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Luxembourg, August 25th, 2019 

Dear Limited Partners, 

 I am pleased to present you hereafter with my latest analyses about the Company Carvana 

(CVNA). 

I will analyze the revenue and profitability growth potential of CVNA, always in an absolute and 

relative comparison to CarMax (KMX). Furthermore, I write about the opportunities and risks related to 

an investment in CVNA in a dynamic environment. 

Given the characteristics of the used car sector, a low gross margin, the importance of bi-products 

and services, significant and challenging logistics; I think it is not useful to compare the company to a pure 

online retailer such as Wayfair (W) for example.  

Furthermore, KMX is the largest and most profitable used car market seller in the US. CVNA’s 

financial long-term outlook outperforms the KMX model by far.  

Finally, both companies have a similar market capitalization, and the spread tends to get smaller 

(without price fluctuation) given that KMX repurchases shares and CVNA is increasing the outstanding 

amount. 

To better understand the gross margin CVNA reports, I divided my analyses into three steps:  

• Private Gross Margin; 

• Reported Gross Margin; 

• Real Direct Gross Margin. 

Private Gross Margin  

This is a purely imaginary margin. You can't manufacture your phone, ensure your house or build 

your car; but you might be able to perform some tasks CVNA sets forth. 

A potential car seller faces different options: 

• To sell their car to the local dealer; 

• To sell their car over the internet by using one of the multiple internet sites; 

• To sell their car online (CVNA model); 

• To trade in their car online or offline. 

The decision-making process runs mainly around three factors; money, time and convenience. 

CVNA wants to offer the most convenient choice of selling a car. You do not need to talk to salespeople 

or even leave your house. Let us assume that this private gross margin is around 15% (the absolute 

number is not essential). Included in this gross margin is a reconditioning and inspection, which would 

cost you money if you did it by yourself. Sometimes these services are not necessary or can be considered 

as a hobby, like washing your car. 
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You may save up to $3,000, considering the average car price of around $19,450 that CVNA sold 

(the mode price would be more interesting to know), or save a couple of workdays for many people buying 

$20,000 used cars. This vertical competition will cap the gross margin of used car dealers. We will see later 

in more detail that CVNA faces this competition in the buying and selling process. I conclude that there is 

no size effect on the purchasing price of cars. This is also one of the more critical reasons that the used 

car market is so fragmented.  

Reported Gross Margin 

Let us now compare the reported gross margin between CVNA and KMX. I choose to analyze the 

last quarter (Q2 2019) to take into account the fast-growing numbers of CVNA. 

 

(10Q 2Q 2019 CVNA) 

CVNA generated a gross profit of $137 million during Q2 2019. The reported gross margin was 

13.9% compared to 13.8% for KMX. 

 

(10Q 2Q 2019 KMX) 

However, KMX does not include the revenue of its finance branch (CarMax Auto Finance Income) 

into the calculation of its Gross Margin. By adding that income, we get a gross margin for KMX of around 
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16%. I believe that it is beneficial to make two more adaptations to be able to better understand and 

compare both business models.  

Other sales and revenues 

Of the $137 million of gross margin, $67 million are due to other sales and revenues. Of these 

other sales and revenues, 60% are from the sale of finance receivables. The rest is from selling GAP waiver 

coverage and commissions on VSC’s. CVNA sold $1.181 billion worth of finance receivables in Q2, which 

amounts to 138% of Q2 revenues or 76% of half-year revenues. We deduct that around $300 million were 

taken from Q1. Keep in mind that finance receivables held for sale in the balance sheet only increased by 

$20 million. 

 

(10Q 2Q 2019 CVNA) 

We understand that CVNA currently makes 50% of its Gross Margin from bi-products and services. 

This might not be a bad thing, but we have to consider that generating and at least, for now, selling finance 

receivables is as crucial as selling used cars. It is as much a finance company as it is a used car dealer. Of 

course, the sale of a car is a necessary condition for other sales and revenues, but the sale of such finance 

receivables is a necessary condition for the survival of CVNA. KMX could exist without its financial arm, 

but profit would be cut into two. KMX reports that 61% of the customers who purchased a retail used car 

purchased such a bi product. 

 

(10K 2018 KMX) 

If we consider that CVNA sold 44,000 used cars in Q2 2019, we get a gross profit per used vehicle 

of $1,440, up 22% Y/Y.  

 

(10Q 2Q 2019 CVNA) 

This is far below the 181% increase of total gross margin. Indeed, other sales and revenues 

increased by over 200%. KMX realized a gross profit per retail unit sold of $2,175! We know that in Q2, 

CVNA sold some receivables generated in Q1, so this makes it difficult to evaluate them on a quarterly 

basis.  
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(10K 2018 KMX) 

KMX generates $700, or 50% more gross margin in the core business. By this I mean buying a car, 

inspecting and reconditioning it and selling it (costs related to the sale or outbound logistic as well as 

administrative and IT costs are all in SG&A that we analyze hereafter). 

If I include the “other sales and revenues” into the gross margin per unit sold and the CAF income 

into KMX’s gross margin per unit sold, KMX generates around $3,300 per unit and CVNA around $3,100. 

