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PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

CARMAX, INC. AND SUBSIDIARIES
Consolidated Statements of Earnings

(Unaudited)

Three Months Ended November 30
(In thousands except per share data) 2013 % (1) 2012 % (1)
SALES AND OPERATING
REVENUES:

Used vehicle sales

New vehicle sales 50,073 1.7 45,693 1.8
Wholesale vehicle sales 437,272 149 427,650 16.4
Other sales and revenues 57,222 1.9 60,361 2.3

NET SALES AND OPERATING

Nine Months Ended November 30
2013 % (1) 2012 % (1)

$ 2,396,840 81.5 $ 2,068,742 79.5 $ 7,738,118 81.5 $ 6,449,613 79.3

162,502 1.7 162,543 2.0
1,402,838 14.8 1,332,495 16.4
194,558 2.0 190,219 2.3

REVENUES 2,941,407 100.0 2,602,446 100.0
Cost of sales 2,559,686 87.0 2,257,227 86.7
GROSS PROFIT 381,721 13.0 345,219 13.3
CARMAX AUTO FINANCE

INCOME 83,905 29 72,454 2.8
Selling, general and administrative

expenses 284,366 9.7 257,282 99
Interest expense 7,649 0.3 8,065 0.3
Other (loss) income 411) 139

Earnings before income taxes 173,200 5.9 152,465 59
Income tax provision 66,748 2.3 57,784 2.2
NET EARNINGS 106,452 3.6 $ 94,681 3.6
WEIGHTED AVERAGE

COMMON SHARES:

Basic 223,259 228,904

9,498,016 100.0
8,233,456 86.7
1,264,560 13.3

255,346 2.7

857,761 9.0
23,288 0.2
(1,243)

637,614 6.7
244237 2.6

$ 393,377 4.1

223,831

8,134,870 100.0
7,039,743 86.5
1,095,127 13.5

223,309 2.7

765,559 94
24,360 0.3
683

529,200 6.5
202,137 2.5

$ 327,063 4.0

228,346
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Diluted 227,417 232,656 227,870 232,048
NET EARNINGS PER SHARE:

Basic $ 0.48 $ 0.41 $ 1.76 $ 143
Diluted $ 0.47 $ 0.41 $ 1.73 $ 141

(1)Calculated as a percentage of net sales and operating revenues and may not equal totals due to rounding.

See accompanying notes to consolidated financial statements.
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CARMAX, INC. AND SUBSIDIARIES

Consolidated Statements of Comprehensive Income

(Unaudited)
Three Months Ended
November 30
(In thousands) 2013 2012
NET EARNINGS $ 106,452 $ 94,681
Other comprehensive (loss) income, net of taxes:
Net change in retirement benefit plan
unrecognized actuarial losses (25) 188
Net change in cash flow hedge
unrecognized losses (3,193) 1,478
Other comprehensive (loss) income, net of taxes (3,218) 1,666
TOTAL COMPREHENSIVE INCOME $ 103,234 $ 96,347

See accompanying notes to consolidated financial statements.
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Nine Months Ended
November 30

2013 2012
$ 393,377 $ 327,063

501 637
2,180 10,077
2,681 10,714

$ 396,058 $ 337,777
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CARMAX, INC. AND SUBSIDIARIES

Consolidated Balance Sheets

(In thousands except share data)
ASSETS
CURRENT ASSETS:
Cash and cash equivalents
Restricted cash from collections on auto loan receivables
Accounts receivable, net
Inventory
Deferred income taxes
Other current assets
TOTAL CURRENT ASSETS
Auto loan receivables, net
Property and equipment, net
Deferred income taxes
Other assets
TOTAL ASSETS

LIABILITIES AND SHAREHOLDERS’ EQUITY
CURRENT LIABILITIES:
Accounts payable
Accrued expenses and other current liabilities
Accrued income taxes
Short-term debt
Current portion of finance and capital lease obligations
Current portion of non-recourse notes payable
TOTAL CURRENT LIABILITIES

Finance and capital lease obligations, excluding current portion

Non-recourse notes payable, excluding current portion
Other liabilities
TOTAL LIABILITIES

Commitments and contingent liabilities
SHAREHOLDERS’ EQUITY:

Common stock, $0.50 par value; 350,000,000 shares authorized;
223,228,360 and 225,906,108 shares issued and outstanding
as of November 30, 2013 and February 28, 2013, respectively

(Unaudited)

As of As of

November 30 February 28

2013 2013

$ 664,758 $ 449,364
246,795 224287
68,027 91,961
1,556,277 1,517,813
2,651 5,193
20,286 21,513
2,558,794 2,310,131
6,892,311 5,895,918
1,588,633 1,428,970
151,281 145,875
112,856 107,708

$ 11,303,875 $ 9,888,602

$ 367,478
138,910
8,554
1,287
17,837
214,535
748,601
320,791
6,755,534
190,580
8,015,506

111,614

$ 336,721
147,821
222
355
16,139
182,915
684,173
337,452
5,672,175
175,635
6,869,435

112,953
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Capital in excess of par value
Accumulated other comprehensive loss

Retained earnings
TOTAL SHAREHOLDERS’ EQUITY
TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY

See accompanying notes to consolidated financial statements.
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1,013,939 972,250
(57,127) (59.,808)
2,219,943 1,993,772
3,288,369 3,019,167
$ 11,303,875 $ 9,888,602
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CARMAX, INC. AND SUBSIDIARIES
Consolidated Statements of Cash Flows

(Unaudited)

(In thousands)

OPERATING ACTIVITIES:

Net earnings

Adjustments to reconcile net earnings to net cash
used in operating activities:

Depreciation and amortization

Share-based compensation expense

Provision for loan losses

Loss on disposition of assets

Deferred income tax benefit

Net decrease (increase) in:

