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Danger Zone: MarineMax (HZO)

Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and MarketWatch.com.

MarineMax (HZO: $18/share) is the United States’ largest retailer of luxury recreational boats. While the stock
suffered along with the company’s earnings during the financial crisis, it rebounded far too high on the back of
overstated earnings. The only thing growing as fast as the artificially inflated earnings is the company’s debt.
With revenues coming in below expectations for three of the last four quarters, it is only a matter of time before
we see another major earnings miss. The company cannot artificially boost EPS for much longer while cash
flows are negative. Given the awfully high expectations embedded in the current valuation of the stock, we think
HZO could fall well over 50% on the earnings miss.

Misleading Profitability

MarineMax posted a huge increase in net income last year, from $1 million in 2012 to $15 million in 2013.
However, this jump in net income tells a misleading story about the profitability of MarineMax because two
unusual items inflate the company’s 2013 results:

1. $12 million settlement recovery from the Deepwater Horizon Oil Spill
2. $1 million decrease in inventory reserves

While the Deepwater Horizon settlement was well publicized, the inventory reserve decrease is buried in a
paragraph on page 47. Even without the Deepwater settlement, the company’s net income jumped 50% to over
$2 million. In reality, MarineMax’s recovery has been much more muted, with free cash flow (ECF) only briefly
reaching a positive $1.5 million in 2012 before falling to -$13 million in 2013.

It is true that MarineMax has finally returned to accounting profitability the past two years after several years of
losses, but it is not nearly as profitable as the headlines suggest. Its return on invested capital (ROIC) has been
super low at 1% in both 2012 and 2013.

In reality, MarineMax’s poor ROIC and free cash flow is not new news. Since 1998, the company’s FCF has
been cumulative negative $143 million, despite a huge $232 million inflow in 2009 from the company’s inventory
liquidation. Cash flow has remained below zero even after the recession: Since 2011, FCF is a cumulative
negative $34 million, with FCF at negative $13 million in 2013. Figure 1 contrasts the increase in net income with
the decline in free cash flow.

Figure 1: No Cash as Net Income Improves

Net Income Doesn't Mean Cash Flow
$300

$250
$200 ,A\

$150 7 A Y
$100 ’ LN

$ in Millions

$50 4 ~
$0 - - o
-$50
-$100

-$150
2007 2008 2009 2010 2011 2012 2013

= GAAP Net Income == == Free Cash Flow

Sources: New Constructs, LLC and company filings.
-/ / / //  / / / s /0 /e
Page 1 of 5
Important Disclosure Information is contained on the last page of this report.
The recipient of this report is directed to read these disclosures.


http://blog.newconstructs.com/�
http://www.newconstructs.com�
http://www.moneylifeshow.com/SaveFiles1/Upload_Files/141027%20-%20Danger%20Zone.mp3�
http://www.moneylifeshow.com/�
https://www.newconstructs.com/free-cash-flow-fcf-and-fcf-yield/�
https://www.newconstructs.com/roic-definition-and-formulae-for-return-on-invested-capital/�

-

<q

¢ New Constructs®
STOCK PICKS AND PANS 10272014

Even in the best of times before 2007, MarineMax’s earnings overstated cash flows. And now that we are far
removed from the best of times and not likely to see them again soon, earnings are increasingly overstating the
company’s cash flows.

Cash Flow Faces Serious Pressure Going Forward

It seems that only the company’s debt is growing as quickly as its reported EPS, which is a big red flag and could
lead to a major earnings miss in the near future. The company has over $137 million in total debt, or 31% of its
market value. This includes over $15 million in off-balance sheet debt, or 7% of net assets.

For the last twelve months, free cash flow has improved to $11 million. However, history tells us that positive
cash flow is not sustainable for MarineMax. During peak revenue years 2005-2008, the company carried around
$450 million in inventory. To pay down debt in 2009, it reduced its inventory by over $200 million. Currently, the
company has $228 million of inventory on its balance sheet, which it must increase to support peak-like
revenues.

MarineMax needs inventory — it must be able to show its customers boats to make sales. This business does
not support a build-to-order model. This company has to spend a lot of money to make money. The only problem
is that it does not make money in the first place.

My thesis on the need for big spending is supported by the company’s recent expansion of its financing facility to
provide for short-term borrowings of up to $235 million. Investors should not count that $11 million in free cash
flow as money in the bank when the company has positioned itself to spend over $200 million.

My warning here also applies to debt investors if the company’s sales growth fails to keep its current pace.
Macro Factors Not Pointing to Growth

MarineMax operates in the fairly niche market of high-end boat sales. Its average boat sells for nearly $150
thousand, four times the industry average. The most expensive boats MarineMax sells are Azimut yachts, which
sell from $600,000 to over $12 million. Azimut yachts alone account for 13% of MarineMax’s revenue.

Clearly, MarineMax’s primary customers are among this country’s wealthiest consumers, which explains why the
company was so hard-hit after the financial crisis. Given that the wealthy recovered more quickly than the
middle-class over the past few years, one would expect MarineMax to rebound quickly, but this simply hasn’t
been the case. MarineMax earned just $600 million in revenue in 2013, less than half the $1.3 billion it earned in
2007.

