
Carvana (CVNA) Is Enron 2: Buy OTM LEAP
Puts in 2021

Summary

● Carvana is a used car loan originator that retail traders believe is a
"disruptive" auto retailer (“The Amazon of Used Cars”).

● Carvana has been unprofitable since its inception in the early 2010s, yet
its “growth story” (pumped regularly in the financial media) has allowed
the company to siphon billions from investors.

● As the price of CVNA has rocketed toward $400/share, insiders have sold
more than $4 billion in stock.

● Since the pandemic, Carvana’s CEO, Ernest Garcia III, has been making
frequent appearances in the financial media while his father, Ernest
Garcia II (Carvana “co-founder” and former Charles Keating associate),
has been selling tens of thousands of shares PER DAY.

● When interest rates rise, the party ends; they won’t be able to service
their debt. Carvana will meet Enron’s fate when rates rise above 3%.

We’re going to “speculative stock party” like it’s 1999!

Like Homer Simpson getting smashed at his own house party, investors have been
going on a speculative stock binge during this “FPPSP” (Fed-Promoted Pandemic
Stock Party™). Some notable examples:



- Nikola, a 7 year-old electric vehicle “startup”, has never produced a vehicle. Yet in
June 2020, it was worth more than the Ford.

- Gamestop, a nearly-40 year-old brick-and-mortar (wow, that’s a lot of hyphens)
retailer with an unprofitable and secularly-challenged business model, had a 52-week
high stock price of $450+.

- Peloton, a stationary bicycle manufacturer and pandemic novelty that Wall Street
considers a “technology company”, was worth nearly $50 billion earlier this year.

Amid this Fed-fueled insanity, there’s Carvana (CVNA), a decade-old ecommerce
platform for buying and selling used cars that’s climbed to a $50+ billion valuation
despite having never earned a profit.

But CVNA isn’t just another insanely speculative stock…it’s a “total fraud”, like Frank
Grimes called Homer (accurately).

.



Bet the jockey, not the horse.

Ernest Garcia II, the “co-founder” of Carvana (CVNA is an extension of his
privately-owned DriveTime), is a used car salesman, subprime lender, stock promoter,
and "smartest guy in the room".

Imagine The Simpson’s attorney Lionel Hutz as EGII and Carvana’s “commemorative
coins” and “used car vending machines” as the gimmicks Mr. Hutz used to attract
clients to his struggling law firm.

Hiring me as your attorney, you'll also receive this free smoking monkey. -Attorney Lionel Hutz

Similar to the non sequitur warning Mr. Hutz gave during his initial consultation (“you
better slow down there, smokey”), Carvana, which really does give its customers an
oversized commemorative coin with which to retrieve their cars from CVNA’s
“vending machines” (like so many smoking monkeys), warns investors of fake news
risk factors in its 10k:



Here’s a photo of the former Charles Keating associate at the Carvana IPO (with a
useful background link): How An Ex-Con Became A Billionaire From Used Cars

Amazon had cashflow from day one; Carvana had Ernest Garcia II’s fingerprints all
over it from day one.

Carvana has done a great job pitching itself as the "Amazon of Used Cars"...it is true
that it has a website, and it’s also true that its cars can be purchased and financed
online. However, there are…”some” notable differences between CVNA and AMZN.

The key to the Amazon business model “From Day One” (and for the subsequent
>20-years) has been cash flow. Bezos has always presented the cash flow statement
first in Amazon financials…he’s a smart guy; cash is king.

Amazon sold books over the internet and received cash before they paid suppliers or
customers. As seen in the below 10k from 2004 (when Amazon was generating similar
revenues as Carvana), Bezos’ baby wasn’t just a profitable company (i.e. it generated
net income)...it also had robust cash flow:

Amazon grew aggressively because it could. Bezos didn't care about appeasing Wall



Street because he had a business model that self-financed as it grew. By combining
the awesome power of its business model with the long tail of the internet, Amazon
turned every retailer's margin into Bezos’ opportunity.

Conversely, Carvana has operating cash flows that are worse than losses: Not only is
CVNA not benefiting from working capital as it grows…it’s spending more and more on
vehicle inventory and receivables (used car loans).

After subtracting "growth" capital expenditures, including payments to insiders and
related-parties, Carvana has burned approx. $2 billion in the past 2 years.

The second major difference of the Carvana cash flow statement is "originations of
finance receivables", which in the past two years has been >75% of net used car sales.
Amazon didn't provide financing for their customers…their customers loved the service
so much that they just wanted to buy things from them.

Carvana provides financing for more than 3/4 of the cars they sell. Typically, retailers
(auto and otherwise) try to avoid offering financing whenever possible.

Which leads to the third difference of the Carvana cash flow statement: "gain on loan
sales", which in the past two years has equaled nearly 30% of reported gross profit.

The fact that "gain on loan sales" is reported as a separate line item (with no table
anywhere in the notes to the financial statements) suggests that these gains are:

1) Non-cash.

OR

2) Immaterial to earnings and cash flow.



Who’s buying these used car loans from Carvana, and why are they paying a
premium?

That’s the $50 billion question. In fact, it's been suggested that selling loans at inflated
prices to related-parties started the “rumor” of future profitability.

Currently, we know from Carvana's disclosures that Ally Bank and Ally Financial are
its largest financing partners, pursuant to a "Master Purchase & Sale Agreement"
(MPSA).

It’s worth noting that Carvana does not disclose:

1) The breakdown of “gain on loan sales”.

2) Who’s paying the premiums.

3) The assumptions underlying the gains.

OR

4) Any contingent liabilities, repurchases, or make-whole provisions that could
have a negative effect on CVNA’s net income.

