From THE HEADLINES

Some generic structures occur so frequently that they have been identified as a generic set of fools called
This column is designed to help readers recognize archetypes at work in

"systems archelypes. "
newspaper and magazine articles.

Car Leasing:

Automakers Gambling
Away Their Future?

“«
ord and some other companies that

have pushed [car] leasing hard ‘are

making money hand ower fist right
now,” says Randall McCathren, whose com-
pany, Bank Lease Consultants Inc., tracks
industry trends. Yet some analysts and auto
executives worry that the leasing business
could make a dramatic U-turn and become a
money-loser in two or three years. That's an
immediate concern, because the aggressive
lease deals being written today could under-
mine profits several years down the road. By
1997, most analysts agree, the ever cyclical
auto market will likely head south again—
maybe sooner, if the Federal Reserve keeps
hiking interest rates. ... Moreover, these good-
quality used cars may undermine new-car
sales, thereby magnifying the downturn ”
(“A High-Stakes Spin of the Wheel,” Busi-
ness Week, December 19, 1995).

L
In the highly competitive auto industry,
car manufacturers are under continual
pressure to create more attractive deals.
The most recent trend is to offer cut-
rate leases on new cars, which helps in
the short term by pumping up unit sales
and total revenues. The long-term side-
effects of cut-rate leases, however, are
slowly beginning to emerge.

One problem facing many car
manufacturers concerns the “residual
values” of the leased cars. Residual val-
ues—the car’s anticipated wholesale

value at the end of the lease—are set

ample cited by Business Week is Nissan
Motor Co.’s Infinity luxury brand. It
“set an unrealistically high three-year
residual on its Q45 model in the early
"90s. Last year, when the cars began
coming off lease, Infinity had to sell
them at losses ranging from $5,000 to
$7,000 apiece, according to some ana-
lysts.”

In addition, according to Business

Are

Week, residual values are currently at an
all-time high and may be poised to fall.
This means that car manufacturers and
independent lease companies may be
facing tremendous losses as their cars
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come off lease.

when a company writes a new lease.

Leases That Fail?

The process itself presents no inherent :
, . The struggles around residual values
problems to the carmaker’s bottom line, )
. suggest that the car companies are
as long as the actual market value of the iy s
; A ) caught in a “Fixes That Fail” structure.
car equals its anticipated residual value o o
In “Fixes That Fail,” a problem symp-
at the end of the lease. Unfortunately, ; y : :
L . tom cries out for resolution. To allevi-
the actual market price is falling short . . ) )
. ) ate it, a solution is quickly implemented
of expectations—which means losses for . .
. ) that alleviates the symptom in the short
carmakers when it comes time to sell

the previously leased cars. One ex- Continued on next page (]
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ln order to remain competitive, car companies are establishing aggressive leases to
attract more customers (B1). Although these leases increase revenues and profits in the
short term, losses from aggressive residuals may undermine profitability and put further
pressure on the companies to offer aggressive leases (R2).
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m Continued from previous page
term. Over the long term, however,
the unintended consequences of the
“fix” exacerbate the problem symptom
and actually make the situation worse.
In order to stay competitive, car
companies are establishing aggressive
leases to attract more customers (Bl in
“Leases That Fail”), which increases
revenues and profits in the short term.
Losses from these aggressive residuals
may undermine future profitability.
According to the Automotive Lease
Guide (ALG), which helps the industry
set residual values, the average 1995
model car or truck will retain 57% of its
sticker price two years from now. This
figure is the highest since 1986—and
according to Business Week, ALG pub-
lisher Doug Aiken has been warning
the car firms not to “get too far out on a
limb with residual values.” This warn-

ing has not kept automakers from set-
ting their residuals higher than those
recommended by ALG in order to at-
tract customers. For example, Business
Week cited one independent auto lease
company that estimated that the
Honda Civic would be valued at 75% of
its sticker price two years from now,
compared with ALG’s estimate of 61%.
As the aggressiveness of residual values
increases, the likelihood of their accu-
racy decreases, which means lower prof-
its in the long run (R2).

Second-Order Consequences
In addition to the residual values issue,
the success of the leasing agreements
may create problems for car companies
further down the road. The key to prof-
itability in car leasing lies in the market
for used cars. As the leases become
more aggressive and the offers more ap-

pealing, however, more people will re-
spond to the leasing deals, increasing
the total numbers of cars leased, and,
after a delay, the resulting supply of
used cars (see “Supply of Used Cars”).
According to CNW Marketing/Re-
search, when the expected downturn in
the auto market comes, “The auto-
makers will face an unprecedented situ-
ation: A record 2.7 million cars and
light trucks will be coming off lease, up
from 490,000 in 1993.” This increase
in supply could dramatically affect used-
car prices, and, over the long-term, the
car companies’ profitability (R3).

