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Introduction

EW consumer-facing businesses are as

dependent on well-functioning and widely
available financing as the automotive industry.!
Roughly $500 billion in new loans and leases
are originated annually, and 86 percent of new
car purchases and 55 percent of used ones rely
on borrowed money, with banks, captives,
and fleet financiers all playing important roles
(figure 1).> Collectively, the US auto finance
industry held roughly $1 trillion in outstand-
ing loans and leases in 2015, translating to
nearly $111 billion in revenue.’

The well-established role of auto finance
will be deeply challenged in the coming years
as the extended global automotive industry
evolves into a new mobility ecosystem. A
series of converging social and technological
forces, from advanced powertrains to shift-
ing consumer preferences and the emergence
of autonomous vehicles, will reshape the way
people and goods move about in the coming
years. Most notably for auto financing, the rise
of shared access to vehicles and drop in the
number of consumer purchases could dramati-
cally alter the number and size of loans—and
who needs them.* Customers will increas-
ingly be businesses in addition to individual
consumers, and overall loan volume—and its
associated revenue—could decline dramati-
cally in the long run.

To thrive in the emerging mobility eco-
system, auto finance companies will need to
rethink their traditional value chain, from sales
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Figure 1. The US auto finance market, 2015
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A series of converging social and technological

forces, from advanced powertrains to shifting

consumer preferences and the emergence of

autonomous vehicles, will reshape the way people

and goods move about in the coming years.

and origination to servicing and asset disposi-
tion. The scope of the required transforma-
tion will vary across lenders. Large diversified
banks may have many of the needed capabili-
ties already; their challenge will be imparting
knowledge across business units and managing
the rebalancing of volume between consumer
and commercial auto lending. By contrast, cap-
tives focused primarily on dealer-driven loans
to individuals will need to explore develop-
ing new business models to serve tomorrow’s
larger pool of commercial borrowers.

For finance companies grappling with these
changes, our hope is to share insights derived
from our work on the future of mobility and
to commence an ongoing dialogue around
the evolution under way;, its implications for
incumbents and disrupters, and the sources of
new value creation.® In short, we seek to help
key stakeholders explore “where to play” and
“how to win” in the evolving mobility ecosys-
tem. And we believe there are concrete steps
auto financiers can take today to prepare for
the future.
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The future of mobility

HE way people and goods move about is contours of that ecosystem are likely to be

on the cusp of a fundamental transforma- determined by two key factors: the degree to
tion.” Advances in powertrains and materi- which mobility is personally owned or shared,
als, increasing vehicle connectivity, shifting and whether vehicles remain in human control
consumer preferences, and the emergence and or are fully autonomous. The combination of
adoption of self-driving vehicles will ultimately those factors yields four potential future states
give rise to a new mobility ecosystem. The of mobility (figure 2).

Figure 2. The future states of mobility
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o In future state 1 (Incremental change),
vehicles remain personally owned and
driver-driven. Private ownership remains
the norm, with consumers opting for the
privacy, flexibility, security, and conve-
nience that come with owning their own
vehicles. Importantly, while incorporat-
ing driver-assist technologies, this vision
assumes that fully autonomous drive won’t
become widely available anytime soon.

o Future state 2 (A world of carsharing) antic-
ipates continued growth of shared access
to vehicles through taxis, limos, rental cars,
ridesharing, and carsharing. Economic
scale and increased competition drive
the expansion of shared vehicle services
into new geographic territories and more
specialized customer segments. Here, pas-
sengers more heavily value the convenience
of point-to-point transportation created
through ridesharing and carsharing. Plus,
the system offers options for non-drivers
such as seniors, low-income families, and
minors without licenses.

o In future state 3 (The driverless revolution),
autonomous drive technology proves to be
viable, safe, convenient, and economical,
yet private ownership continues to prevail.
Individuals seek driverless functionality

for its safety and other potential benefits
but continue to own cars for many of the
same reasons they did before the advent

of autonomous drive. They might invest

in even more expensive vehicles as a new
era of customization dawns and it becomes
appealing to use vehicles tailored for spe-
cific occasions and circumstances.

o Future state 4 (A new era of accessible
autonomy) anticipates a convergence of
both the autonomous and vehicle-sharing
trends. In this future, mobility manage-
ment companies offer a range of passenger
experiences to meet widely varied needs
at differentiated price points. The earliest,
most avid adopters seem likely to be urban
commuters, but as smart infrastructure and
driver usage expand, fleets of autonomous
shared vehicles could spread to densely
populated suburbs and beyond.?