Accounts receivable, net

Inventory

Other current assets

Auto loan receivables, net

Other assets

Net increase (decrease) in:

Accounts payable, accrued expenses and other current
liabilities and accrued income taxes

Other liabilities

NET CASH USED IN OPERATING ACTIVITIES
INVESTING ACTIVITIES:

Capital expenditures

Proceeds from sales of assets

Increase in restricted cash from collections on auto loan receivables
Increase in restricted cash in reserve accounts
Release of restricted cash from reserve accounts
Purchases of money market securities, net
Purchases of investments available-for-sale

Sales of investments available-for-sale

NET CASH USED IN INVESTING ACTIVITIES
FINANCING ACTIVITIES:

Increase (decrease) in short-term debt, net
Payments on finance and capital lease obligations
Issuances of non-recourse notes payable

Payments on non-recourse notes payable

Nine Months Ended November
30
2013 2012

$ 393,377 $ 327,063

73,983 70,721
54,948 46,597
48,993 40,154
1,844 1,554
(4,576) (6,569)
23,934 23,774
(38,464) (246,452)
3,480 (7,336)
(1,045,386)  (632,342)
(6,714) (506)
1,707 (102,666)
(266) (13,220)

(493,140) (499,228)

(212,900) (184,942)

5,143

(22,508) (46)
(7,826) (6,912)
15,022 15,980
(3,833) (2,088)
(1,868) (1,525)
71 318

(228,699) (179,215)

932 (237)
(14,963) (10,365)
5,300,000 4,010,000
(4,185,021)  (3,313,626)

11
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Repurchase and retirement of common stock

Equity issuances, net

Excess tax benefits from share-based payment arrangements
NET CASH PROVIDED BY FINANCING ACTIVITIES
Increase in cash and cash equivalents

Cash and cash equivalents at beginning of year

CASH AND CASH EQUIVALENTS AT END OF PERIOD

See accompanying notes to consolidated financial statements.
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(196,748)
19,967
13,066
937,233
215,394
449,364
$ 664,758

(51,091)
29,486
16,728
680,895
2,452
442,658
$ 445,110
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CARMAX, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements

(Unaudited)

1.Background

9 ¢ EEINY3

CarMax, Inc. (“we,” “our,” “us,” “CarMax” and “the company”), including its wholly owned subsidiaries, is the largest retaile
of used vehicles in the United States. We operate in two reportable segments: CarMax Sales Operations and CarMax

Auto Finance (“CAF”). Our CarMax Sales Operations segment consists of all aspects of our auto merchandising and

service operations, excluding financing provided by CAF. Our CAF segment consists solely of our own finance

operation that provides vehicle financing through CarMax superstores.

We were the first used vehicle retailer to offer a large selection of high quality used vehicles at low, no-haggle prices
using a customer-friendly sales process in an attractive, modern sales facility. We provide customers with a full range

of related products and services, including the appraisal and purchase of vehicles directly from consumers; the

financing of vehicle purchases through CAF and third-party financing providers; the sale of extended service plans
(“ESP”), guaranteed asset protection (“GAP”) and accessories; and vehicle repair service. Vehicles purchased through the
appraisal process that do not meet our retail standards are sold to licensed dealers through on-site wholesale

auctions. At select locations we also sell new vehicles under franchise agreements.

2.Accounting Policies

Basis of Presentation and Use of Estimates. The accompanying interim unaudited consolidated financial statements
include the accounts of CarMax and our wholly owned subsidiaries. All significant intercompany balances and
transactions have been eliminated in consolidation. These consolidated financial statements have been prepared in
conformity with U.S. generally accepted accounting principles (“GAAP”) for interim financial

information. Accordingly, they do not include all of the information and footnotes required by U.S. GAAP for
complete financial statements. In the opinion of management, such interim consolidated financial statements reflect
all normal recurring adjustments considered necessary to present fairly the financial position and the results of
operations and cash flows for the interim periods presented. The results of operations for the interim periods are not
necessarily indicative of the results to be expected for the full fiscal year. These consolidated financial statements
should be read in conjunction with the audited consolidated financial statements and footnotes included in our Annual
Report on Form 10-K for the fiscal year ended February 28, 2013.

The preparation of financial statements in conformity with U.S. GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets, liabilities, revenues and expenses and the disclosure of
contingent assets and liabilities. Actual results could differ from those estimates. Amounts and percentages may not

13
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total due to rounding.

Cash and Cash Equivalents. Cash equivalents of $647.5 million as of November 30, 2013, and $430.3 million as of
February 28, 2013, consisted of highly liquid investments with original maturities of three months or less.

Restricted Cash from Collections on Auto Loan Receivables. Cash accounts totaling $246.8 million as of

November 30, 2013, and $224.3 million as of February 28, 2013, consisted of collections of principal and interest
payments on securitized auto loan receivables that are restricted for payment to the securitization investors pursuant to
the applicable securitization agreements.

Securitizations. We maintain a revolving securitization program composed of two warehouse facilities (“warehouse
facilities™) that we use to fund auto loan receivables originated by CAF until they are funded through a term
securitization or alternative funding arrangement. We sell the auto loan receivables to a wholly owned,
bankruptcy-remote, special purpose entity that transfers an undivided percentage ownership interest in the receivables,
but not the receivables themselves, to entities formed by third-party investors. These entities issue asset-backed
commercial paper or utilize other funding sources supported by the transferred receivables, and the proceeds are used
to finance the securitized receivables.

We typically use term securitizations to provide long-term funding for the auto loan receivables initially securitized
through the warehouse facilities. In these transactions, a pool of auto loan receivables is sold to a bankruptcy-remote,
special purpose entity that, in turn, transfers the receivables to a special purpose securitization trust. The
securitization trust issues asset-backed securities, secured or otherwise supported by the transferred receivables, and
the proceeds from the sale of the asset-backed securities are used to finance the securitized receivables.

