreign countries to eschew scrap sourced
from the United States and use alternative
materials to manufacture steel products.®




This put significant downward
pressure on prices (Chart 4.1). The
battering whole crushed auto-body
prices experienced during the first
half of 2015 continued through the
second half. Average prices declined
19.1% compared with the first six
months of the year, and were down
45.0% on an annual basis. Each
month, save January, declined more
than 40% from 2014 levels. 2015
ended with average whole crushed
auto-body prices at lows not seen
since November 2008.

Metals recyclers struggled
throughout the year with a global
supply glut as China exported

Chart 4.1

Whole Crushed
Auto-Body Price

Index Value

cheap steel to the rest of the world
to cope with declining domestic
demand.®® According to David
Wallace, senior vice president of
Huron Valley Steel Corp., “If the
Chinese economy continues to
contract, global demand for scrap
will decrease, leading to increased
availability and declining prices. But
the overproduction of both steel
and aluminum flooding the world
markets artificially inflates supply
without a correlating increase in
demand. It will take a decrease in
Chinese production to ultimately
balance supply and demand again
and restore margins.”®

Compounding the weak demand for
scrap has been the increased value
of the U.S. dollar, which continues
to negatively impact traditional
foreign buyers’ ability to purchase
U.S. scrap. Turkish steel mills have
been purchasing from Russia, where
the ruble is weak, and neighboring
Ukraine. Steel mills inTaiwan avoided
purchasing from the U.S. in 2015.%
There may be some light at the end of
the tunnel, however. U.S. steel mills
have announced first quarter price
increases for 2016, indicating that the
market may have bottomed out.%®

© 2016 Insurance Auto Auctions, Inc. All rights reserved. This document is meant for informational purposes only.
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Metal Prices

The U.S. dollar’s strength influenced more than scrap in 2015. It also affected the value of other key metals and
applied downward pressure on prices. All three metals tracked by IAA because of their prevalence in salvage
vehicles experienced sharp annual declines.

The reason the U.S. dollar has an effect on the three metals tracked by IAA is because they're denominated in the

currency. So when the dollar gains value, metal prices generally fall because it takes fewer dollars to purchase the
same amount of the desired material. With regard to foreign buyers, a strengthening of the dollar means the metals
become relatively more expensive for those customers, decreasing the quantity demanded and consequently the price.

Aluminum

Aluminum’s value continued to
decline in 2015, as the average
price fell 10.9% on a year-over-year
basis (Chart 4.2). Prices managed
to remain mostly even during the
first half of the year, but returned
to a downward trend from June
through December. By the end of
the year, aluminum had lost nearly
half its value compared with its
post-recession peak in April 2011.The
rising value of the U.S. dollar, which
increased 11.8% from December
2014 to December 2015, contributed
heavily to aluminum’s decline.

Chart4.2

Aluminum Prices
(Dollars/Pound)

Unfavorable exchange rates
weren’t the only factors forcing
down the value of aluminum;
weakening demand and strong,
steady supply from China played
a part as well. Chinese demand
for aluminum slowed during 2015,
a consequence of a pullback in
the country’s economic growth
which reached its lowest level in
25 years.®The fall in demand was
not met with a commensurate
decline in production, however,
resulting in rising exports and a
flood of aluminum supply.® This put
downward pressure on the price of

aluminum, which will likely continue
until supply realigns with falling
demand. Alcoa, the largest U.S.
aluminum producer, announced
in November it would cut 503,000
metric tons of smelting capacity and
1.2 million tons of refining.%® Several
weeks later, Alcoa announced it
would halt an additional 269,000
metric tons of smelting and 810,000
tons of refining capacity.®* The cuts
may help aluminum prices rebound,
but effects will be limited without
a substantial change in Chinese
production, which accounts for more
than half of global output.

Q1-15
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Chart4.3
Platinum Prices

(Dollars/Qunce)

Platinum

The platinum market continued
to normalize in the wake of a 2014
South African miners’ strike which
limited supply and applied positive
pricing pressure. 2015 started with
platinum gaining 2.1% compared
with the previous month, but as
the first half of the year progressed
oversupply became a concern due
to the notion that South African
production could reach a five-year
high in 2016.5" As a result, average
prices declined annually four out
of the next five months.