The transition from future state 1 will not
happen uniformly or linearly. Because mobility
needs vary with demography and geography,
and because technology and social attitudes
will progress unevenly, the four future states
will likely exist in parallel for the foresee-
able future. For stakeholders, that means
preparing to operate in a much more com-
plex, multifaceted mobility ecosystem for the
foreseeable future.
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Auto finance in the future

ot mobility

HE way auto finance will operate to serve

customer needs in each future state will
vary as well (figure 3).° In some markets at
some points in time, lenders will continue to
make traditional loans and leases to individual
consumers. But for other segments, the model
looks very different, emphasizing business-
to-business commercial lending with tighter
margins and the possibility of much lower new
vehicle and residual values.

Figure 3. Auto finance in the future of mobility
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see relatively little impact to their fundamental
operating model—and only minor operational
or go-to market changes required to com-
pete. Financing will continue to be offered

to individual customers. As long as dealers
continue to stock inventory, floor plan lending
will continue.

In future state 3, the emergence and adop-
tion of driverless vehicles, individually owned
and computer-operated, creates a driverless
revolution. Without the need to accommodate
a human driver, the car’s cabin can become
a space for work or leisure, highly custom-
ized to the individual
consumer’s needs.'® For
those providing financ-
ing, the change may be
less dramatic. Because
automakers continue
to sell or lease vehicles
to individuals, much of
the traditional financ-
ing model may remain
in place. Individual
loan size may increase
if some two-car families
downsize to one more
efficient—but also more
luxurious—autono-
mous car. (That said,
higher sticker prices are
unlikely to fully offset
the decline in sales volume as many customers
shift to shared mobility and reduce their level
of personal car ownership. See discussion of
shared mobility below.) Floor plan financing
could also diminish as dealers shift from stock-
on-hand to build-to-order models focused on
helping customers design more customized
autonomous vehicles, particularly as those
models become more modular."

Shared mobility (future
states 2 and 4)

Many of the core elements of auto finance
for shared, driver-driven vehicles (future state

Our analysis suggests
that nearly 35
percent of the total
auto finance market
could ultimately
be in commercial,
versus consumet,

transactions.

2) are already in place. Well-established fleet
finance companies are serving the needs of
taxi, limousine, and rental car fleets.!? But a sea
change occurs for auto finance in future state
4, as autonomous shared mobility becomes

a reality. The finance model will be business-
to-business, focused on fleet owners. Auto
finance companies can provide funding not
only for the purchase of autonomous fleets but
for their maintenance and other shared vehicle
infrastructure, such as fueling or recharging
stations, insurance, and parking. A number of
dealers, particularly national ones, may decide
to transform their busi-
nesses to become the
mobility management
providers that will likely
dominate future state

4, competing with fleet
operators, ridesharing,
and rental car compa-
nies.” This could open
up a sizable new frontier
for auto finance compa-
nies. There will also be a
need to accept and pro-
cess payments related to
services associated with
shared mobility, includ-
ing paying for the ride
itself and any ancillary
services (such as enter-
tainment) during the trip.

The challenges this shift poses for vehicle
finance companies are significant. Shared
autonomous vehicles, particularly in densely
populated urban areas, are likely to be pre-
dominantly utilitarian. That means lower
per-unit prices and residual values, so much
so that auto lending may look more like “small
ticket” financing for things such as commer-
cial office equipment or lower-priced medical
equipment—a space with a large number of
established players that could challenge finan-
ciers. In addition, dealing with sophisticated
commercial borrowers financing large volumes
could mean tighter margins.



Auto finance in the evolving transportation ecosystem

To better understand the magnitude of the
coming change, we used data on the current

THE USED CAR MARKET

Dealers sold more than 38 million used cars in
2015, and 55 percent of those purchases relied
on some form of financing,' but the changes
brought about by the future of mobility will

auto finance market and assumptions about
how quickly and widely each of the future
states will be adopted and the correspond-
ing impact on vehicle sales, types, and values.

From there, we derived forecasts of the size and ultimately ripple through the used car market
types of vehicle financing that will be required as well. As autonomous technology is adopted
in the future of mobility. While our estimates in more and more vehicles, there could arrive

a tipping point at which the resale value of

less advanced, driver-driven cars could drop
precipitously. And if shared autonomous fleets
are populated by inexpensive, utilitarian electric

are preliminary and, we think, conservative,
they suggest that the four future visions will
combine to remake the auto finance landscape.