Page 7
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We are required to evaluate term securitization trusts for consolidation. In our capacity as servicer, we have the power
to direct the activities of the trusts that most significantly impact the economic performance of the trusts. In addition,
we have the obligation to absorb losses (subject to limitations) and the rights to receive any returns of the trusts, which
could be significant. Accordingly, we are the primary beneficiary of the trusts and are required to consolidate them.

We recognize transfers of auto loan receivables into the warehouse facilities and term securitizations (“securitization
vehicles”) as secured borrowings, which result in recording the auto loan receivables and the related non-recourse notes
payable to the investors on our consolidated balance sheets.

The securitized receivables can only be used as collateral to settle obligations of the securitization vehicles. The
securitization vehicles and investors have no recourse to our assets beyond the securitized receivables, the amounts on
deposit in reserve accounts and the restricted cash from collections on auto loan receivables. We have not provided
financial or other support to the securitization vehicles that was not previously contractually required, and there are no
additional arrangements, guarantees or other commitments that could require us to provide financial support to the
securitization vehicles.

See Notes 4 and 9 for additional information on auto loan receivables and non-recourse notes payable.

Auto Loan Receivables, Net. Auto loan receivables include amounts due from customers related to retail vehicle sales
financed through CAF. The receivables are presented net of an allowance for estimated loan losses. The allowance
for loan losses represents an estimate of the amount of net losses inherent in our portfolio of managed receivables as
of the applicable reporting date and anticipated to occur during the following 12 months. The allowance is primarily
based on the credit quality of the underlying receivables, historical loss trends and forecasted forward loss curves. We
also take into account recent trends in delinquencies and losses, recovery rates and the economic environment. The
provision for loan losses is the periodic expense of maintaining an adequate allowance.

An account is considered delinquent when the related customer fails to make a substantial portion of a scheduled
payment on or before the due date. In general, accounts are charged-off on the last business day of the month during
which the earliest of the following occurs: the receivable is 120 days or more delinquent as of the last business day of
the month, the related vehicle is repossessed and liquidated or the receivable is otherwise deemed uncollectible. For
purposes of determining impairment, auto loans are evaluated collectively, as they represent a large group of
smaller-balance homogeneous loans, and therefore, are not individually evaluated for impairment. See Note 4 for
additional information on auto loan receivables.

Interest income and expenses related to auto loans are included in CAF income. Interest income on auto loan
receivables is recognized when earned based on contractual loan terms. All loans continue to accrue interest until
repayment or charge off. Direct costs associated with loan originations are not considered material, and thus, are
expensed as incurred. See Note 3 for additional information on CAF income.

15
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Property and Equipment, Net. Property and equipment is reported net of accumulated depreciation of $707.7 million
and $649.0 million as of November 30, 2013, and February 28, 2013, respectively.

Other Assets. Other assets includes amounts classified as restricted cash on deposit in reserve accounts and restricted
investments. The restricted cash on deposit in reserve accounts is for the benefit of holders of non-recourse notes
payable, and these funds are not expected to be available to the company or its creditors. In the event that the cash
generated by the securitized receivables in a given period was insufficient to pay the interest, principal and other
required payments, the balances on deposit in the reserve accounts would be used to pay those amounts. Restricted
cash on deposit in reserve accounts totaled $34.1 million as of November 30, 2013, and $41.3 million as of February
28, 2013.

Restricted investments includes money market securities primarily held to satisfy certain insurance program
requirements, as well as mutual funds held in a rabbi trust established to fund informally our executive deferred
compensation plan. Restricted investments was $40.6 million as of November 30, 2013, and $35.0 million as of
February 28, 2013.

Derivative Instruments and Hedging Activities. We enter into derivative instruments to manage exposures that arise
from business activities that result in the future known receipt or payment of uncertain cash amounts, the values of
which are impacted by interest rates. We recognize the derivatives at fair value as either current assets or current
liabilities on the consolidated balance sheets, and where applicable, such contracts covered by master netting
agreements are reported net. Gross positive fair values are netted with gross negative fair values by counterparty. The
accounting for changes in the fair value of derivatives depends on the intended use of the derivative, whether we have
elected to designate a derivative in

Page 8
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a hedging relationship and apply hedge accounting and whether the hedging relationship has satisfied the criteria
necessary to apply hedge accounting. We may enter into derivative contracts that are intended to economically hedge
certain risks, even though hedge accounting may not apply or we do not elect to apply hedge accounting. See Note 5
for additional information on derivative instruments and hedging activities.

Recent Accounting Pronouncements. The Financial Accounting Standards Board did not issue any new accounting
pronouncements relevant to us nor did any recent accounting pronouncements become effective for us in our fiscal
2014 third quarter.

3.CarMax Auto Finance Income

CAF provides financing to qualified customers purchasing vehicles at CarMax. CAF provides us the opportunity to
capture additional sales, profits and cash flows while managing our reliance on third-party finance sources.
Management regularly analyzes CAF's operating results by assessing profitability, the performance of the auto loan
receivables including trends in credit losses and delinquencies, and CAF direct expenses. This information is used to
assess CAF's performance and make operating decisions including resource allocation. In addition, except for auto
loan receivables, which are disclosed in Note 4, CAF assets are not separately reported nor do we allocate assets to
CAF because such allocation would not be useful to management in making operating decisions.

We typically use securitizations to fund loans originated by CAF, as discussed in Note 2. CAF income primarily
reflects the interest and fee income generated by the auto loan receivables less the interest expense associated with the
debt issued to fund these receivables, a provision for estimated loan losses and direct CAF expenses.

