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A Long Runway Ahead; Raising Price Target to $39

A substantial beat: comps and SG&A. ORLY beat earnings expectations and
reported operating EPS of $0.37 vs. our $0.31E and consensus of $0.30. Total
same-store sales rose 4.0% vs. 2.1% LY and 0.7%E. Core ORLY comps increased
6.2%, while CSK comps rose 0.8% (the first positive comp since 3Q05). Gross
margin expanded 150 bps YOY and SG&A de-levered 370 bps. In total, EBIT
declined ~220 bps to 8.3%, but was 90 bps higher than our estimate.
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hanging fruit”). First, during 4Q ORLY significantly increased inventory levels
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by fully stocking 79 CSK hub stores with 30K-35K additiona SKUs (in
addition to putting all CSK stores back on auto-replenishment). An incremental Price Performance
41 hubs are expected to be completed in 1Q. Second, line-by-line inventory »

reviews are underway and ORLY will have impacted 80-90% of the
merchandise assortment in non-affected CSK stores by Nov. Third, four DCs
have already been selected and will be completed by late spring 2010. The DCs 2
bring the supply chain up to ORLY standards through systems conversions,
better product offerings, and more frequent deliveries.
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e Weather helped but was not the driver. Both AAP and ORLY generated YTD m 3m  12m
comps above consensus forecasts and substantial earnings beats. As we Abs 08% 28% 18.0% 2.2%
indicated in our 1/22 note “Just Gettin’ Started,” both AAP and ORLY had high
exposure to the most extreme weather states in Dec with 34% and 23% of stores,
respectively. We estimate that at most 100 bps of comp were driven by weather.

Thus, even without that benefit, comps exceeded our forecasts.

e Secular tailwinds continue to strengthen. We continue to believe that the
secular tailwind of an aging vehicle fleet remains strong and is, in fact, building.
As indicated in the same note, average vehicle age is rising a projected 40 bps
from 2007 to 2010. The last time that we experienced such an increase retail
sales at auto parts stores surged 400 bps over the same four-year period.

e Milesdriven shows sequential improvement; easy compar es ahead.

O'Reilly Automotive (ORLY;ORLY US)

2008A 2009E 2009A 2010E Company Data

(Old) (New) Price ($) 32.84

EPS (Operating) ($) Date Of Price 19 Feb 09
Q1 (Mar) 0.40 0.41 0.38 52-week Range ($) 31.58 - 20.00
Q2 (Jun) 0.48 0.50 0.53 Mkt Cap ($ mn) 4,445.03
Q3 (Sep) 0.40 0.61 0.61 Fiscal Year End Dec
Q4 (Dec) 0.37 0.47 0.47 Shares O/S (mn) 135
FY 1.64 2.00 2.00 2.45 Price Target ($) 39.00
P/E (Operating) FY 20.0 16.4 16.4 13.4 Price Target End Date 31 Dec 09

Source: Company data, Reuters, J.P. Morgan estimates.

See page 7 for analyst certification and important disclosures.

J.P. Morgan does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may
have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making their
investment decision. Customers of J.P. Morgan in the United States can receive independent, third-party research on the company or companies
covered in this report, at no cost to them, where such research is available. Customers can access this independent research at
www.morganmarkets.com or can call 1-800-477-0406 toll free to request a copy of this research.

www.morganmarkets.com




Christopher Horvers, CFA North America Equity Research o
(1-212) 622-1316 20 February 2009 J.PMor ban

christopher.horvers@jpmorgan.com

A Substantial Beat: Compsand SG&A. ORLY beat earnings expectations and
reported operating EPS of $0.37 vs. our $0.31E and consensus of $0.30. Note EPS
excludes $5.9MM in charges to conform vacation policies and $1.7MM amortization
of trade names and trademarks, both net of tax. Total salesrose 84.5% to $1.11B
(including the benefit of the CSK acquisition in July 2008), with total same-store
salesof 4.0% vs. 2.1% LY and 0.7%E. Core ORLY comps increased 6.2% vs.
3.0%E, while CSK same store sales increased 0.8% vs. (2.8%)E (the first positive
comp since 3Q05). Gross margin expanded 150 bps YOY to 46.2% vs. 46.5%E.
Operating expenses de-leveraged 370 bps to 37.9% vs. 39.3%E. In total, EBIT
declined~220 bps to 8.3%, but was 90 bps higher than our 7.2% forecast.