Today’s market is primarily driven by indi- “pods” with limited service life, that could mean
viduals buying cars: It is a dealer-driven, point- effectively zero used cars being generated in
of-sale, consumer-focused business (figure 4). future state 4—a dramatic decline in supply.

That said, more expensive personally owned
autonomous vehicles could mean larger loans
when they hit the used market.

But as people increasingly forgo purchasing a
vehicle and opt instead to access on-demand
mobility, the auto finance business will shift
its focus toward providing financing for the

commercial owners of shared vehicle fleets. Because the four future states will coexist,

Our analysis suggests that nearly 35 percent of auto finance companies need to be prepared

the total auto finance market could ultimately to serve a diverse range of customers who may

be in commerc1a1, versus consumer, transac- be purchasing and consuming transportation

tions, and that the overall size of the market in dramatically different ways—or to special-

could shrink substantially from today’s $1 tril- ize and resize their business for a significantly

lion—which means that a significant portion of smaller overall market.
auto financiers’ $110 billion in annual revenue

could also be at risk.'®

Figure 4. Estimated distribution of auto financing in the future of mobility'®
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and leases today outstanding loans and leases
Personally Personally
owned owned
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Shared
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~5% Personally
owned Shared
driver-driven autonomous
(Consumer) (Commercial)
~40% ~25%

. Future state 1 . Future state 2 . Future state 3 ‘ Future state 4

Note: Percentages may not sum to 100% due to rounding.
Source: Deloitte preliminary analysis.
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Preparing for the future

of mobility

OR all the turmoil, the fundamental steps

of the auto finance value chain will remain
in the future of mobility (figure 5). Loans
and leases will still need to be originated,
underwritten, and sold, and assets will need
to be disposed of. And the financial services
industry is large, sophisticated, and—with the
emergence of marketplace lending and other
disruptive trends—increasingly dynamic and
innovative, which means that the financing
products already or will soon exist to address
the dramatic changes we anticipate in the

Figure 5. Auto financing value chain and required capabilities
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The future of mobility for auto finance
companies will be about rebalancing the busi-
ness, dialing back capabilities and investment
in consumer markets and ramping it up, along
with associated capabilities, in commercial
ones. That implies differing levels of effort
for different auto finance players. For large
diversified banks, it may “simply” be a matter
of shifting business from one division (auto
lending) to another (equipment lending). For
captives heavily focused on consumer-based
auto lending and leasing, the need for transfor-
mative change will be greater as they explore
entirely new business models and capabilities
as required for commercial finance.

Sales

The first step in the auto finance value chain
is finding and connecting with customers who
need to borrow money to make their purchase.
Today, that primarily happens indirectly, via
dealerships; roughly 80 percent of cars are
financed via a dealer.'” Captives’ relationships
with dealers and OEMs are critical for access
to customers and for loan/lease subvention.'®
Both indirect relationships and the ability to
leverage customer loyalty to particular carmak-
ers are unique sources of strength for captives,
and they will continue to be important founda-
tions of competitive advantage in the market
for personally owned vehicles, whether driver-
driven or autonomous, even as auto retailers
adapt their own business models to the future
of mobility.”

For shared vehicles in future states 2 and
4, the financing model is business-to-business
and more closely approximates today’s rental
car fleet or equipment financing markets (such
as construction, trucking, machinery, or office
equipment). Sales are driven by individual
relationships between the commercial cus-
tomer and financier (typically a commercial
bank, fleet finance company, or specialty
lender). Unlike the dealer-centric approach
to auto finance, this is frequently a “feet on
the street” direct sales approach, with many
financial institutions providing dedicated

Auto finance in the evolving transportation ecosystem

sales managers to their larger business clients.
Loyalty to the equipment maker plays only a
modest role, although there is precedent for
vertically integrated companies providing
end-to-end offerings, supplying, financing,
and servicing the product.® This suggests an
opportunity for captives, although it would
require building new sales and relationship
management capabilities and challenging
incumbents that have a well-established model
for equipment loans and leases.

Origination

Historically, customers have rarely relished
the process of initiating a loan, with its reams
of paperwork and long wait times at the dealer-
ship. That’s already beginning to change, as
auto retailers look to adopt customer-centric
omnichannel retail models®' and new entrants,
particularly from fintech, create a faster,
simpler, and smoother lending experience.*
By the time customers are purchasing their
own autonomous vehicles in future state 3, the
dealer interaction will likely have shifted to a
highly tailored showroom experience,” and
auto finance companies will need to offer an
origination process to match, with near-instan-
taneous mobile loan generation and approval
enabled by secure digital authentication.