We understand why the management of CVNA prefers to put this total gross margin in the first line. The 

following Excel sheet shows how the percentage increase in these other sales and revenues of total 

revenues tends to increase over the last three years. 

 

(Personal Excel) 

Why does CVNA generate such a profit of more than 3% on finance receivable? The price of 

finance receivables is based on the amount, interest, period and creditworthiness of the debtor. We know 

that KMX does not offer credit to clients under a particular credit rating but prefers to pay third party 

insurers. It could be that CVNA transfers parts of gross margin from direct gross margin to other sales and 

revenues, by selling cars for a lower price but requesting higher interest. If CVNA kept those finance 

receivables, it would have less Cash, and the Profit from the finance receivables would be dispersed 

throughout the different loans. The current loss would be much higher. 

We can deduct that at this level, CVNA lacks profitability on its core business, but is very efficient 

by selling bi-products and services. The counterparties for the other sales and revenues (all of them) are 

very closely related companies, owned by the father of the current CEO and major shareholder of CVNA. 

The cherry on top of the cake is that these companies operate in the same sector as CVNA; they sell cars 

on credit.  

After selling its finance receivables to DriveTime and Ally Financial (ALLY), CVNA started to sponsor 

and engage in securitization transactions to sell their finance receivables to a pool of investors. Who are 

the beneficial owners? It is difficult to get any information regarding beneficial owners in Delaware Trusts. 

Who are the debtors? For many potential customers, getting credit from one used car dealer is the most 
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important necessary condition. At one point, it can even be considered as a sufficient condition. Does 

CVNA sell to desperate people? 

Real Direct Gross Margin  

We know that CVNA realized around 50% of its Gross Margin by bi-products and services (Direct 

Margin). We also know that KMX is more profitable regarding its Direct Margin ($1,400 to $2,100). 

I believe that the Direct Gross Margin should be even lower in the case of CVNA. Indeed, the 

company distinguishes between inbound and outbound logistics costs. This adaption does not change 

anything in the overall conclusion, it just helps me to understand better the business model of CVNA. 

Inbound logistic costs include all the related costs from the transfer of the vehicle from the 

purchase location (auction or private client) to an IRC. Outbound logistics costs include all the costs from 

the IRC to a vending machine or client.  

The basic model for KMX did not have those outbound logistics costs because customers traded 

their vehicles in at the same places where they picked up a new one. After, we see that KMX adapted its 

business model this year by offering to client’s access to the nationwide inventory as well as home delivery 

in the Atlanta market. Those outbound logistics costs are directly related to revenues; they cannot sell a 

car without delivering it. Rents might be fixed, but compensation and fuel are variable.   

 

(personal Excel) 

CVNA managed to leverage outbound logistics costs by around 11% Y/Y. This seems encouraging, 

but I will later show that this is only a tiny step to the objective of a more efficient business model than 

KMX has. 

 How does the management plan to close the $700 on the direct gross margin?   

Increasing Real Direct Gross Margin  

As you can read from the extract below, the management of CVNA sees different possibilities to 

increase the profitability of the core business. 
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(10k 2018 CVNA) 

I will focus on the most important and those related to cost savings. Indeed, most companies try 

to add products and hope to have their AWS moment. 

Cost of sales  

Components of cost of sales for both companies are: 

• Buying Price; 

• Buying Process; 

• Transport the vehicle; 

• Inspect and Recondition the vehicle (including parts, payroll, Labor and overhead costs 

associated with reconditioning and vehicle repair services). 

 

10K 2018 CVNA 
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10K 2018 KMX 

We already know that CVNA does not include outbound logistics costs into its cost of sales. KMX 

is considering overhead real estate costs concerning inspection and reconditioning of the vehicle. 

Buying Price  

In their Q2 letter to shareholders, the management informs that gains in retail gross profit per 

unit were mainly driven by a higher number of customer sourced vehicles. 

 

(10Q 2Q 2019 CVNA) 

KMX manages to purchase between 38% to 52% of its cars from customers.  

 

(10K 2018 KMX) 

This number is much lower for CVNA. The more CVNA wants to increase its revenues, the more 

cars it needs to purchase. Therefore, the more it risks influencing prices on auctions if it does not manage 

to buy a considerable number of vehicles from private people. In general cars sourced from individuals 

are more profitable.  

I believe that even if the business model of CVNA is successful in all other aspects such as 

• Lower logistics costs in Gross Margin 

• Lower SG/A 

• The more profitable the financial arm, 

the company will not succeed if it does not manage to increase the percentage of purchases from 

customers.  

The management acknowledges that a large chunk of the advertising budget is destinated to 

convince people not to buy, but to sell a car. In this low margin market, the profit is made at the buying 

step. If you buy an excellent car at too high of a price, you risk being not profitable. This is the vast 

difference from companies that sell goods purchased from suppliers (like W). Indeed, you sign a master 

contract with your supplier and renegotiate prices on a monthly or annual basis.  

In Europe, the private company Auto1 has been spending for years now vast amounts on 

advertising trying to convince you to sell your car to them. Their business model is based on a fast and 

simple and transparent offer. However, they work together with a couple of hundred independent dealers 
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that inspect the car before a possible purchase. That company afterward sells their cars to dealers and 

not private customers. Given the omnipresent ads of this company for many years now, I deduct that at 

least private individuals are not jumping on this new offer.  