In addition, as the numbers of cars
leased increases, new-car sales can only
decrease, further affecting car manufac-
turers’ profitability (R4). New-car sales
are further depressed by the swelling
supply of used cars (R5), and the fall in
used-car prices due to expanding supply
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As more people re-
spond to aggressive
leasing deals, the total
numbers of cars leased
will increase, and, after a
delay, the resulting sup-
ply of used cars. This
increase in supply could
dramatically affect used-
car prices, and, over the
long-term, the car com-
panies’ profitability (R3).
In addition, as the num-
ber of leased cars in-
creases, new-car sales
can only decrease, fur-
ther affecting the profit-
ability of the car manu-
facturers (R4). New-car
sales are further de-
pressed by the swelling
supply of used cars (R5),
and the fall in used-car
prices due to expanding
supply can also dampen
new-car sales.
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can also dampen new-car sales.

Toward More Fundamental
Solutions

To successfully manage a “Fixes That
Fail” dynamic, we must first acknowl-
edge that the fix is merely alleviating a
symptom. Then we must commit to
solving the real problem now. That of-
ten means continuing to apply the fix
while simultaneously working out a plan
for a more fundamental solution.

For the car companies, this may
mean continuing to offer aggressive
lease deals to remain competitive in the
short term while addressing the deeper
underlying issues around product attrac-
tiveness and profitability. The car com-
panies must also address the current
situation of falling residual values and
the impending glut of used cars. Some
companies, for example, are working on
exporting a portion of their used-car
supply to create a new demand for them
overseas. Others are developing pro-
grams to lease the used cars—or at the
very least, reconditioning and adding
extended warranties to enhance the
sales of off-lease cars.

Despite those strategies, Business
Week maintains that “the used-car mar-
ket is probably too vast for individual
companies to influence.” Given the
additional complexity of this markert,
the decision to go so heavily into the
leasing business may have far too many
negatives in the long run to make it a
worthwhile strategy. Car companies
may want to reconsider their leasing
programs in the context of the larger
systemic consequences and see if there
may be more effective ways to increase
sales and profitability. @

Kellie T. Wardman is publications direc-
tor at Pegasus Communications and an editor
of The Systems Thinker.

THE Resource LIBRARY

The following resources are available as part of The Learning Organization Resource
Library™ catalog, offered by Pegasus Communications, Inc. For more information, call
(617) 576-1231.

Sustainable Communities:
A Management Challenge
by Fritjof Capra

In this 60-minute video, Fritjof Capra describes how lessons from nature can assist
in our efforts to create learning communities. Understanding the principles of
ecology and how systems organize themselves will help us build sustainable human
communities—whether they are educational, corporate, spiritual, or other. Capra
also explains how a shift from looking at objects to seeing relationships can enable
our organizations to become self-correcting systems. Order #V9403 $125

Systems Archetypes Il
by Daniel H. Kim

More than just a “how-to” guide, Systems Archetypes II
provides a grounded approach to problem diagnosis and
intervention that can enable more effective action.
The articles included in this booklet show how to use
the archetypes to tackle complex issues in at least three 2
different ways. First, the archetypes can be used as diag-
nostic tools for developing an understanding of a cur-
rent situation. Second, as planning tools, they can help
us anticipate and plan for future consequences. Third, the archetypes can be used
as theory building tools to help build a growing body of knowledge about our un-
derstanding of the world. Learn to apply the archetypes to specific business situa-
tions by following the 7-step guides in this booklet. Order #TR-SA02 $15

SvsTems
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Systems Thinking in Action™: The Video Collection
Vol. Il: A Framework For Change

Included in this 30-minute preview video are short segments from the following tapes:

PeTER M. SENGE: Building Learning Infrastructures

Joun D. STerMAN: System Dynamics: The Foundation of the Learning Organization
Fritjor Capra: Sustainable Communities: A Management Challenge

FreD KorMAN: Revealing the Heart of the Learning Organization

DanieL QUINN, PETER SENGE, MARGARET J. WHEATLEY: The Purpose of Business in
the 21st Century: A Dialogue

Order # PRV002 $14.95
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