Cost of capital will remain an important
driver of lender profitability in all future states,
but it becomes particularly vital in future states
2 and 4’s commercial market. Because auto
finance companies will be serving sophisti-
cated fleet operators, many with sufficient scale
and leverage to command price concessions,
margins will narrow relative to today’s retail
loans and may have a risk profile that requires
more capital. Financiers with a relatively low
cost of capital or those able to garner subven-
tion from the OEMs will be better positioned
to remain profitable. In practical terms, that
means banks that can draw on their own low-
cost deposits will likely have an advantage.
Captives, which often borrow relatively expen-
sive commercial paper, would be most likely
to get a margin subsidy from the equipment
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manufacturer if it is necessary to maintain
the demand for vehicles.* Securitization’s role
in supporting the cost structure and lend-

ing capacity for consumer-facing finance will
continue to be critical, particularly for cap-
tives. Securitization has been uncommon in
commercial lending, but as disruption from
marketplace lenders and other forces change
the industry, that too could change.

Underwriting

In parallel with origination, determining
how much to lend and the associated risk will
also change in the new mobility ecosystem.
Many of the established processes for assign-
ing creditworthiness in consumer lending will
remain in future states 1 and 3, but the ability
to leverage the broadest sets of data and the
most accurate and efficient algorithms will
become more plentiful and more important.
The trend of proliferating sensors generating
data on everything from driving patterns to
health to work habits* will continue, and auto
finance companies with the most complete pic-
ture of a potential borrower will be better able
to control lending risk and more accurately
price their products.

Likewise, knowledge of the asset—a
strength for today’s captives—will continue to
figure prominently in personally owned auto
lending in the future. With increased con-
nectivity, the lender’s understanding of any
particular vehicle will become increasingly
comprehensive; it is feasible that in the near
future an auto finance company could know
exactly where, when, and how a car has been
driven since it first rolled off the assembly
line. Many of the same trends will apply to the
commercial lending that will predominate in
future states 2 and 4, but with the added chal-
lenge of having to evaluate complex businesses
and entire fleets of vehicles. All of this will
require auto finance companies to develop ever
more robust data management and analysis
capabilities to enhance credit models and
underwriting standards.

Servicing

Today there are relatively few opportunities
for differentiation around loan and lease ser-
vicing for the personally owned auto market,
and we anticipate that trend will continue.

All of the auto finance players can collect
payments from their borrowers and have an
established collections process for those who
are delinquent. The frequent interactions with
the customer are largely automated, and finan-
ciers could do more to foster that relationship,
but because indirect channels will remain the
primary outlets for loan generation in future
states 1 and 3, there is relatively little upside in
doing so.

In future states 2 and 4, contract manage-
ment and monitoring take on increasing
importance. Lenders will need to keep a close
tab on the condition and usage of vehicle
fleets—a complex and time-consuming task.
Thankfully, the data generated by connected
and autonomous vehicles can make this mark-
edly easier: Auto finance companies may be
able to monitor the location and status of every
vehicle on their books in real time. Of course,
as in underwriting, all of that necessitates that
auto finance companies build the capabilities
to store, analyze, and act on the reams of data
emerging from the new mobility ecosystem.

Asset disposition

The ability to value a vehicle is a key dif-
ferentiator in the contemporary auto finance
market, enabling lenders to better price their
products and realize greater profits. But just
as smarter and more-connected vehicles
will affect underwriting and servicing, the
increased volume and variety of data will also
erode auto finance companies’ ability to dif-
ferentiate based on superior asset knowledge,
particularly in future state 3. As the state of
the vehicle becomes more transparent and
knowable in real time, residual management
becomes easier—but also commoditized.
What will remain important for the person-
ally owned, consumer market is the ability to



dispose of assets efficiently through markets
that provide clearinghouses for buyers and
sellers. Here, the captives’ organized outlet via
dealerships will remain a competitive advan-
tage relative to banks and other lenders.
Commercial asset disposition in future state
2 will be similar to today, with vehicles heavily
depreciated and frequently sold through auc-
tions. By contrast, future state 4 could funda-
mentally differ from today’s used car market.
The key unknown will be how to establish
values for shared autonomous vehicles, which
could be quite utilitarian and inexpensive.
Rental fleet and lease residuals typically
assume that a vehicle will have a useful life
after an initial contract. But shared electric or
fuel-cell powered “pods” may be little more
than scrap after their initial period of ser-
vice—much like a well-used taxicab today. For
auto fleet financing, this could mean a lending
risk model closer to asset-backed inventory

Auto finance in the evolving transportation ecosystem

lending, which assumes a constantly replen-
ishing stock of goods for collateral. Or, given
these vehicles’ modular nature, they may be
kept in service through frequent replacement
of electric motors on wheels and regenerative
braking; battery packs can be pulled out and
reused, potentially creating a larger market in
reusing components.