The market contraction continued
through the second half of the
year, leaving average prices 23.8%
lower compared with 2014 (Chart
4.3). Both demand and supply-side
forces were at play during this

22 © 2016 Insurance Auto Auctions, Inc. All rights reserved. This document is meant for informational purposes only.
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time, as Chinese demand remained
subdued through the second half of
the year and South African mines
continued to produce despite nearly
75% of them being unprofitable.t26
Adding to the upside-down market
fundamentals was the Fed’s
announcement of the first interest-
rate increase in almost a decade,
which worked to put downward
pressure on prices.5%

Demand for platinum suffered an

unpredicted setback in September
as the revelation of the Volkswagen
emissions scandal raised doubts
about the viability of diesel engines.
This worked to push down prices
for platinum, as the metal is a key
component in catalytic converters
of diesel engines.%¢

DECEMBER
2015
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Palladium

After avoiding the same fate as
aluminum and platinum prices
during the first half of 2015, the
palladium market could not avoid
the Chinese demand issues and
strengthening dollar that plagued
the other metals in the second half
of the year. By year’s end, average
palladium prices decreased 21.0%
compared with the first six months
of 2015 and were down 14.0% year-
over-year (Chart 4.4).

While not declining at the rate of
aluminum and platinum, increasing
concerns about market conditions

developed over the first six months.

Analysts began the year expecting
demand to outstrip supply, but the
opposite turned out to be the case.
South African mines posted strong
annual growth in production, while

Chart4.4
Palladium Prices

(Dollars/Ounce)

a favorable exchange rate in Russia
cut the cost of mining the precious
metal.®” On top of that, strong
new-vehicle sales led to increased
recycling of older vehicles, raising
the amount of available recyclable
palladium to record levels.%®

During the second half of the
year, demand concerns from
the automotive market in China
weighed on prices as Chinese car
sales in June declined for the first
time in 28 months.%® As a result,
Chinese imports of palladium
fell 42%, which was especially
troublesome for the metal as China
accounts for 22% of palladium’s
global demand. As was the
case with platinum, supply-side
concerns emerged primarily as a
result of South African production

§189.54

JANUARY
2015

$555.14

DECEMBER
2015
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continuing to increase following
the five-month miners’ strike that
stifled 2014 production.” Investors
also impacted palladium supply
by putting nearly 18 tonnes of
the metal back into the market
from exchange-traded funds.”
Palladium’s year ended much like
platinum’s, with the Fed’s interest-
rate increase negatively impacting
average prices.’?”3

Palladium also felt the impact

of the Volkswagen scandal, but
from the opposite perspective.
Unlike platinum, palladium - used
primarily in the catalytic converters
of gasoline engines — saw a 1.8%
increase in average prices in
September compared with August.
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Chart 4.5

Vehicle Parts and
Equipment Prices
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Vehicle Parts and Equipment Prices

Vehicle parts and equipment prices
increased an average of 1.2%'in 2015
compared with.2014, though the
annual average hides a recent trend
of slowing price growth (Chart 4.5).
Parts prices rose 2.2% year-over-year
in May, the quickest rate for any
month of the year, but growth fell off
considerably from June on. October’s
growth rate of 0.3% was the smallest
gain of the past five years, potentially
an effect of tumbling commodity
prices spilling over into the value of
parts and equipment.

24 © 2016 Insurance Auto Auctions, Inc. All rights reserved. This document is meant for informational purposes only.

These changes belie the trend of
aging vehicles on the road; which
drives demand for replacement
parts. The average age of vehicles
is at its highest level ever, partially
a result of recession frugality
and improved vehicle longevity.”
Though these older vehicles
increase demand for replacement
parts, they are also fodder for parts
supply as they are decommissioned
via trade-in and dismantling.

Just as vehicles on the road are
getting older, there are also more
of them and they are being used
to drive more miles. The 12-month
moving average of vehicle miles
driven was a record 3.1 trillion miles
in November 2015, and the number
of vehicles on the road was more
than 257 million as of July 2015.7®
More vehicles and more miles
traveled both positively affect
demand for vehicle parts.
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Used-Car Price Index

Compared with 2014, average used-
car prices in 2015 were 1.3% higher
and saw year-over-year growth
in every month but December
(Chart 4.6).The general trend of the
used-car market remained price
softening, however, as growing
off-lease supply put downward
pressure on values. A richer mix of
proportionately more late-model,
low-mileage units returning in
2015 versus prior years supported
average prices and masked this
underlying price softness.