I think it is challenging to forecast the number of people willing to sell their cars online. Selling a 

car is giving something away in exchange for money. You have to invest some time and engage in 

paperwork. It is a less appealing task, in my opinion than buying a car and getting it the next day. Internet 

buyers are often very impulsive, the whole process needs to be fast and simple. The one-click button from 

AMZN is a great invention for them. In my opinion, the store-based business has an advantage in sourcing 

cars from individuals. Furthermore, the average car age tends to increase and is now at around twelve 

years what decreases the potential given that CVNA as a pure online player cannot buy and sell too old 

cars. (no test drive, difficult return, high logistic costs) 

I assume that KMX will have a price advantage for at least five more years but follow carefully 

CVNA’s efforts during the next quarters' CVNA’s to increase that number. 

Buying Process 

CVNA emphasizes that their buying process is highly automatized. I believe that this might be true 

for cars bought at auctions. However, buying a car from a private consumer is more difficult to forecast 

and also to plan and optimize.  

KMX manages to purchase around half of its inventory from private clients. Clients drop their cars 

off at KMX stores, and after going through their appraisal process, KMX decides to make a binding offer. 

CVNA delegates a lot of these tasks to the counterparty, which might increase productivity, but also 

increases the risk of error or even fraud. A car is a complex product made up of around 30,000 pieces. 

After spending some time reading through forums, I noticed how vital the Call Center is for CVNA 

and I realized how costly it is in terms of IT and labor to give the customer a fast and easy way to sell his 

car online. Any error in the buying process is expensive. Returning a 2,700-pound car is different than 

returning a shirt. The whole process needs to go fast, and the customer wants their cash or new car as 

soon as possible. 

Transportation of the vehicle 

Cars bought at auctions have to be delivered to the nearest IRC, or production store in KMX’s 

case. KMX has 98 production stores; this is ten times more than CVNA has IRCs.  

 

(10K 2018 KMX) 

I deduct that CVNA needs to transport the cars over a longer distance than KMX. I do not think 

this has an essential impact on the scenario of an auction. The company can organize transportation by 

using big haulers and make a one-stop trip. 
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Picking up a car from a private customer is different. Since AMZN, the notion of the last mile is 

well-known and companies around the world are trying to avoid this last mile. The last mile can cost up 

to 80% of the total shipping. The more markets the company opens the more the distances increase given 

that the number of IRC is limited to be able to sell the asset-light business model. You can’t forecast where 

and when a client is offering their car. Furthermore, those individuals want a fast and easy process; the 

more time the process takes the higher the risk to lose the client to the local dealer.   

Picking up a car will always be a labor and equipment intensive process. The fact that the truck 

and driver are the only nonvirtual contacts a potential client has, limits the capacity of putting pressure 

on those costs. In logistics, fast, simple and non-predictable means expensive and CVNA faces it from the 

supplier and client-side.  

Inspection and Reconditioning process 

We distinguish between the labor force and costs related to the IRC and production sites. A car 

needs to be inspected and reconditioned by a human.  

CVNA management says that current IRCs could handle up to 350,000 used cars per year. I believe 

that they mean that their infrastructure can handle that many, but not employees. That makes around 

40,000 cars per IRC. Last year KMX sold 750,000 vehicles, which makes approximately 7,500 cars per 

production store, or six times less. As we will see more in detail later, occupancy costs in SG&A are about 

20% of total SG&A or 1.8% of revenues for KMX. We do not know the exact allocation KMX applies.  

This is, without doubt, an advantage, especially during harsher economic times. The question is, 

how much can they save on this? I will elaborate more on this later on. 

It is essential to mention the special treatment CVNA gets. The company leases following IRCs 

from related parties: 

1. Blue Mound: Drivetime 

2. Delanco: Drivetime 

3. Winder: Drivetime 

4. Cleveland: Drivetime 

5. Nashville (Drivetime leases Nashville from an unrelated party) 

6. Tolleson: Verde 

So, six out of the nine IRCs are leased from a company owned by the father of the current CEO 

and principal shareholder of CVNA. The company can increase the surface only in case of need. Given the 

beforementioned affirmation of the management, we assume that they are currently renting out enough 

place to recondition 350,000 cars per year and that they do not have the potential to increase their surface 

and rent. If growth continues at this pace, CVNA will soon need to buy or rent new IRCs. I do not believe 

that the company gets this special treatment.  

What can I conclude regarding the overall Gross Margin? It is challenging to take a precise 

quantitative conclusion. However, I do not think it is that important given the relative valuation of CVNA 

compared to KMX. We can focus on broader trends. Currently, CVNA is underperforming KMX and only 

catching up a little bit by its higher income on finance receivables. Remember that KMX’s direct gross 

margin is $700 per unit sold, or 50% higher than CVNA’s. 
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CVNA will be able to save on real estate costs. However, if I consider the SG&A costs related to 

stores, I have to deduct that the improvement in efficiency is limited for CVNA. On the other side the 

company has a much more complicated logistic system. Especially considering that the company has to 

pick up even more cars from customers, I don’t see a high potential of leverage here.   

