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America’s Car-Mart – Not Like the Other Players
INVESTMENT SUMMARY
America’s Car-Mart has had an impeccable financial record during the last seven years. The revenues
and the bottom line have increased pretty much on a straight line. Even though the company has plenty
of growth left, the stock is trading attractively in relation to its earning power. The company is definitely
worth a look.
COMPANY DESCRIPTION
I was very happy researching America’s Car-Mart because I own a car that now has more than 300,000
miles.

Consequently, I keep thinking about the day that my car will need to be replaced. Amazingly, it never
had any major repairs yet. Hondas are built to last.
America’s Car-Mart is in the business of selling used cars. Obviously, we have all heard comments about
used car salesmen as being deceptive and sleazy. This is exactly what I was expecting when I first looked
at this company. However, I was pleasantly surprised to learn otherwise. America’s Car-Mart is definitely
not like the stereotype of used car dealerships.
The company was started by Bill Fleeman in 1981 with one dealership in Rogers, Arkansas.

He built the company on great customer service and honesty. Surprisingly, he had a policy of not hiring
car salesmen for the lot jobs or management positions. He didn’t want employees that had been tainted
by the used-car sales industry. He wanted honest people that could be trained properly. He was not in
the car business but in the people business. For the management positions, he promoted from within.
Only recently, to accommodate growth prospects did the company open up management positions to
outsiders.
In 1999, Fleeman sold the company to Crown Group. In 2002, Crown Group divested it
and America’s Car-Mart became a publicly traded company. In 2007, Hank Henderson,
the current CEO, took over the top leadership position.
Before I describe the company’s business in more detail, let’s first talk about how usedcar dealerships make money.
You might say, “Well, they make money by selling cars for more than what they pay for them.” Yes, this
is true, but there is more to it. They also make money on the financing. It is no coincidence that you see
so many used-car dealerships willing to financing your car purchase. They might charge you an interest

rate of 10 percent and turn around and sell the paper to a bank or investor at 8 percent. To get the
inventory, they buy cars from individuals, other dealers, or wholesale auctions.
America’s Car-Mart makes money in similar ways. The company obtains cars from various sources and
sells them for more than the cost. Generally, the company purchases vehicles between 6 and 12 years of
age with 90,000 to 140,000 miles and pays between $3,000 and $7,000 per vehicle.
Then, it sells them to credit-challenged customers through its dealerships.

Because many of its customers would never qualify for traditional car loans, the company charges them
appropriate interest rates to account for the extra risk. Lending to subprime customers might remind of
you the housing crisis that started with subprime borrowers. America’s Car-Mart business is completely
different. Before the housing crisis, originators were giving out loans to anyone with a pulse with the
intention of dumping the paper on someone else. This is referred to as securitization.
America’s Car-Mart holds the loans on its books, which means that the underwriting is strict. The
managers of individual dealerships are the ones that make the loan decisions and their compensation is
tied to the performance of these loans. Customers either pay on a weekly or bi-weekly basis. Because
many of the customers do not have bank accounts, they make their payments in person. This allows
employees of individual dealerships to establish close relationships with the customers who usually
become repeat customers. The majority of the company’s clients are repeat customers. The ones that
default on their payments usually return the cars to the dealership without the need of repossession.
Because the company holds on to the paper without securitizing it, the 2008/2009 financial crisis did not
impact it that much. Others who relied on securitization either went out of business or faced liquidity
problems.

By doing business in such a manner, the revenues have been on a continuous increase.

The next obvious question is determining how the company grows. As with most dealerships, the most
obvious way to grow is to either make more money per car or sell more cars. The problem with such
growth is that at some point the market gets saturated and there is no growth available. So, the next
obvious way of growing is to open up more dealerships which is exactly what the company has been
doing for years. It usually expands into neighboring cities that have enough population to support
another dealership.
You might say that growing by opening up new dealerships is extremely expensive. When you look
around at various dealerships, they are located in fancy and expensive buildings. Well, these are new-car
dealerships. Here, we are talking about used-car dealerships.
When America’s Car-Mart enters a new market, it leases the lot and usually uses an existing building on
site. Because the company does not repair any vehicles, it does not need service stations that are
common at new-car dealerships. All it does is fund the accounts receivable at the new branch with
approximately $2 million so that there is money to lend to customers. Typically, the new dealerships are
profitable and cash flow positive within the first year of operation.
VALUATION

As of the date of this report, America’s Car-Mart is trading for $29 per share and the company has a
market cap of $250 million.

As you can see, the main elements of the balance sheet consists of finance receivables of $324 million to
extend credit to customers and $102 million of debt which came mainly from buying back shares.
From the following, you can see how the debt increased while the number of shares outstanding
declined.

Also, the company has a book value of $229 million which means that stock is trading for almost one
times book value.

The following is the income statement.

As you can see, diluted earnings per share were $3.25 per share in Fiscal Year 2015. Over the last seven
years, they were growing almost on a straight line.

If we use EPS of $3.25 per share, the stock is trading for 9 times earnings. This is cheap considering that
the company is able to grow revenues and the bottom line.
The reason why the stock price is so attractive is because Fiscal Year 2016 is not looking as good as Fiscal
Year 2015. The company is on track to earn only $2 per share which means that the stock is trading for
almost 15 times earnings. This is ok but is not super cheap anymore.
So, now the question is why are earnings going to decline? Is it because revenues are declining or
because the company is closing down dealerships? It is neither. Actually, revenues are continuing to
grow as evidenced by the most recent financials.

Also, the growth prospects are still bright. Right now, the company has 141 dealerships and by 2020, the
plan is to grow it to 200.

So, what is the problem? If you look back at the income statement, you will see that the biggest expense
items are the cost of sales, SG&A, and provision for credit losses. The cost of sales is mainly determined
by how well the company is sourcing its used cars. SG&A is determined by how well the company is
controlling its expenses. The provision for credit losses is determined by how well the customers are
paying off their car loans. Let’s take a look at how these expense items compare to total revenues.

As you can see the cost of sales as a percentage of total revenues improved from 2008 to 2015. They
went from 52.63 percent to 51.37 percent. SG&A as a percentage of total revenues also improved
during the same time period from 17.2 percent to 15.8 percent. However, the provision for credit losses
as a percentage of total revenues deteriorated starting in 2014. They went from less than 20 percent in
2009, 2010, 2011, and 2012 to 24.38 percent in 2014. As of the most recent quarter, they are almost at
25 percent. This is the single factor that caused the EBIT margin to decline and this is what is responsible
for lower earnings per share.

The reason why the provision for credit losses is increasing is because of the Federal Reserve. For years,
America’s Car-Mart has been catering to subprime borrowers while the other players have focused on
traditional car buyers. However, cheap money is causing other dealerships to enter the subprime
market. Yes, the same thing is happening to car loans that was happening to house loans prior to the
2008 financial crisis. Consequently, America’s Car-Mart is forced to charge a little bit less in interest
rates and offer longer maturities on car loans. Until the other dealerships or owners of securitized paper
get burned by higher default rates, the bottom line for America’s Car-Mart will stay depressed. It is ok
for us. We can just buy the stock on depressed earnings knowing that in five to ten years, the business
will be even bigger with greater earning power.
CONCLUSION
America’s Car-Mart is a unique company operating in a used-car sales industry. Because of its focus on
great customer service and disciplined underwriting, the company has been able to profitably grow for
years. Currently, the company’s bottom line is struggling because of its competitors’ silly underwriting
standards. Well, we know how that movie ends and when it does, America’s Car-Mart will benefit.