CAF income does not include any allocation of indirect costs. We present this information on a direct basis to avoid
making arbitrary decisions regarding the indirect benefits or costs that could be attributed to CAF. Examples of
indirect costs not allocated to CAF include retail store expenses and corporate expenses such as human resources,
administrative services, marketing, information systems, accounting, legal, treasury and executive payroll.

Three Months Ended November 30 Nine Months Ended November 30
(In millions) 2013 % (1) 2012 % (1) 2013 % (1) 2012 % (1)
Interest margin:
Interest and fee income $ 1383 8.1 $ 125.1 9.1 $ 409.0 84 $ 3689 93
Interest expense 22.2) (1.3) 23.3) (1.7 (67.6) (1.4 (72.4) (1.8)
Total interest margin 116.1 6.8 101.8 74 3414 7.0 2965 7.5
Provision for loan losses (19.7) (1.2) (18.1) (1.3) 49.0) (1.0) 40.2) (1.0
Total interest margin after
provision for loan losses 96.4 5.7 83.7 6.1 2924 6.0 2563 6.5

17
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Other income 0.2 0.1

Direct expenses:
Payroll and fringe benefit expense (5.6) (0.3) 5.2) 0.9) (16.7) (0.3) (15.9) (0.4
Other direct expenses (6.9) 0.4) (6.2) 0.5 20.5) (0.4 (17.1) (0.4

Total direct expenses (12.5) (0.7) (11.4) (0.8) (37.2) (0.8) (33.00 (0.8
CarMax Auto Finance income $ 83.9 4.9 $ 725 5.3 $ 2553 5.2 $ 2233 5.7

Total average managed
receivables $ 6,805.3 $ 5477.4 $ 6,491.4 $ 5,266.0

(1)Annualized percent of total average managed receivables.

4.Auto Loan Receivables

Auto loan receivables include amounts due from customers related to retail vehicle sales financed through CAF and
are presented net of an allowance for estimated loan losses. We use warehouse facilities to fund auto loan receivables
originated by CAF until they are funded through a term securitization or alternative funding arrangement. The
majority of the auto loan receivables serve as collateral for the related non-recourse notes payable of $6.97 billion as
of

Page 9

18



Edgar Filing: CARMAX INC - Form 10-Q

November 30, 2013, and $5.86 billion as of February 28, 2013. See Notes 2 and 9 for additional information on
securitizations and non-recourse notes payable.

Auto Loan Receivables, Net

As of

November As of

30 February 28
(In millions) 2013 2013
Warehouse facilities $ 8070 $ 792.0
Term securitizations 5,948.5 4,989.7
Other receivables (1) 163.5 151.6
Total ending managed receivables 6,919.0 5,933.3
Accrued interest and fees 29.1 24.9
Other 12.1 (5.0
Less allowance for loan losses (67.9) (57.3)
Auto loan receivables, net $ 6,892.3 $ 5,895.9

(1)Other receivables includes receivables not funded through the warehouse facilities or term securitizations.

Credit Quality. When customers apply for financing, CAF’s proprietary scoring models rely on the customers’ credit
history and certain application information to evaluate and rank their risk. Credit histories are obtained from credit
bureau reporting agencies and include information such as number, age, type of and payment history for prior or
existing credit accounts. The application information that is used includes income, collateral value and down
payment. The scoring models yield credit grades that represent the relative likelihood of repayment. Customers
assigned a grade of “A” are determined to have the highest probability of repayment, and customers assigned a lower
grade are determined to have a lower probability of repayment. For loans that are approved, the credit grade
influences the terms of the agreement, such as the required loan-to-value ratio and interest rate.

CAF uses a combination of the initial credit grades and historical performance to monitor the credit quality of the auto
loan receivables on an ongoing basis. We validate the accuracy of the scoring models periodically. Loan performance
is reviewed on a recurring basis to identify whether the assigned grades adequately reflect the customers’ likelihood of
repayment.

Ending Managed Receivables by Major Credit Grade

As of November

30 As of February 28
(In millions) 2013 (1) % (2) 2013 (1) % (2)
A $ 3,373.8 488 $ 28414 479

19
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B 2,5744 372 2,265.6 382
C and other 970.8 14.0 826.3 13.9
Total ending managed receivables $ 6,919.0 100.0 $ 5,933.3 100.0

(1)Classified based on credit grade assigned when customers were initially approved for financing.

(2)Percent of total ending managed receivables.

Allowance for Loan Losses

Three Months Ended November 30  Nine Months Ended November 30

(In millions) 2013 % (1) 2012 % (1) 2013 % (1) 2012 % (1)
Balance as of beginning of period $ 659 1.0 $495 09 $573 1.0 $ 433 09
Charge-offs (36.3) (28.2) (94.5) (73.1)
Recoveries 18.6 14.9 56.1 439
Provision for loan losses 19.7 18.1 49.0 40.2

Balance as of end of period $679 1.0 $543 1.0 $679 1.0 $543 1.0

(1)Percent of total ending managed receivables as of the corresponding reporting date.

Page 10
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The allowance for loan losses represents an estimate of the amount of net losses inherent in our portfolio of managed
receivables as of the applicable reporting date and anticipated to occur during the following 12 months. The
allowance is primarily based on the credit quality of the underlying receivables, historical loss trends and forecasted
forward loss curves. We also take into account recent trends in delinquencies and losses, recovery rates and the
economic environment. The provision for loan losses is the periodic expense of maintaining an adequate allowance.

Past Due Receivables

As of November

30 As of February 28
(In millions) 2013 % (1) 2013 % (1)
Total ending managed receivables $ 6,919.0 100.0 $ 5,933.3 100.0

Delinquent loans:

31-60 days past due $ 1389 2.0 $ 109.5 1.8
61-90 days past due 46.0 0.7 32.7 0.6
Greater than 90 days past due 16.2 0.2 12.0 0.2
Total past due $ 201.1 29 $ 1542 26

(1)Percent of total ending managed receivables.