Furthermore, I believe that the crucial variable is the number of cars that CVNA manages to buy 

from private customers. If the company manages to equal KMX’s numbers, it will be a simple tradeoff 

between inbound logistics costs and higher costs of KMX’s production sites.  

Finally, I do not think CVNA’s finance solution is more profitable. KMX could also just securitize 

and sell its finance receivables. It may be that CVNA’s car prices are lower so that the company can charge 

higher interest and thereby transfer some profit from its core business. However, I did not find any proof 

of continuous lower prices. It could also just be that CVNA finds investors that are willing to accept a 

considerably lower interest than CVNA charged to its customers. In a perfectly transparent market, this 

would, however, be difficult conceivable because CVNA clients would not accept an over the market 

interest. We don’t have a lot of information on the receivables as well as the beneficial owners of the 

trust. The management also recently decided to define the 5% credit risk of the securitized receivables it 

keeps in its balance sheet as level 3 assets.  

SG&A 

In the following table, you see current (Q2 2019) costs per component for CVNA and KMX and 

their relative value in revenues. 

 

(Personal Excel) 

Now consider those numbers in the context of the following graph. 
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(Presentation www.carvana.com) 

We notice that CVNA wants to evolve from being one timeless efficient than KMX (18% to 9%), to 

become one time more efficient (5% advertising excluded).  

Compensation and benefits 

For both companies, compensation costs run presently at 5% of revenues. As mentioned before, 

labor cost related to inspecting and reconditioning is included in the cost of sales. SG&A compensation 

and benefits concern mostly outbound logistic, selling, administrative, and IT staff. We know that CVNA’s 

business model is based on lowering real estate exposure and avoiding to hire sales.  

CVNA currently employs around 4,000 people versus about 25,000 for KMX. We have to put this 

in the context of five times lower 2019 projected revenues for CVNA. Compensation and benefits 

regarding IRC are not included in the compensation and benefits. In other words the company has been 

hiring massive upfront for the Call Center, outbound logistics, administrative tasks, IT. To reach the long 

term financial goal of SG&A amounting to 5% of revenues, the company has to cut these costs at least by 

half relative to revenues. In other words the company needs to be able to sell twice as many cars with the 

current number of employees. Upfront hiring must be massive. 

Or maybe the business model of CVNA is not as profitable as planned. We know that the process 

of buying a car from CVNA must be efficient and comfortable. Why do online retail companies offer a 24 

hour delivery for goods we keep during the years? Many purchases are based on fast-changing emotions 

and the online retail market knows that it has to react fast against the omnipresence of physical stores. 

Buying a car is more complicated than buying a toothbrush. Some paperwork has to be analysed by the 

company and checked for errors. The potential of mistakes from the company but also from the client 

(supplier) in the process is much higher. Errors mean delay and need for help. At any stage of the sales 

process the potential customer needs to be able to get fast and easy help. CVNA cannot afford to put its 

leads into a waiting line or employe low qualified persons. I conclude that the lack of sales employees is 
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at least partially compensated by the need of a well-performing call center, as well as higher IT and 

administrative expenses.  

The problem is that as long as the market does not request a profit the company might tend to 

justify a further increase in compensation costs on the need for fast growth.  

Market Occupancy (CVNA) / Store Occupancy (KMX) 

These costs do not include anything related to IRC. It mainly concerns the occupancy costs of the 

vending machines and, for KMX, the costs related to the stores that are not included in Gross Margin.They 

amount to 4.7 MUSD for CVNA versus 96.9 MUSD for KMX. Those costs should be non existent for a real 

online retailer. Remember the critics AMZN got when they purchased Wholesale? You can call them 

vending machines; they are a cost factor. Of course, there are not directly linked employees, but the 

company has to build them, rent the land, and the IT costs are probably higher than for a general store. 

CVNA currently operates nineteen vending machines. This gives us operating costs, in Q2, of 

around $250,000 per vending machine. Whereas the KMX store costs about $500,000 (of course the 

standard deviation can be high) per store per quarter. 

 

(personal Excel) 

CVNA operates one vending machine for $50 million of revenues, twice the numbers of KMX. If 

we increase this number linearly to match KMX’s revenue numbers, CVNA will operate around 100 

vending machines for 25% of the costs of KMX. CVNA might save up to $75 million on market occupancy 

costs, or about 1.3% of total revenues. Of course, one can argue that CVNA will leverage those vending 

machines even more. However, I do not think this is the case. A vending machine is a marketing tool and 

to some size, helps to decrease outbound logistics.  

KMX generates a net margin of 4.5%, saving 1.3% is incredible. However, all other factors stay the 

same. The 1.3% saving potential in net margin does not justify the current valuation of CVNA. The more 

vending machines CVNA will open the closer its business model to the one of KMX, however with one 

huge disadvantage that vending machines cannot help to improve the ratio of cars purchased from 

customers. 

Logistics 

CVNA is delivering cars for free in markets or against a fee off markets. Customers also face the 

option to pick up their cars at vending machines.  

 

(10Q Q2 2019 CVNA) 
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The outbound logistics costs per car amount to $310 per car in Q2 2019. 