It's not just MarineMax that is struggling either. The luxury boat industry as a whole is 11% smaller than it was
eight years ago. It appears that ostentatious displays of wealth like yachts may be going out of fashion much like
Humvees did, and smaller-ticket luxury retailers such as Michael Kors (KORS) or Tiffany (TIF) are getting a
bigger share of the rich’s disposable income.

Weak Bull Case

The biggest reason for bullishness on this stock is the continued economic recovery and increasing amount of
disposable income. However, as shown above, MarineMax is struggling to make the most of the recovery. The
point is that while there may be a recovery in the top line — albeit a muted one — there has been no recovery in
cash flows.

Investors may also believe that the stock is reasonably valued due to its artificially inflated accounting earnings.
As we will see below, the stock is in fact significantly overvalued.

Sky-High Valuation

HZO’s current valuation of ~$18/share implies that the company will grow after-tax profit (NOPAT) by 26%
compounded annually over the next 13 years. This forecast assumes that MarineMax can regain the peak 7%
pre-tax margins it achieved in the mid-2000's (much higher than 2013’s 1.2% margin) and also grow revenue to
over $5 billion, or five times the sales the company earned in 2007, its best year.

Even if we give MarineMax credit for 22% compounded annual NOPAT growth for 10 years, the stock is only
worth $7/share. It's hard to see how this stock can command a significant premium to its accounting book value
of $9/share.
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Stupid Money Risk

| don’t see the risk of a buyout here, as the stock is overvalued by most metrics and is the leader in its industry.
On the other hand, | do see the risk of MarineMax buying up smaller boat retailers. While this strategy could
boost accounting results in the near term (see the High/Low Fallacy), it will result in even more shareholder value
destruction.

Buybacks are in vogue on Wall Street these days, and MarineMax could jump on the bandwagon to keep its
EPS afloat. This strategy would result in value destruction as well given the stock’s nosebleed valuation.

In addition, a buyback or a dividend would likely require the company to take on even more debt due to its
already weak cash flow.

Catalyst For Stock Price Drop: Can’t Sustain EPS and Sales Growth With Weak Cash Flows

MarineMax has missed on earnings in each of the past two quarters, and in the first quarter of this year the
company missed on revenue by a whopping 22%. Due to MarineMax’s artificially inflated earnings from last year
and the continuing struggles in its industry we expect it to experience more disappointing earnings.

In addition, the stock’s lofty valuation has made it extra-risky during periods of volatility. MarineMax has dropped
17% since September 12, while the Russell 2000 is down just 9%. It is only matter of time before MarineMax
fails to meet the market’s lofty expectations once again.

MarineMax’s miniscule cash flows are limiting its options to keep EPS growing. Limited cash flows limit
opportunities for reinvestment and for financial engineering such as buybacks — the only other option is for the
company to add to its substantial debt load.

Although boat sales this year are up from the absolute bottom of the recession, demand for yachts has hardly
skyrocketed as evidenced by MarineMax’s razor-thin margins and ROIC. The only question is: How much longer
can the company prop up EPS while cash flows suffer?

The Crew is Abandoning Ship — Follow Their Lead

Over the past year, there have been 175,428 shares sold and 35,729 shares bought by insiders for a net of
139,699 shares sold. This represents over 27% of total insider shares held. If insiders are bailing, maybe you
should too.

Short Interest
Short interest stands at just over 1 million shares, or over 6% of float.
Funds that Allocate to HZO

Professionally Managed Portfolios Hodges Small Intrinsic Value Fund (HDSVX) allocates 3% of its assets to
HZO and earns my Very Dangerous rating.

Sam McBride and André Rouillard contributed to this report.
Disclosure: David Trainer is short HZO. David Trainer, Sam McBride, and André Rouillard receive no
compensation to write about any specific stock, sector, or theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

1. Superior Recommendations — Our stock picks consistently outperform. See our track record
in our stock-picking accolades and Proof Is In Performance reports.

2. More Accurate Research — Our patented Research Platform for reversing accounting
distortions and discounted cash flow analysis leverages better data to deliver smarter research.

3. Time Savings — We check the fine print in thousands of corporate filings so you don't have to.
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red
Flags that drive long-term stock-picking success.

4. Transparency — We are proud to share the results of our analysis of over 50,000 10Ks. See
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all
data and assumptions. Company Models enable users to change them.

5. Objectivity — New Constructs is an independent research firm, not tied to Wall Street or
investment banking services. Our models are driven by comprehensive high-quality data not
stories. See our presentation to the Senate Banking Committee, the SEC and many others in
DC.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting, advisory and research services. We specialize in quality-of-earnings,
forensic accounting and discounted cash flow valuation analyses for all U.S. public companies. We
translate accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital,
and WACC, to create economic earnings models, which are necessary to understand the true
profitability and valuation of companies. Visit the Free Archive to download samples of our research.
New Constructs is a BBB accredited business and a member of the Investorside Research
Association.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no
management ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not
perform any investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any
trading whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New
Constructs issues a report on that security.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New
Constructs’ research recommendations may not coincide with the hedge fund’s holdings. However, in no event will the hedge fund receive
any research information or recommendations in advance of the information that New Constructs provides to its other clients.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any
such investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of
any recipient of this report.

New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to
making any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New
Constructs.

Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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