5.Derivative Instruments and Hedging Activities

Risk Management Objective of Using Derivatives. We are exposed to certain risks arising from both our business
operations and economic conditions, particularly with regard to future issuances of fixed-rate debt and existing and
future issuances of floating-rate debt. Primary exposures include LIBOR and other rates used as benchmarks in our
securitizations. We enter into derivative instruments to manage exposures that arise from business activities that
result in the future known receipt or payment of uncertain cash amounts, the values of which are impacted by interest
rates. Our derivative instruments are used to manage differences in the amount of our known or expected cash
receipts and our known or expected cash payments principally related to the funding of our auto loan receivables.

We do not anticipate significant market risk from derivatives as they are predominantly used to match funding costs to
the use of the funding. However, disruptions in the credit or interest rate markets could impact the effectiveness of
our hedging strategies.
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Credit risk is the exposure to nonperformance of another party to an agreement. We mitigate credit risk by dealing
with highly rated bank counterparties.

Designated Cash Flow Hedges. Our objectives in using interest rate derivatives are to add stability to CAF’s interest
expense, to manage our exposure to interest rate movements and to better match funding costs to the interest received
on the fixed-rate receivables being securitized. To accomplish these objectives, we primarily use interest rate swaps
that involve the receipt of variable amounts from a counterparty in exchange for our making fixed-rate payments over
the life of the agreements without exchange of the underlying notional amount. These interest rate swaps are
designated as cash flow hedges of forecasted interest payments in anticipation of permanent funding in the term
securitization market.

For derivatives that are designated and qualify as cash flow hedges, the effective portion of changes in the fair value is
initially recorded in accumulated other comprehensive loss (“AOCL”) and is subsequently reclassified into CAF income
in the period that the hedged forecasted transaction affects earnings. The ineffective portion of the change in fair

value of the derivatives is recognized directly in CAF income. Amounts reported in AOCL related to derivatives will
be reclassified to CAF income as interest expense is incurred on our future issuances of fixed-rate debt. During the

next 12 months, we estimate that an additional $10.0 million will be reclassified as a decrease to CAF income.

As of November 30, 2013, and February 28, 2013, we had interest rate swaps outstanding with combined notional
amounts of $783.0 million and $750.0 million, respectively, which were designated as cash flow hedges of interest
rate risk.

Page 11

22



Edgar Filing: CARMAX INC - Form 10-Q

Non-designated Hedges. Derivative instruments not designated as accounting hedges are not speculative. These
instruments are used to limit risk for investors in the warehouse facilities. Changes in the fair value of derivatives not
designated as accounting hedges are recorded directly in CAF income.

As of November 30, 2013, we had no derivatives that were not designated as accounting hedges. As of February 28,
2013, we had interest rate caps outstanding with offsetting (asset and liability) notional amounts of $615.5 million that
were not designated as accounting hedges.

Fair Values of Derivative Instruments

As of November As of February

30, 2013 28,2013
(In thousands) Assets Liabilities Assets Liabilities
Derivatives designated as accounting hedges:
Interest rate swaps (1) (2,889) 517
Total derivatives designated as accounting hedges (2,889) (517
Derivatives not designated as accounting hedges:
Interest rate caps (2) 26 (26)
Total derivatives not designated as accounting hedges 26 (26)
Total $ $ (2,889) $26 $ (543)

(1)Reported in accounts payable on the consolidated balance sheets.

(2)Reported in other current assets on the consolidated balance sheets.

Effect of Derivative Instruments on Comprehensive Income

Three Months Ended Nine Months Ended

November 30 November 30
(In thousands) 2013 2012 2013 2012
Derivatives designated as accounting hedges:
Loss recognized in AOCL (1) $ (7.421) $ (894) $ (4,069) $ (7,286)
Loss reclassified from AOCL into CAF income (1) $ (2,155) $ (3,327) $ (7,665) $ (9,855)
Gain recognized in CAF Income (2) $ $ $ 78 $

Derivatives not designated as accounting hedges:
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Loss recognized in CAF income (3) $ $ (1) $ $ 2

(1)Represents the effective portion.
(2)Represents the ineffective portion.

(3)Represents the loss on interest rate swaps, the net periodic settlements and accrued interest.

6.Fair Value Measurements

Fair value is defined as the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants in the principal market or, if none exists, the most advantageous market, for
the specific asset or liability at the measurement date (referred to as the “exit price”). The fair value should be based on
assumptions that market participants would use, including a consideration of nonperformance risk.

We assess the inputs used to measure fair value using the three-tier hierarchy. The hierarchy indicates the extent to
which inputs used in measuring fair value are observable in the market.

Level 1Inputs include unadjusted quoted prices in active markets for identical assets or liabilities that we can access at
the measurement date.

Level 2Inputs other than quoted prices included within Level 1 that are observable for the asset or liability, either
directly or indirectly, including quoted prices for similar assets in active markets, quoted prices from identical or
similar assets in inactive markets and observable inputs such as interest rates and yield curves.

Page 12
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Level 3Inputs that are significant to the measurement that are not observable in the market and include management's
judgments about the assumptions market participants would use in pricing the asset or liability (including assumptions
about risk).

Our fair value processes include controls that are designed to ensure that fair values are appropriate. Such controls
include model validation, review of key model inputs, analysis of period-over-period fluctuations and reviews by
senior management.

Valuation Methodologies

Money Market Securities. Money market securities are cash equivalents, which are included in either cash and cash
equivalents or other assets, and consist of highly liquid investments with original maturities of three months or

less. We use quoted market prices for identical assets to measure fair value. Therefore, all money market securities
are classified as Level 1.