 

(personal Excel Sheet) 

If I adjust this number to KMX’s revenues, I get $75 million of outbound logistics costs or 1.4% of 

revenues. I do not consider logistics for wholesale vehicles that should also be slightly higher for CVNA. 

This completely offsets the potential gain in market occupancy costs.  

It is not wrong to fall back to a more asset-intensive (old way of buying cars) model. Indeed, 

building an old-fashioned offline model this fast is a huge accomplishment. However, it kills the dream of 

a more efficient way to sell cars and would probably have a significant negative effect on the stock price.  

The last mile is the most expensive mile, given that among other facts, it is more difficult to 

leverage. By leverage, I mean transporting the maximum numbers of cars on a truck to a certain point. 

Even if the cost of transportation can be divided by ten cars during 99% of a 100-mile trip, this quickly 

decreases during the last mile. The more cars a truck can transport, the more expensive the last car will 

be. The CVNA business model foresees that every vehicle gets delivered by a branded delivery truck driven 

by a CVNA employee. If we add the time pressure and the important number of markets the company 

wants to cover, we can conclude that CVNA is paying a lot for that last mile (and is paying twice of what 

we saw before). 

 

(10K 2018 CVNA) 

I think CVNA can further leverage outbound logistics costs mainly because it is currently building 

up logistic capacities. It has to buy equipment (amortization) and pay third-party delivery services. Third-

party logistics companies are running on low margins and are efficiently managed. To gain more than the 

net margin of one of those companies is, however, going to be difficult.  

I do not think that CVNA can leverage this number enough. To leverage costs by 1% of revenues, 

CVNA needs to decrease the logistic costs per retail unit sold by $165, or by more than 50%!  

 

(personal Excel table) 



This Time Is Not Different 

14 | P a g e  
 

As you can see in this Excel table above, the company managed to decrease those unit costs by 

around 30% over the last three years.  

KMX tries to offer an as a large as possible selection of inventory by making its nationwide 

inventory of 70,000 cars available to its local clients. Upon request, the company will move any vehicle in 

their inventory. Currently, around 34% of cars sold are transferred by customer request. This means that 

66% were bought locally without additional outbound logistics costs for KMX! 

 

(10K 2018 KMX) 

CVNA, on the other hand, needs to move every car, given that consumers cannot pick up cars at 

IRCs even if vending machines are sometimes close to IRCs. This is a considerable disadvantage for CVNA. 

I believe that reducing those outbound logistic numbers has the same importance as increasing the 

purchase from consumers in the gross margin, meaning they are necessary for the survival of this business 

model. If CVNA starts implementing more smaller logistic centers, the dream of an asset lighter model will 

be softened. 

Advertising  

Advertising costs in Q2 2019 are around $50 million, up 88% Y/Y and 27% Q/Q. To put this abstract 

number into context, in Q2 2019, KMX spent $40 million and generated 5.5 times higher revenues. CVNA 

pays around $550,000 per day for advertising to sell around 490 used cars a day, or $1,100 per retail car 

sold. Compared to KMX, there is a 4% potential for decreasing this cost factor. 

I believe that the company can leverage this number considerably. The need for advertising is less 

to create a brand and more to convince people of a new way to buy and sell a car. By how much could 

advertising costs fall? CVNA has less brand exposure through stores and has fewer salespeople. The 

advantage of hiring a salesperson to an IT guy is that a salesperson helps create a brand and future 

turnover. 

Furthermore, we are in a dynamic world where competition reacts. If this new form of buying and 

selling used cars proves to be more demanded and more efficient, the competition will adapt their 

business models and increase advertisement spending. Therefore, advertisement spending will rise again, 

but this time, more brand orientated. Management forecasts advertising costs of around 1% to 1.5% in 

the long-term future, meaning no productivity gain versus the KMX model. I do not believe they can match 

that during the next five years. 

Other 

Other costs amount to 6% of revenues for CVNA and 1% for KMX.  

 

(10Q Q2 2019 CVNA) 
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IT expenses are especially of relevance. We acknowledge that CVNA’s business model is currently 

more focused on IT than KMX. KMX also needs a well-working Internet site. However, I believe the main 

difference lies in IT for its logistic system, its call center, and fully automated vending machines. I also 

think that the CVNA business model will be more administrative heavy because the nonprofessional 

counterparty is performing more tasks that require a cost-intensive control and correction.  

Overall, I forecast in the best-case 5-year scenario SG&A of 10% per revenue compared to the 9% 

per revenue for KMX, in addition to the forecasted lower gross margin. 

 

(Personal Excel Sheet) 

So why are CVNA 3.5 times 2019 sales and KMX just around 0.75 sales, or 5 times less?  

If you believe that my cost calculation is nuts, you furthermore need to think that KMX (or any 

other public listed lower-valued company) cannot react accordingly and adapt its business model during 

the years CVNA is catching up revenue. Or you believe that the period of catch up is less risky and/or cost-

intensive than the downsizing or modifying the business model. One could also argue that CVNA is fairly 

valued and KMX just cheap, but why not just buy KMX then. 

CVNA has, at least in the eyes of its shareholders, a reasonable justification of these losses. This 

means that it is smarter to grow fast than grow slow and generate profit during the growing process with 

the goal to maximize the sum of all profits and losses at a given point in the future. Keep in mind we know 

that CVNA is paying high interest for the capital; it needs to grow so fast.  