They’ve also used the hot Asset-Backed Security "ABS" market in recent years with
several securitization trusts in the $400 million range consisting of deep-subprime used
car loans. (Queue the “Jenga scene” from The Big Short.)

We may know the right questions to ask...but getting the right answers and being able to
independently verify them is likely a bridge too far. So, what are the possibilities?



1) The gains are non-cash and should be totally excluded from any profitability
analysis.

2) The gains should be handled cautiously, as they’re transient (i.e. they’re a function
of the current market environment).

OR

3) The gains are awesome and will continue indefinitely!

For the record, Carvana advises against Option 3:

Whatever the case may be, it's clear that Carvana is much more reliant on the
financial and credit lending markets than a pure retailer.

An “Amazon of used cars” it is not.

In fact, Carvana is more Affirm than Amazon.

Given that the biggest contributor to Carvana's gross profit is not selling used cars but
selling used car loans, it makes sense to think of it as a lender. Let's compare it to an
emerging tech-focused lender: Affirm.

Affirm is one of those "Buy Now, Pay Later" (BNPL) lending firms. When you browse
for a Peloton and notice a monthly payment option with "0% APR", that’s courtesy of
Affirm. (28% of 2020 revenues were derived from Peloton.)

Carvana’s cash flow statement might not look like Amazon’s, but it looks remarkably
similar to Affirm’s:



Even the description of their business model sounds similar...Affirm relies primarily on
Cross River Bank, and Carvana relies primarily on Ally:

Affirm is the servicer on all loans they originate or purchase. This activity generates
incremental fees, which are typically lucrative. In the case of Carvana, related-party
DriveTime (which Ernie Garcia II owns) is the major beneficiary of most loan servicing &
administration agreements.



Carvana as the dominant auto loan originator and the dominant online used car
retailer? No.

The used car market is enormous and fragmented, with a $1 trillion total addressable
market (TAM) across various products and services. Many well-heeled, aligned, and
operationally-healthy companies are competing for it, including:

Lithia: >30% CAGR (trades at 7.5x future EPS) - Investor Presentation

Asbury: >20% CAGR (trades at 6.5 future EPS) - Investor Presentation

CarMax: >10% CAGR (trades at >10x future EPS) - Investor Presentation

There’s so much opportunity (and capital), that even unprofitable but well-financed
digitally-native used car retailers have entered the fray:

Vroom - Investor Presentation

Carlotz - Investor Presentation

Shift - Investor Presentation

It's possible that one of these contenders will be the "Amazon of Used Cars" (implying
near-total segment domination). However, if one company were to become dominant, it
would likely be one of three at the top of the list, which:

1) Have highly-economic business models that generate net income.

2) Do not rely on the capital markets to fund their operations.

3) Have highly-profitable alternate business lines (new cars and parts & services).



Carvana, on the other hand, is “The Enron of Used Cars”:

There’s a high likelihood that Carvana never achieves sustainable profitability and
ultimately ends up imploding like Enron. After all, it seems that EGII has been
following the Enron playbook “From Day One”.

It's time to connect the dots like the animators of The Simpsons. (Google doesn’t like
articles to have many links, but this has been relegated to a blog post, so…)

Why does a used car loan originator pretend to be a "disruptive" auto retailer?



The following are my opinions only:

1) They want our “investment” money. Carvana has reportedly raised nearly $4
billion from the capital markets despite having never generated $1 of profit.

2) Said capital pays insiders and related-parties very well: Carvana lost $3,300 on
every used car it sold in 2020, but related-parties (namely EGII’s Drive Time) were
paid tens of millions and stand to gain even more through lucrative loan servicing &
administration agreements (and real estate options to boot).

3) The incessant promotion of Carvana in the financial media as a disruptive online
auto retailer and not something else (such as a lender or a pure insider enrichment
scheme), allows tulip mania based on TOP LINE growth and dubious financial
projections. (The perennial losses haven’t mattered…but they will.)

In addition to the link above, which cites numerous–but nowhere near complete–stock
promotions to retail investors in the financial media, Carvana pumps incessantly on
stock boards and even pitches to institutional investors. The dubious narrative is the
only constant…

Here’s a recent slide from a Carvana investor presentation. Not only does CVNA fail to
disclose that >50% of its gross profit is from related-parties and gains on loan sales,
but the comparison to CarMax’s gross profit is incorrect, both mathematically and
conceptually.

4) Last, but certainly not least: so that insiders can sell...and sell...and sell...



Insiders have cashed out more than $4 billion despite Carvana having never earned
$1 of profit. Meanwhile, the company has raised nearly that same amount from
investors.

If that sounds familiar, it’s because that’s almost exactly what Enron did!

If it looks like a duck and quacks like a duck...

It's taken Ernest Garcia II decades to perfect his pitch of selling a subprime auto
lender as a capital markets darling. (Ugly Duckling was his first attempt.) But darling
isn’t the right word…To Wall Street, This Ugly Duckling IS A SWAN! (That’s the actual
title of the article.)

It’s a swan indeed: Carvana is EGII’s swan song. He’s hit it big, having sold billions
in stock…and who knows how much he’s made through DriveTime’s peculiar
relationship with CVNA. But, like the lyrics to the Led Zeppelin song predicted, “his
time is going to come”.

Carvana’s collapse will come as a shock to most, especially to millions of retail
investors. Once interest rates rise (and they will, as J.P. money’s printer has
unleashed the inflation genie), the ponzi will collapse. Look at the cash flow
statement again, and look at their loan servicing liabilities: Once the Fed Funds
Rate passes 3%, they’ll be hard-pressed to service their massive debt.

BOTTOM LINE: I predict a Carvana bankruptcy by 2023, and I’m betting the
house against this Ugly Duckling by buying OTM LEAP puts.


