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Holland Views: CarMax — Price: $82; MCap: $13bn

CarMax — Welcome to the Club

CarMax looks to us a wonderful long-term compounder offered at a great price. It is in our sweet
spot of being a Scale Economy Shared model, operating in a sector unpopular with investors.
Value is offered to us because the group was investing to compete better with new entrant Carvana
then a large cyclical downturn in car prices and transactions occurred. The financial effect of
which can be seen in the chart below. Mr Market is worried — we are excited.

“CarMax revolutionised the auto industry by delivering an honest, transparent and high-
integrity car buying experience to its customers.”

“For 26 years CarMax’s focus has been making car buying more ethical, fair and stress
free by offering a no haggle experience and an incredible selection of vehicles.”

Harvard Business Review report on CarMax, 2019

Beautiful supermodels

CarMax makes the type of returns that we find very attractive (c.20% ROEs for twenty years).
Crucially they do so in a way that might not appeal to all other investors, but greatly appeals to
us. By this we mean they achieve these returns from low, not high margins. These low margins
come from a Scale Economy Shared, customer obsessed model. Pre-2020 this was a company
making ¢.13% gross margins and ¢.6% EBIT margins. The secret sauce that makes a low margin
business into one with good Returns on Equity is of course asset/turn. This coming alongside a
compelling customer offer which drives the flywheel of future growth.

Fig.1: Return on Equity
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Such low margin/higher asset turn businesses are to some investors hard to understand. For these
investors brands and the like equate to pricing power and margins should be high, not low. We
agree that high margin branded businesses are good. But we do not agree that, by extension, all
low margin business are bad. Some may be, but a few, (Costco, Amazon, Ryanair) are
outstanding.

Sorry, I don’t think I know you...

Perchance you get invited to a summer drinks party, try out this little observation in social
behaviour: Watch closely a person’s face as an old friend comes up. Openness and warmth are
immediately on display as they quickly recognise the face in front of them. Now look at the same
person when someone they have forgotten, or never met comes up. Many might be guarded, some
even hostile to the unknown new face.

The same is true with business models for many investors we suggest. The branded, high margin,
high ROIC is like the long-lost friend that you immediately recognise and quickly want to get to
know again. Low margin/high asset turn companies in odd sectors are the unknown. Few want to
spend the time to get to know them fully. They are attractive to us, but that is because we have
studied them in different sectors around the world and seek them out. We know the outcomes
they can achieve for investors. To others they are alien.

We remind readers of our admiration for 7 Powers by Hamilton Helmer. It lists seven different
business models as:

e Scale economies

e Network economies

e Counter-positioning

e  Switching costs

e Branding

e Cornered resource

e Process power

All of these models (the order of which was chosen by the books author, not us!) are achieving
sustainable competitive advantages (SCA’s) and should result in superior ROIC/ROE. Many will
do so with high margins (Branding, Cornered resource, and Network economies) and these are
sought by many investors. Not all will have higher margins though. Indeed, a Scale Economy
Shared business with high margins, might even be an oxymoron.

Excluding low margin businesses means some investors are effectivity looking for ‘5 Powers’,
not 7. We are agnostic as to what of the seven business models we invest in next. What we are
not agnostic about is the starting price we pay for all the investments we make. This must offer
us value and that ‘value’ is often derived from some sort of uncertainty. Uncertainty about the
quality and resilience of a business (airline or car dealer). Uncertainty about trading that suddenly
looks more fragile after a shock. Being clear about whether such a point of uncertainty represents
real risk or is an opportunity is what our job is all about. Often we find such opportunities in
business models other people understand less well. Considering the lasting power and growth
runway of a good Scale Economy Shared (SES) model we are delighted if the opportunities we
end up being offered are more focused here.



https://www.amazon.co.uk/7-Powers-Foundations-Business-Strategy/dp/0998116319?asin=0998116319&revisionId=&format=4&depth=1
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Disclaimer

This document does not consist of investment research as it has not been prepared in accordance with UK legal
requirements designed to promote the independence of investment research. Therefore even if it contains a research
recommendation it should be treated as a marketing communication and as such will be fair, clear and not misleading
in line with Financial Conduct Authority rules. Holland Advisors is authorised and regulated by the Financial Conduct
Authority. This presentation is intended for institutional investors and high net worth experienced investors who
understand the risks involved with the investment being promoted within this document. This communication should
not be distributed to anyone other than the intended recipients and should not be relied upon by retail clients (as defined
by Financial Conduct Authority). This communication is being supplied to you solely for your information and may
not be reproduced, re-distributed or passed to any other person or published in whole or in part for any purpose. This
communication is provided for information purposes only and should not be regarded as an offer or solicitation to buy
or sell any security or other financial instrument. Any opinions cited in this communication are subject to change
without notice. This communication is not a personal recommendation to you. Holland Advisors takes all reasonable
care to ensure that the information is accurate and complete; however no warranty, representation, or undertaking is
given that it is free from inaccuracies or omissions. This communication is based on and contains current public
information, data, opinions, estimates and projections obtained from sources we believe to be reliable. Past performance
is not necessarily a guide to future performance. The content of this communication may have been disclosed to the
issuer(s) prior to dissemination in order to verify its factual accuracy. Investments in general involve some degree of
risk therefore Prospective Investors should be aware that the value of any investment may rise and fall and you may
get back less than you invested. Value and income may be adversely affected by exchange rates, interest rates and other
factors. The investment discussed in this communication may not be eligible for sale in some states or countries and
may not be suitable for all investors. If you are unsure about the suitability of this investment given your financial
objectives, resources and risk appetite, please contact your financial advisor before taking any further action. This
document is for informational purposes only and should not be regarded as an offer or solicitation to buy the securities
or other instruments mentioned in it. Holland Advisors and/or its officers, directors and employees may have or take
positions in securities or derivatives mentioned in this document (or in any related investment) and may from time to
time dispose of any such securities (or instrument). Holland Advisors manage conflicts of interest in regard to this
communication internally via their compliance procedures.