Mutual Fund Investments. Mutual fund investments consist of publicly traded mutual funds that primarily include
diversified investments in large-, mid- and small-cap domestic and international companies. The investments, which
are included in other assets, are held in a rabbi trust established to fund informally our executive deferred
compensation plan. We use quoted active market prices for identical assets to measure fair value. Therefore, all
mutual fund investments are classified as Level 1.

Derivative Instruments. The fair values of our derivative instruments are included in either other current assets or
accounts payable. As described in Note 5, as part of our risk management strategy, we utilize derivative instruments
to manage differences in the amount of our known or expected cash receipts and our known or expected cash
payments principally related to the funding of our auto loan receivables. Our derivatives are not exchange-traded and
are over-the-counter customized derivative instruments. All of our derivative exposures are with highly rated bank
counterparties.

We measure derivative fair values assuming that the unit of account is an individual derivative instrument and that
derivatives are sold or transferred on a stand-alone basis. We estimate the fair value of our derivatives using quotes
determined by the derivative counterparties and third-party valuation services. Quotes from third-party valuation
services and quotes received from bank counterparties project future cash flows and discount the future amounts to a
present value using market-based expectations for interest rates and the contractual terms of the derivative
instruments. The models do not require significant judgment and model inputs can typically be observed in the liquid
market; however, because the models include inputs other than quoted prices in active markets, all derivatives are
classified as Level 2.
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Our derivative fair value measurements consider assumptions about counterparty and our own nonperformance
risk. We monitor counterparty and our own nonperformance risk and, in the event that we determine that a party is
unlikely to perform under terms of the contract, we would adjust the derivative fair value to reflect the
nonperformance risk.

Page 13
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Items Measured at Fair Value on a Recurring Basis

As of November 30, 2013

(In thousands) Level 1 Level 2 Total

Assets:

Money market securities $ 682266 $ $ 682,266
Mutual fund investments 5,821 5,821
Total assets at fair value $ 688,087 % $ 688,087
Percent of total assets at fair value 100.0 % % 1000 %
Percent of total assets 6.1 % % 6.1 %
Liabilities:

Derivative instruments $ $ 2,889 $ 2,889
Total liabilities at fair value $ $ 2,889 $ 2,889
Percent of total liabilities % % %

As of February 28, 2013

(In thousands) Level 1 Level 2 Total

Assets:

Money market securities $ 461260 $ $ 461,260
Mutual fund investments 4,024 4,024
Total assets at fair value $ 465284 % $ 465,284
Percent of total assets at fair value 1000 % % 1000 %
Percent of total assets 4.7 % % 4.7 %
Liabilities:

Derivative instruments $ $ 517 $517

Total liabilities at fair value $ $ 517 $ 517
Percent of total liabilities % % %

7.Income Taxes

We had $28.3 million of gross unrecognized tax benefits as of November 30, 2013, and $25.1 million as of
February 28, 2013. There were no significant changes to the gross unrecognized tax benefits as reported for the year
ended February 28, 2013, as all activity was related to positions taken on tax returns filed or intended to be filed in the
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current fiscal year.

8.Retirement Plans

Effective December 31, 2008, we froze both of our noncontributory defined benefit plans: our pension plan (the

“pension plan”) and our unfunded, nonqualified plan (the “restoration plan”), which restores retirement benefits for certain
associates who are affected by Internal Revenue Code limitations on benefits provided under the pension plan. No
additional benefits have accrued under these plans since that date. In connection with benefits earned prior to

December 31, 2008, we have a continuing obligation to fund the pension plan and will continue to recognize net

periodic pension expense for both plans. We use a fiscal year end measurement date for both the pension plan and the
restoration plan.

Page 14
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Components of Net Pension Expense

Three Months Ended November 30

Restoration
(In thousands) Pension Plan Plan Total
2013 2012 2013 2012 2013 2012
Interest cost $1,896 $1825 $128 $115 $2,024 $ 1,940
Expected return on plan assets (1,979) (1,898) (1,979)  (1,898)
Recognized actuarial loss 418 300 418 300
Net pension expense $ 335 $ 227 $128 $ 115 $ 463 $ 342
Nine Months Ended November 30
Restoration
(In thousands) Pension Plan Plan Total
2013 2012 2013 2012 2013 2012
Interest cost $ 5687 $5475 $325 $345 $6,012 $ 5820
Expected return on plan assets (5,937) (5,694) (5,937)  (5,694)
Recognized actuarial loss 1,255 900 1,255 900
Net pension expense $ 1,005 $ 681 $325 $345 $ 1,330 $ 1,026

We made no contributions to the pension plan during the nine months ended November 30, 2013, and anticipate

making no contributions during the remainder of fiscal 2014. The expected long-term rate of return on plan assets for

the pension plan was 7.75% as of February 28, 2013.

9.Debt

(In thousands)

Short-term revolving credit facility

Current portion of finance and capital lease obligations

Current portion of non-recourse notes payable

Total current debt

Finance and capital lease obligations, excluding current portion
Non-recourse notes payable, excluding current portion

Total debt, excluding current portion

As of As of
November 30 February 28
2013 2013

$ 1,287 $ 355
17,837 16,139
214,535 182,915
233,659 199,409
320,791 337,452
6,755,534 5,672,175
7,076,325 6,009,627
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Total debt $ 7,309,984 $ 6,209,036

Revolving Credit Facility. Our $700 million unsecured revolving credit facility (the “credit facility”’) expires in August
2016. Borrowings under the credit facility are available for working capital and general corporate

purposes. Borrowings accrue interest at variable rates based on LIBOR, the federal funds rate, or the prime rate,
depending on the type of borrowing, and we pay a commitment fee on the unused portions of the available funds. As

of November 30, 2013, the remaining capacity was fully available to us.