Used-car prices were slightly
elevated during the first half of the
year, partially due to inventory mix
shifting toward newer off-lease and
off-rental units.”® Seasonal factors
in March and April helped lead to
the highest used-car prices in three
years, butTom Kontos of ADESA
Analytical Services warned that the
favorable vehicle mix was masking
an underlying downward pressure
due to supply growth in the market.”

JANUARY
2013

Typical mid-year seasonal declines
were accompanied by downward
pressure from supply growth, while
a favorable vehicle mix continued
to fight the downward movement.”®
While growing supply continued to
weigh on prices over the ensuing
months, strong retail demand and
healthy truck values helped bolster
overall prices from September
through November. The truck market
benefited from low gas prices, which
lifted wholesale values in total. Were
it not for this, the softness in prices,
as seen in the car segments, would
have been more evident. Strength
in off-rental vehicle prices was a bit
deceiving, however, as roughly half
the vehicles that were offered did
not sell.”

The impact of supply pressure was
realized in the final month of the
year, as prices fell on a month-
to-month basis and experienced
the first year-over-year dip since
August 2014. According toTom

Chart4.6

DECEMBER
2015
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Kontos, “2015 was largely a year
when strong retail used vehicle
and CPO demand, benign new
vehicle incentive activity, and
the embrace of upstream as well
as traditional auction processes
among remarketers diluted the
usual negative impact of growing
supply on wholesale values...
Nevertheless, supply growth
underlies the wholesale price
softness seen later in the year
and most evidently in December,
as prices fell by upwards of one
percent on both a month-over-
month and year-over-year basis."®

Moving forward, the dip seen in
December may continue into 2016.
Used-vehicle supply is expected to
increase as vehicles sold or leased in
recent years make their way back to
dealerships as trade-ins or off-lease
units.®' This additional boost to supply
could result in depressed prices,
assuming the supply growth is not
met by a similar boost in demand.

Used-Car Price

Index Value
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Index of Foreign Buyers

The proportion of vehicles
purchased by buyers from outside
of the United States, measured by
the Index of Foreign Buyers, has an

effect on High Grade vehicle values.

Because increases in the value of
the U.S. dollar make purchases of
domestic goods relatively more
expensive for foreign buyers, the
index tends to have an inverse
relationship with the value of the
dollar. Therefore, a stronger dollar
tends to reduce the number of
foreign buyers competing for High
Grade vehicles and puts downward
pressure on vehicle values.
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Due to seasonal fluctuations in the
Index of Foreign Buyers, a 12-month
moving average is used to smooth
both of the indices. Based on that
adjustment, the average value of
the U.S. dollar increased 16.2%
annually (Chart 4.7). Meanwhile, the
Index of Foreign Buyers continued
to move in the opposite direction,
decreasing 1.3% year-over-year.

As mentioned earlier, the value of
the greenback increased throughout
2015 on positive economic data as
well as anticipating and realizing
the Fed’s first interest-rate increase
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“Index of Foreign Buyers

Seasonaly Adjsuted Monthly Average of

~ High Grade Vehicles Purchased Outside

the'United States

104.06

DECEMBER
2013

in nearly a decade.®?8 In order for
foreign buyers’ purchasing power
to improve, the value of their
currencies will need to strengthen.
For commodity-based economies
like Canada and Mexico, the price
of oil and the production and
consumption of commodities by
China will be key drivers. Euro-
based economies will be watching
to see if the ECB continues to
inject stimulus into the economy,
essentially weakening the euro.
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SECTION V.
THE COMMODITIES
QUAGMIRE

Unlike any other sector, the automotive
auction industry 1s truly the sum of Its parts.