Justification of losses 

A fast-growing young company like CVNA cannot blame its losses on lousy market conditions. The 

more common explanation is the necessity of fast growth. This fast growth is sometimes the optimum 

decision in the case of Blitzscaling, for example. 

Moat 

A moat in business refers to the ability to maintain competitive advantages over its competitors 

to protect its long-term profits and market share from competing firms. To have a future competitive 

advantage, CVNA needs to invest and/or create a very strong brand and/ or lock-in clients. 

Capex 

Do current investments of CVNA show that the company creates a moat, that CVNA builds future 

high barriers for new market entrants?  
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(10Q CVNA 2019) 

During the first six months of 2019, Capex was around 5% of revenues.  

 

(10Q CVNA 2019) 

As you can read from the table above, the company invested about $400 million into its IRCs and 

has the goodwill of around $8 million. Building up a nine-IRC network is not a difficult task. However, I 

understand that CVNA is in a unique position because it can benefit from the existing network of 

Drivetime. However if the company manages to leverage logistic costs  at an important scale, it might 

acquire some knowledge that can be considered as a moat. 

Is it necessary to open so many markets that fast and create the necessity of more IRCs? Why 

could it not be done in a slower and more profitable manner? I do not think that the company is more 

productive by operating more IRCs. There are also no non-IRC related significant costs that would need to 

be leveraged fast (IT costs are not substantial enough). A larger inventory decreases day of sales, or in 

other words, it is more efficient to match offer and demand. Is this a good reason to scale the business 

model that fast considering that managing a fast-growing company efficiently in a very low gross margin 

sector is riskier.  

The Silicon Valley notion of “Blitzscaling” means rapidly building up a company to serve a large 

market to become the first mover at scale to justify losses. It is mostly about Software that has a natural 

affinity with Blitzscaling because the marginal costs of serving any size market are virtually zero. Even if 

the business model of CVNA is based on some software, it is only a tiny part of their overall costs, and 

there is no IT knowledge that could not be replicated in the short term of time. 
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The more straightforward answer is probably the ease of issuing new class A common shares. The 

management gets a free Call Option on its business.  

We know that CVNA rents 6 of its 9 IRC from DriveTime. To put this into context, CVNA got spin-

off from Drivetime in 2017. The economic spin-off never happened. 

 

(10Q CVNA 2019) 

On a contractual basis, CVNA owes around $70 million to those related parties. Why are Drivetime 

and Verde renting out all those places to CVNA? Where does that space come from? Is their business not 

working? Could we even consider those IRCs as moat given that the related company sells used cars on 

credit? 

The fast growth of CVNA mostly likely pushes competitors to react quicker and more decisively. 

But is that good or bad for CVNA? I conclude that CVNA does not build a fortress with a moat to protect 

itself from future online competition but has to face them on a large open field. 

Brand 

Does CNVA manage to build up a brand by spending $550,000 per day on advertising? In other 

words, do customers choose CVNA over a competitor offering the same product, as we often see it in the 

food industry? Cars are not fungible assets. They exist in different brands, models, options, exterior, 

interior colors, mileage, etc. For every variable, the consumer must make a difficult trade-off if he 

compares two cars that distinguish themselves only by a few options. I believe that a well-known brand 

drives internet visits. However, I do not think that a potential client buys or sells without comparing offers 

from other competitors, online and offline.  

In my opinion, the car itself is more important than the internet site you are buying it from. The 

value of getting the possibility to make an offer is a precious asset, especially in a market with multiple 

competitors. However, this advantage is closely related to the size of the offered cars and prices. I 

conclude that CVNA creates a brand name, but the value is limited. Furthermore, given that competition 

is likely to increase, CVNA has to keep advertising spending at a high level. 

Lock-in clients 
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Used car sale cycles are longer than most other sale cycles of products sold over the internet. You 

probably buy an electrical device from Amazon (AMZN) or piece of furniture from Wayfair (W) more often 

than you do a car from a car dealer. You get into a habit of buying something the same way at the same 

place. The one-button click purchase invention by AMZN would not produce the same effect for selling 

used cars. Facebook (FB) users are locked in. I tend to use Uber (UBER) in any city I travel even if there are 

competitors. I even believe that even Netflix (NFLX) or Wayfair (W) has a particular lock-in. But given the 

longer sales cycle and the higher stakes, you will probably put a more conscious effort in a buying decision 

with pondering different alternatives than buying a new toothbrush. 

Reaction of competition 

Is selling cars online a disruptive innovation? CVNA is adding a new sales channel by delivering 

cars at home as well as a new way to sell your car online and get it picked up. I do not think that there is 

any disruption at this point because of the effect on market-leading companies. For years, large and small 

dealers have already been adapting their online offer due to new software improving the offering of their 

bi-products. They have given customers access to more data and transparency by reducing for example 

haggling in the car selling process. They simplified the often hazardous and intransparent financing 

process. In general, they slowly start offering all the services and products CVNA is offering. On the other 

hand, most are resilient to provide home delivery or pick up your car. Is this because they can’t react? 