Finance and Capital Lease Obligations. Finance and capital lease obligations relate primarily to superstores subject to
sale-leaseback transactions that did not qualify for sale accounting, and therefore, are accounted for as

financings. The leases were structured at varying interest rates and generally have initial lease terms ranging from 15
to 20 years with payments made monthly. Payments on the leases are recognized as interest expense and a reduction
of the obligations. We have not entered into any sale-leaseback transactions since fiscal 2009.

Non-Recourse Notes Payable. The non-recourse notes payable relate to auto loan receivables funded through term
securitizations and our warehouse facilities. The timing of principal payments on the non-recourse notes payable is
based on principal collections, net of losses, on the securitized auto loan receivables. The current portion of
non-recourse notes payable represents principal payments that are due to be distributed in the following period.
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As of November 30, 2013, $6.16 billion of non-recourse notes payable was outstanding related to term
securitizations. These notes payable accrue interest at fixed rates and have scheduled maturities through April 2020,
but may mature earlier or later, depending upon the repayment rate of the underlying auto loan receivables.

As of November 30, 2013, $807.0 million of non-recourse notes payable was outstanding related to our warehouse
facilities. The combined warehouse facility limit was $1.8 billion, and unused warehouse capacity totaled $993.0
million. During the third quarter of fiscal 2014, we increased our $900 million warehouse facility that is scheduled to
expire in February 2014 to $1.0 billion. Of the combined warehouse facility limit, $1.0 billion will expire in February
2014 and $800 million will expire in August 2014. The notes payable outstanding related to our warehouse facilities
do not have scheduled maturities, instead the principal payments depend upon the repayment rate of underlying auto
loan receivables. The return requirements of the investors could fluctuate significantly depending on market
conditions. Therefore, at renewal, the cost, structure and capacity of the facilities could change. These changes could
have a significant impact on our funding costs.

See Notes 2 and 4 for additional information on the related securitized auto loan receivables.

Financial Covenants. The credit facility agreement contains representations and warranties, conditions and
covenants. We must also meet financial covenants in conjunction with certain of the sale-leaseback transactions. Our
securitization agreements contain representations and warranties, financial covenants and performance triggers. As of
November 30, 2013, we were in compliance with all financial covenants and our securitized receivables were in
compliance with the related performance triggers.

10.Stock and Stock-Based Incentive Plans

(A)Share Repurchase Program

In fiscal 2013, our board of directors authorized the repurchase of up to $800 million of our common stock. Purchases
may be made in open market or privately negotiated transactions at management’s discretion and the timing and
amount of repurchases are determined based on share price, market conditions, legal requirements and other

factors. Shares repurchased are deemed authorized but unissued shares of common stock.

For the three months ended November 30, 2013, we repurchased 313,042 shares of common stock at an average
purchase price of $47.39 per share. For the nine months ended November 30, 2013, we repurchased 4,305,293 shares
of common stock at an average purchase price of $43.69 per share. For the three and nine months ended November
30, 2012, we repurchased 1,744,300 shares of common stock at an average purchase price of $34.53 per share. As of
November 30, 2013, $400.0 million was available for repurchase under the authorization, which expires on
December 31, 2014.
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(B)Stock Incentive Plans

We maintain long-term incentive plans for management, key employees and the nonemployee members of our board
of directors. The plans allow for the granting of equity-based compensation awards, including nonqualified stock
options, incentive stock options, stock appreciation rights, restricted stock awards, stock- and cash-settled restricted
stock units, stock grants or a combination of awards. To date, we have not awarded any incentive stock options.

The majority of associates who receive share-based compensation awards primarily receive cash-settled restricted
stock units. Senior management and other key associates receive awards of nonqualified stock options and
stock-settled restricted stock units. Nonemployee directors receive awards of nonqualified stock options and stock
grants.

Nonqualified Stock Options. Nonqualified stock options are awards that allow the recipient to purchase shares of our
common stock at a fixed price. Stock options are granted at an exercise price equal to the fair market value of our
common stock on the grant date. The stock options generally vest annually in equal amounts over periods of one to
four years. These options are subject to forfeiture and expire no later than ten years after the date of the grant.

Cash-Settled Restricted Stock Units. Also referred to as restricted stock units, or RSUs, these are awards that entitle
the holder to a cash payment equal to the fair market value of a share of our common stock for each unit

granted. Conversion generally occurs at the end of a three-year vesting period. However, the cash payment per RSU
will not be greater than 200% or less than 75% of the fair market value of a share of our common stock on the grant
date. RSUs are liability awards that are subject to forfeiture and do not have voting rights.
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Stock-Settled Restricted Stock Units. Also referred to as market stock units, or MSUSs, these are awards to eligible
key associates that are converted into between zero and two shares of common stock for each unit

granted. Conversion generally occurs at the end of a three-year vesting period. The conversion ratio is calculated by
dividing the average closing price of our stock during the final forty trading days of the three-year vesting period by
our stock price on the grant date, with the resulting quotient capped at two. This quotient is then multiplied by the
number of MSUs granted to yield the number of shares awarded. MSUs are subject to forfeiture and do not have
voting rights.

(C)Share-Based Compensation

Composition of Share-Based Compensation Expense

Three Months Ended Nine Months Ended

November 30 November 30
(In thousands) 2013 2012 2013 2012
Cost of sales $ 1,037 $ 1,111 $289% $ 2,208
CarMax Auto Finance income 790 716 2,302 1,845
Selling, general and administrative expenses 15,371 14,821 50,608 43,304

Share-based compensation expense, before income taxes $ 17,198 $ 16,648 $ 55,806 $ 47,357

Composition of Share-Based Compensation Expense — By Grant Type

Three Months Ended Nine Months Ended

November 30 November 30
(In thousands) 2013 2012 2013 2012
Nonqualified stock options $5946 $ 4564 $ 18,765 $ 18,805
Cash-settled restricted stock units 8,014 9,238 25,986 17,630
Stock-settled restricted stock units 2,986 2,589 9,697 9,612
Employee stock purchase plan 252 257 858 760
Stock grants to non-employee directors 500 550

Share-based compensation expense, before income taxes $ 17,198 $ 16,648 $ 55,806 $ 47,357

We recognize compensation expense for stock options and MSUs on a straight-line basis (net of estimated forfeitures)
over the requisite service period, which is generally the vesting period of the award. The variable expense associated
with RSUs is recognized over their vesting period (net of estimated forfeitures) and is calculated based on the
volume-weighted average price of our common stock on the last trading day of each reporting period. The total costs
for matching contributions for our employee stock purchase plan are included in share-based compensation

expense. There were no capitalized share-based compensation costs as of or for the nine months ended November 30,
2013 or 2012.