There are countless factors — and in on auction returns. In many cases, both mainstream and industry
some cases sub-factors — that drive metal composition represents the news outlets, but little attention
the performance of key indicators, and  majority of a salvage vehicle’s value, has been paid to what is causing
understanding how these variables and the respective commodity market  the downturn.
interact is crucial when seeking a prices determine what buyers are . i .
comprehensive understanding ofthe  willing to pay. For insight into what's driving
industry at large. current market performance, we
Over the past several years, have to go back nearly 20 years to
Anyone involved with the automotive the value of these metals has examine developments in a country
auction industry understands the plummeted. This development that was, at the time, the economic
influence commodities prices have has been covered at length by engine of the world: China.
NICKEL $/METRICTON \WHOLE CRUSHED AUTO-BODY PRICES $/GROSS TON

LEAD §/METRIC TON ALUMINUM §/POUND

IRON ORE §/DRY TON PLATINUM §/0UNCE

COPPER §/METRIC TON PALLADIUM §/0UNCE

I JANUARY 201
I DECEMBER 2015
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The Golden Years

At the dawn of the 21st century,
China’s economic growth was the
envy of the world. The country’s
annual Gross Domestic Product

(GDP) posted five consecutive years
of double-digit gains, peaking at a

heady 14.2% in 200784

As the value of China’s economy
reached new heights, so too did
the spending power of its citizens.
Per-capita gross national income
doubled from 1999 to 2005, doubled
again from 2005 to 2009, and doubled
once more from 2009 to 2014.5°
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With unprecedented economic
growth came unprecedented
consumer demand, particularly for
commodity-intensive durable goods
like automobiles, and China’s appetite
for metals quickly outpaced supply.
As demand increased, prices followed
suit. The feeding frenzy was on.
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Chinese Imports: Flat-Rolled Alloy Steel Products
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Satisfying Demand

In the commodities industry,
ramping up production is often
measured in decades, not years.
Opening a new mine or smelting
facility is a laborious and expensive
proposition, but given the lucrative
opportunities in China, global
producers were happy to invest
in expansion. Chinese imports
quickly skyrocketed.

29 © 2016 Insurance Auto Auctions, Inc. All rights reserved. This document is meant for informational purposes only.

It wasn’t long before Chinese
firms responded to rising metals
prices by expanding domestic
production. The pendulum swung
the other way, and China became
a major exporter.

But even as an exporter, China
needed raw materials to fuel
production. The mining industry
stepped in to meet this demand.

2003

2005

Chinese Exports: Flat-Rolled Alloy Steel Products

Whether China was importing or
exporting, it appeared commodities
producers couldn’t lose. As imports
and domestic production surged,
supply and demand fundamentals
eventually reached equilibrium.
Prices weren’t as high as they
had been a few years earlier, but
Chinese demand was still strong.
That would soon change.
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What Goes Up, Must Come Down

From 2012 through 2014, China’s
economy slowed to mid-7.0% annual
growth.®® While mature economies
would welcome such performance
with open arms, for China it represented
a significant pullback. China’s demand
for metals had finally reached its
zenith, and as is always the case
when demand wanes, prices followed
suit. Making matters worse,
manufacturers’ efforts to meet

0%

former levels of demand had resulted
in a tremendous supply glut. Under
normal circumstances, manufacturers
would cut production to stabilize
prices. But in this case, things
weren’t that simple.

It had taken years to increase
production, and many producers
were now beholden to high fixed
costs in the form of energy contracts

2012 - 2014 Chinese
Economic Growth

and infrastructure. Simply reducing
production wasn’t an option, so many
manufacturers continued to operate
at a loss in the hopes that prices
would return to profitable levels in
the near future. This behavior has led
to a situation where, according to
some estimates, more than 50% of
global producers are losing money.’
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Opposite Responses

calling for higher import taxes to
level the playing field.”!

Chinese manufacturers did not
follow Alcoa’s lead. In fact, not
only did they decide against

Fast forward to today, and we see that
the response of global manufacturers
to this crisis has not mirrored that of

their Chinese counterparts.

In November, New York-based
Alcoa - one of the world’s largest
producers of lightweight metals

— announced plans to cut its
aluminum smelting capacity by
500,000 metric tons, roughly 31%
of total U.S. production.® Despite
its influence in the United States,
however, Alcoa’s planned reduction
represents less than one percent
of the global total.
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cutting aluminum production,
their output actually increased.
When Alcoa made its announcement
in November, Chinese aluminum
production was up 18% year-to-
date.®® What's driving this behavior?
Chinese firms benefit from sizable
government subsidies, allowing
them to operate at a profit even
as international prices continue to
slump.*°This has elicited protests
from other nations, and has some

The outlook for steel manufacturers
is more optimistic, but still murky.
Steel prices have dropped to the
point that Chinese mills are losing
almost $50 per ton, enough to
prompt some to cut production.®?
Chinese steel output fell by 2.2%
over the first 10 months of 2015
compared with the year prior.»
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Satisfying Demand

The future is difficult to predict,
but one thing is certain: there

is no quick fix for this issue. On
the supply side, long timelines
and fixed-cost obligations make
reducing capacity difficult. Even if
it were an immediate possibility,
such an effort would require global
cooperation; unlikely while Chinese
mills are still able to turn a profit.