Let me briefly compare it to the related car manufacturer market. I have been short for some time 

on companies causing the disruption (like TESLA) and companies suffering from the disruption (BMW, 

CONTINENTAL, OSRAM, SIXT). Switching from an ICE engine to an electrical motor is a complicated task. 

Car manufacturers have to acquire new know-how (electrical engineering vs. mechanical engineering) and 

have to invent and built new production lines and new supplier networks. Furthermore, they face a fast 

and uncontrolled devaluation of their main assets in the balance sheet (at least for German car 

malfunction). Finally, they tend to offer the two technologies that are very costly (EV and ICE) because 

they are uncertain about the future evolution of electric cars. What is essential is that the disruptive 

innovative companies like Tesla (TSLA) suffer as much as the oldfashioned companies, from the lower 

gross margin, higher research, and development spending, faster technology advancement (more rapid 

depreciation of assets), higher advertising need and much more. Many technical experts think that the 

potential profit from an electric car (after-sales) is much more limited than for an ICE car.  

The future competition will need IRCs combined with logistic know-how, as well as inventory. If 

the demand for this all in one offer with home delivery as well as home pick up is impressive, and the 

business model is profitable, companies like KMX who own a large inventory are perfectly positioned to 

compete. KMX has plenty of time to adapt its sales channel to a multichannel one. As we saw before, 

overhead costs related to stores do not play an essential role in the overall business model. But why 

should they react fast? Why should they offer nationwide delivery? They plan to open thirteen new stores 

in 2019 because their stores are profitable, and they assume those new ones will be depreciable over 

many years. In the case of such a new service or product, it is necessary to tradeoff between reacting too 

late and responding too early and risk weakening a good business. Afterward it will be challenging to take 

a product or service away. It is worth reading articles like the one from the Wall Street Journal from 1996: 

Wall Street Whiz Finds Niche Selling Books on the Internet (https://www.wsj.com/articles/SB832204437381952500) 

about technology companies during the end of the 90s. It makes it easier to understand how difficult it 

https://www.wsj.com/articles/SB832204437381952500
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was to forecast the success of AMZN. Was it possible for competition (and investors) to predict the AWS 

cash machine? CVNA proved that there exists a demand for the all-inclusive online offer, but there will 

also be people that want to kick the tires for a long time. And it is definitely easier and faster to scale up 

the online business than it is for CVNA to build up a network of stores. KMX does not operate huge 

factories that would need to be closed but could react by closing slowly non-performing stores. So why 

offer nationwide home delivery or pick up if CVNA did not manage for it to be profitable and your business 

model is working. 

We should not forget the increasing potential competition from car manufacturers. Their sector 

currently gets shaken by several significant trends. These include the before-mentioned electrification, 

ride-hailing, autonomous driving and a younger generation that is less willing to spend a substantial 

amount of money on an asset that is not often used. The market is changing and shrinking. This pushes 

those companies into other territories, among others, used car market sales and financing.  

Regarding the lucrative business of finance receivables, competition tends to increase. The 

financial department of KMX finances 43% of the used cars sold. The market gets more and more crowded 

by banks, specialized lenders, and used car dealers such as KMX and CVNA. Progress in software and data 

solutions make it possible for smaller independent used car dealers to sell a competitive finance package. 

If competition increases, prices will come down and inhibiting thresholds of selling cars to low 

creditworthy customers increases. Currently, KMX does not give credit to customers under a certain credit 

rating but prefers to pay a fee to third party insurers. 

CVNA did not, at least until now, cause a disruption of the used car market. Nevertheless, I believe 

that there are risks that the market gets disrupted in the long future (maybe the same future CVNA wants 

to sell 2 million cars). Electric cars have fewer moving parts, and the main component is the battery, 

composed mostly of commodities. Buying a used electric car is different from buying a used ICE car. The 

IRC aspect changes completely and companies like CVNA or KMX have less added value to give. In a much 

more mature electric car market, the effect on the prices of used ICE cars is disastrous. Even if CVNA keeps 

its cars on average for only two months, the risk of very fast asset depreciation combined with a more 

difficult forecast of what asset to buy might cause real disruption. 

Investment case  

Hereafter, I consider the most optimistic forecast for the furthest year in the future. Wolfe 

Research forecasts $17.5 billion of revenues in 2023. If I consider that KMX increases its revenues by 6% 

(average analyst estimation) it takes CVNA another five years to generate the same amount of revenues  
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(personal Excel sheet) 

CVNA currently covers around 80% of the US population. (CVNA’s 10k 2018 mentions that 85 

markets collectively represent approximately 58.6%. In the first 6 months the company opened 52 more 

markets). During the last quarter, the company opened more markets than at any time before. Are the 

first clients in new markets low hanging fruits? What triggers me is that the company on the one side sells 

its low asset business and says that its IRCs are ready to handle 350,000 cars a year. On the other hand, it 

penetrates faster and faster into new markets and spends more on advertising than planned, which is to 

some degree a direct effect. Does that mean that demand is not high enough? A software-based asset-

light business only has a few limits regarding growth. The answer is probably a mixture of demand and 

the difficulty of scaling up as a logistic company.  