Stock Option Activity
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Weighted
Number
of Average
Exercise

(Shares and intrinsic value in thousands) Shares  Price

Outstanding as of February 28, 2013
Options granted

Options exercised

Options forfeited or expired
Outstanding as of November 30, 2013
Exercisable as of November 30, 2013

10,771  $ 23.00
1,605 42.77
(1,328) 19.60
(19) 26.25
11,029 $ 26.29
6,854 $ 20.68

Weighted
Average
Remaining  Aggregate

Contractual Intrinsic

Life (Years) Value

3.7 $ 272,568
2.7 $ 207,819

For the nine months ended November 30, 2013 and 2012, we granted nonqualified options to purchase 1,605,149 and
2,252,124 shares of common stock, respectively. The total cash received as a result of stock option exercises for the
nine months ended November 30, 2013 and 2012, was $26.0 million and $37.8 million, respectively. We settle stock

option exercises with authorized but unissued shares of our common stock. The total intrinsic value of options

exercised for the
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nine months ended November 30, 2013 and 2012, was $34.7 million and $37.7 million, respectively. We realized

related tax benefits of $13.9 million and $15.1 million during the nine months ended November 30, 2013 and 2012,

respectively.

Outstanding Stock Options

(Shares in thousands)

Number
of

Range of Exercise Prices Shares

$ 11.43

$ 13.19 - $ 19.82
$ 19.98 - $ 25.39
$ 25.67 - $ 32.05
$ 32.69 - $ 49.25
Total

1,627
2,268
1,677
2,147
3,310
11,029

Contractual Exercise

As of November 30, 2013
Options Outstanding
Weighted
Average  Weighted

Remaining Average

Life (Years) Price
2.4 $ 11.43
1.3 $ 16.35
3.2 $ 25.19
5.2 $ 31.60
5.3 $ 37.50
3.7 $ 26.29

Options Exercisable

Weighted
Average
Number
of Exercise
Shares Price
1,627 $ 11.43
2,268 $ 16.35
1,318 $ 25.13
657 $ 31.39
984 $ 32.82
6,854 $ 20.68

For stock options, the fair value of each award is estimated as of the date of grant using a binomial valuation
model. In computing the value of the option, the binomial model considers characteristics of fair-value option pricing
that are not available for consideration under a closed-form valuation model (for example, the Black-Scholes model),
such as the contractual term of the option, the probability that the option will be exercised prior to the end of its
contractual life and the probability of termination or retirement of the option holder. For this reason, we believe that
the binomial model provides a fair value that is more representative of actual experience and future expected
experience than the value calculated using a closed-form model. Estimates of fair value are not intended to predict
actual future events or the value ultimately realized by the recipients of share-based awards.

The weighted average fair value per share at the date of grant for options granted during the nine months

ended November 30, 2013 and 2012, was $15.59 and $12.67, respectively. The unrecognized compensation costs

related to nonvested options totaled $37.8 million as of November 30, 2013. These costs are expected to be
recognized on a straight-line basis over a weighted average period of 2.2 years.

Assumptions Used to Estimate Option Values

Dividend yield

Expected volatility factor (1)
Weighted average expected volatility

Nine Months Ended November 30

2013

2012
00 %
279 % - 46.8 %
44.7 %

00 %

31.1 % - 514 %

49.4 %

35



Edgar Filing: CARMAX INC - Form 10-Q

Risk-free interest rate (2) 002% -26 % 002% -20 %
Expected term (in years) (3) 4.7 4.7

(1)Measured using historical daily price changes of our stock for a period corresponding to the term of the options
and the implied volatility derived from the market prices of traded options on our stock.

(2)Based on the U.S. Treasury yield curve in effect at the time of grant.

(3)Represents the estimated number of years that options will be outstanding prior to exercise.
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Cash-Settled Restricted Stock Unit Activity

Weighted
Average
NumberGrant
of Date
(Units in thousands) Units Fair Value
Outstanding as of February 28, 2013 1,651 $ 29.90
Stock units granted 542§ 42.68
Stock units vested and converted 564) $ 25.62
Stock units cancelled (78) $ 34.76

Outstanding as of November 30, 2013 1,551 $ 35.68

For the nine months ended November 30, 2013 and 2012, we granted RSUs of 541,819 units and 644,232 units,
respectively. The initial weighted average fair market value per unit at the date of grant for the RSUs granted during
the nine months ended November 30, 2013 and 2012, was $42.68 and $31.76, respectively. The RSUs are
cash-settled upon vesting. For the nine months ended November 30, 2013 and 2012, we paid $23.3 million and $18.0
million, respectively (before payroll tax withholdings), to RSU holders upon the vesting of RSUs. We realized tax
benefits of $9.3 million and $7.2 million during the nine months ended November 30, 2013 and 2012, respectively.

Expected Cash Settlement Range Upon Restricted Stock Unit Vesting

As of November 30,
2013
Maximum
(In thousands) Minimum ({))
Fiscal 2015 $ 11,276 $ 30,069
Fiscal 2016 12,422 33,126
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