In what has certainly become a
theme by now, China also holds
the keys on the demand side. It
would take a significant increase
in Chinese demand to balance the

markets, but that appears unlikely.

The World Bank forecasts Chinese
economic growth to fall from 7.3%
in 2014 to 6.7% in 2016 and 6.5%
in 2018.°* As China transitions from
major infrastructure projects to
a consumer-based economy, its
demand for metals is likely to
shrink further.

Forecasted Chinese
Economic Growth:
The World Bank
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As with any economic cycle, the
deflated prices we're currently
seeing will reverse course once
supply and demand fundamentals
normalize. Exactly when that will
happen, however, is not so certain.

6.5%
2018

2016
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SECTION VI
SUMMARY OF
FINDINGS

The U.S. economy provided mixed signals in 2015.
Two quarters of relatively strong expansion were
book-ended by two quarters of rather weak expansion.

Year-long growth in consumer
spending supported by
strengthening labor markets as
well as an overall increase in
business investment supported
stable economic growth. Turbulent
financial markets and a weak global
economy created headwinds for the
U.S. economy as the year ended.

New-vehicle sales saw record-
breaking growth for the year
despite a slow start as harsh
winter weather hampered sales
during the first quarter. Favorable
market conditions — increasing
employment, widely available

credit and ever-decreasing gas
prices — were instrumental in
reaching 17.47 million sold vehicles.

Positive news surrounding the U.S.
economy and the depreciation of
commodities-based currencies
combined with the eventual
interest-rate increase to provide
the foundation for a substantial
increase in the U.S. dollar’s value.
The stronger greenback applied
downward pressure on metal prices
and, as a result, Low and Mid Grade
vehicle values. As a result of weak
Chinese demand and a persistent
supply glut, average whole crushed

auto-body prices steadily declined
throughout 2015, also weighing
heavy on the Low and Mid Grade
segments. Steady parts prices helped
to mitigate some of the downward
pressure put on these segments.

The strength of the dollar also
played a role in the High Grade
segment’s performance as it
created unfavorable exchange rates
for foreign buyers, limiting their
participation. Underlying softness
in used-car prices brought on by
increased supply also worked
against this segment.
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SECTION VII:
LOOKING FORWARD

The Federal Reserve Survey of Professional Forecasters expects
economic growth to be quite tepid, increasing to 2.6% in 2016
and dipping to 2.5% n'2017. They forecast the unemployment
rate will fall to 4.8% in 2016 and 4.7% in 2017.%




Metals prices played a pivotal role in the
softening of salvage values in 2015, and
everyone In the industry is wondering If
2016 will bring more of the same.

Precious metals forecasters
anticipate price increases for
palladium in 2016, supported by
increased vehicle demand from
China and reduced supply.®
Platinum, meanwhile, may have a
tougher road in 2016 as the World
Platinum Investment Council
expects the market to be close to
balanced due to increasing mining
and recycled supply and only
modest demand growth.%”

Turning to the

outlook for gasoline,

Morgan Stanley said the price of oil
could fall to as low as $20 per barrel
in 2016, driven down by increases
in the value of the dollar.This
would be a dramatic decline for
the critical input to gasoline, which
traded as high as $65 per barrel as
recently as June 2015. It is possible
low gasoline prices could provide a
tailwind for economic growth and
consumer spending.

Alcoa expects the aluminum
market to return to a deficit in 2016,
anticipating demand for aluminum
to outpace supply by 1.2 million
metric tons.*® If Alcoa’s forecasts are
realized it would put much-needed
upward pressure on the value of
aluminum, but this estimate runs
counter to that of Morgan Stanley,
which projects an aluminum surplus
of 1.18 million tons in 2016.%°

For more information, look for our
2016 CAFE Standards Report at
|AA-Auctions.com/Publications

2016

CAFE
STANDARDS
REPORT
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Chart 4.2 | U.S. Dollar Index and Aluminum Prices
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