To achieve this objective, the company has to increase its revenues up to 100% faster in absolute 

terms than it did during the year 2019. Furthermore, CVNA needs to find twelve times (to match KMX 

ratio) more people that sell their cars online during the next years. In 2018, there were around 40 million 

transactions of used cars in the US or 25 million for vehicles between 0 and 10 years. Selling older cars 

increases the risk of costly returns and decreases the price and thus the possible gross margin without 

reducing the logistic costs. 

Many cars are already sold over the internet nowadays, but I think the “all-in” offer, including 

home delivery and pick up is still very limited. Jeff Bezos was hesitant to decide to start with books or 

music. Twenty-five years later AMZN still does not offer the prime membership (free delivery) for used 

cars. So, what is the potential market penetration of those cars? The 2 million cars CVNA wants to sell (is 

a forecast without time span a valuable forecast ore more a carrot?) equal a market penetration of around 

8%. Furthermore, if we consider that 30% of computers and electronics are sold online, we get a market 

share of 33%.  

There are many studies (among other https://www.mckinsey.com/industries/automotive-and-

assembly/our-insights/used-cars-new-platforms-accelerating-sales-in-a-digitally-disrupted-market) that 

examined the barriers and potential for the online purchase of cars. I deduct that over half of people want 

to test drive a car, or/and see the car the in-person or/and can a possibility to easily return the car. Of 

course, new generations have different buying behavior, but I think we can agree that selling a used car 

over the internet is more complicated than a book or computer. To push online sales retailers are trying 

to facilitate as much as possible returning a product even if it ends up in generating losses. The very 
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important confidence aspect is directly linked with the potential of returning the product and getting your 

money back. For many online retailers, more than one-third of the products are returned, for free. For 

cars this is difficult and maybe even impossible. Cars have to be returned to an IRC to get reinspected. 

I doubt therefore that an all in one online offer will have a similar market penetration as 

computers and electronics.  

As I wrote before, many independent dealers supported by modern software companies, larger 

dealers like AN and KMX are introducing fully or at least partially online offers. However, they are with 

good reason reluctant to offer free at-home delivery or pickup. 

The stock prices of CVNA and KMX are currently trading in a very close range, around $80. KMX 

has 10% more outstanding shares. Hereafter, I assume a price increase of 15% a year over the next five 

years. I consider this 100% higher performance over average market performance the minimum, even the 

most bullish investor should request to offset the higher risk.  

 

If the company manages to increase profitability during the following years to attain a 4.5% net 

margin in 2024, price-earnings will be 22 in 2024, and the company has a market capitalization of a 

minimum $25 billion. 

KMX, the industry overachiever, is trading currently at a P/E of 17. What will be the P/E of the 

whole sector? A 10% revenue increase in 2024 amounts to around 2.5 BUSD, taking into account that the 

overall used car market is not at all growing, this means that somebody else is losing the 2.5 BUSD of 

revenues per year. Online-based competitors will offer the same services of giving credit and home 

delivery and pick up  (if proven profitable) without owning the car (eBay Motors, TrueCar, etc.). KMX is 

planning to open fifteen new shops in 2019, an increase of 7.5%. The company has been increasing its 

market share for years now and is only valued at the current P/E of 17. However, the company will 

increase its revenues by $1.5 billion in 2019, around the same amount that CVNA did. Why does this higher 

percentage increase create such a hype? Does it say anything about the potential increase in absolute 

numbers five years ahead of now? How would the KMX stock react to the news that the company is, in 

addition to the local access of its four times larger inventory, offering nationwide home delivery, by being 

profitable besides the higher investments?  

In short, buying or not selling the class A common Stock of CVNA is a bet on: 

• An even faster revenue increase (absolute) over at least five years; 

• A fast-growing number of people willing to sell their car online; 
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• CVNA managing to decrease its SG&A by 75% relative to revenues; 

• No appropriate (size and profit) reaction of competition (otherwise, why would the competition 

be relatively lower-valued?). 

The last condition defines a possible investment. The used car market is very fragmented, which 

means that no larger company managed to acquire a substantial market share. KMX estimates their 

market share in the under 10-year-old cars at around 3.3%. This keeps the dream intact that CVNA 

manages to do it and will be the dominant company of the overall used car market in the long-term future. 

Conclusion  

I do not think CVNA is an innovative tech company. The main novelty they introduced is home 

delivery and pick up, a service that is far more linked to old fashioned trucks and drivers than high tech 

software. CVNA did not change the very competitive low margin environment of the used car market. On 

the contrary, by offering the clients more logistic services, it even worsened the overall profitability. 

I further do not think that this new service will cause any disruption to the used car market 

business. Indeed, competition is not forced to react abruptly, but can slowly adapt its business by 

analyzing if it is worth doing so in terms of demand and profitability. Selling online and delivering the 

product for free at home might sound technical even 23 years after the invention of the internet, but it is 

more about logistics.  

There are also big question marks about future demand, an especially offer of online sold cars, 

considering that CVNA has to grow much faster during the next years to justify its current valuation. 

Finally, I believe that the combination of the complex legal structure, non-transparent financial 

transactions, complicated controllable transactions between closely related companies, the huge insider 

selling, the low moral standard of some closely associated persons make this company uninvestable.  

I hope you liked reading as much as I liked writing it.  

Marc Daubenfeld 

          