In any scenario, the speed of technological
innovation will also play a role. If key compo-
nents, like batteries or sensors, quickly become
obsolete, residual values will drop dramatically
(but will also be easier to manage since they
require shorter forecasts). Answers to these
questions will become clearer as the market
matures, but there will likely be a lengthy tran-
sition period in which auto finance companies
have the space to make—and lose—money
depending on how they choose to value shared
autonomous vehicles.
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IKE all transformative changes, the future

of mobility will create winners and losers,
changing the core of the auto finance industry
while also generating new openings. For those
who decide to maintain their current business
models, there will continue to be a role for
traditional loans and leases made to individual
consumers (future states 1 and 3), although
likely at significantly lower volumes as the auto
finance market shifts to put greater emphasis
on commercial lending. Those already in the
fleet financing space, or those willing to enter
it (future states 2 and 4), have the opportunity
to establish themselves in a rapidly growing
market as shared mobility becomes the norm
for a larger swath of the population. And there
are entirely new opportunities for auto finance
companies in the future of mobility—if they
are agile enough to capitalize on them.

« Payments processing. Auto finance com-
panies are already processing borrowers’
loan payments, but as shared mobility and
autonomous vehicles become more widely
adopted, consumers will require the ability
to rapidly and seamlessly pay for a wide
range of goods and services: dynamic road
pricing, information and entertainment
consumed in transit, and the ride itself.

The opportunity could be sizable, but auto
finance companies that vie for this busi-
ness are likely to face stiff competition from
players with already established digital
payments platforms and credit card provid-
ers, and the commercial banks that connect
these platforms to customers. To overcome
these handicaps, captives might consider
leveraging their dealer relationships to sign

Emerging opportunities

up customers for a broader, ongoing pay-
ment platform at the point of sale, although
that approach will be limited to situations
where vehicles remain personally owned.

Monetizing the “digital exhaust.” There
will be significant value that can be derived
from the data generated by both the vehicle
and the passengers in the future of mobil-
ity. But as with payments processing, auto
finance companies are likely to confront an
uphill battle with automakers, autonomous
operating system manufacturers, mobility
management providers, telecom companies,
social media platforms, content provid-
ers, and others for access and ownership of
these data. Auto finance companies might
consider including data access clauses into
loan and lease agreements, or offering
incentives for borrowers who agree to pro-
vide the lender with their data.” That data
could be analyzed to optimize auto lenders’
own operations, but more importantly it
could be offered to third parties interested
in, for example, targeted advertising.

Dealer modernization. In the medium
run, auto finance companies have an oppor-
tunity to finance the transformation of deal-
erships looking to compete in future state

3, in which the model will be much more
build-to-order and dealer facilities will be
more customer-friendly. They might also
finance the infrastructure needed for shared
autonomous vehicles in future state 4, such
as storage facilities for fleets during low-
demand periods.
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Conclusion: New levels
of engagement

HE extended automotive industry is

undergoing a profound and disruptive
transformation propelling the emergence of a
new mobility ecosystem. As an indispensable
player in the industry, auto finance companies
will also need to transform their business mod-
els to align with the new sources of growth and
value creation. As with most great transforma-
tions, the future of mobility creates opportuni-
ties and challenges and will result in winners
and losers. Change is likely to come more
quickly than many imagine. The stakeholders
in today’s industry have a window of opportu-
nity to transform and adapt, creating a sustain-
able and enduring advantage.

Those that achieve the expected results will

engage with customers—whether consumers

or businesses—on more levels and via more
channels than they do today. They will deploy

capabilities, whether in-house or in collabo-
ration with financial technology partners, to
harness the diverse data that will infuse the
mobility ecosystem. They will support dealers’
short-term financing needs as they undergo
their own transformations. And they will
develop products that enable new customer
experiences and mobility services.

The future of mobility is likely to change
auto finance irrevocably. To be ready, com-
panies need to begin asking themselves the
hard questions today: What role do we aspire
to in the mobility ecosystem? What abilities
and assets do we need to succeed? How do we
transform our business? In answering, com-
panies will have taken the first step on a long,
perilous, prosperous journey.
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