CSK: A Long Runway Ahead. We believe that this quarter’s results are just the
beginning of athree pronged multi-year sales ramp at CSK stores driven by
improved merchandise availability (with much of the effort representing “low-
hanging fruit”). First, during 4Q ORLY significantly increased inventory levels and
distribution capabilities by fully stocking 79 CSK hub stores with 30K -35K
additional SKUs (in addition to putting all CSK stores back on auto-replenishment).
An additional 41 hubs are expected to be completed in 1Q providing inventory
throughout the non-converted store base. Second, line-by-line inventory reviews are
underway and ORLY will have impacted 80-90% of the merchandise assortment in
non-affected CSK stores by November of this year (when the West Coast DC rollout
begins). Third, four DCs have aready been selected and will be completed by late
spring 2010. The DCs are the final step and bring the supply chain up to ORLY
standards through store systems conversions, better product offerings, and more
frequent deliveries.

Weather Helped But Was Not The Driver. Both AAP and ORLY generated comps
above consensus forecasts and substantial earnings beats. Aswe indicated in our 1/22
note “Just Gettin’ Started,” both AAP and ORLY had high exposure to the most
extreme weather states in December with 34% and 23% of stores, respectively. We
estimate that at most 100 bps of comp were driven by weather. Thus, even without
that benefit, comps would have exceeded our forecasts.

Secular Tailwinds Continueto Strengthen. We continue to believe that the secular
tailwind of an aging vehicle fleet remains strong and is, in fact, building. As
indicated in the same note, average vehicle age isrising a projected 40 bps from 2007
to 2010. The last time that we experienced such an increase retail sales at auto parts
stores surged 400 bps over the same four-year period.
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Table 1: Average Light Vehicle Age vs. Auto Parts Retail Sales Growth
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Source: J.P. Morgan estimates and US Census Bureau.
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Miles Driven Shows Sequential | mprovement; Easy Compares Ahead. In our
view, vehicle age is the primary driver of demand, while miles driven actsas a
governor/accelerator from the baseline trend. As reported on Thursday, miles driven
showed significant sequential improvement in December with this metric down only
1.6% Y QY, better than the 5.4% decline in November and the best showing since
April 2008. Importantly, December represents the first “ easy comp” where miles
driven were down on a Y QY basisin the prior year. Compares continue to ease as we

head toward the summer.
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Table 2: Gas Prices vs. Miles Driven
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Investment Thesis and Valuation

Raising Dec 2009 Price Target to $39 from $36

We maintain our Overweight rating on O’ Reilly. Our rating is based on: (1) the
company’ s focus on the DIFM market (at least 50% of core ORLY sales) and our
view that average vehicle age is rising and demand should manifest itself at an
increasing rate over the coming two years; (2) the low-hanging fruit from adding
product to under-inventoried CSK locations, while improving its price positioning;
(3) the expected synergies from the CSK integration; and (4) the strength of the
management team. Taken together, we see the potential for relatively consistent EPS
upside over the coming 10 months.



Christopher Horvers, CFA
(1-212) 622-1316
christopher.horvers@jpmorgan.com

North America Equity Research JPMorgan

20 February 2009

Valuation Matrix

2008 2009E 2010E

EPS $1.64 $2.00 $2.45
PE 20.0x 16.4x 13.4x
Hist Avg 17.0x 16.0x
Relative PE 1.3x 1.3x
Hist Avg Relative Pe 1.2x 1.1x
EBITDA $424.8 $635.4 $7415
EV/EBITDA 12.1x 8.1x 6.9x
Hist Avg 9.5x 8.4x
Price Target $39.00

PE 19.5x 15.9x
EV/EBITDA 9.4x 8.1x
Upside/Downside 19%

Source: Factset and J.P. Morgan estimates.

Our Dec 2009 pricetarget of $39 (representing 19% upside and increased from
$36 previoudly) is based on ~16x P/E and ~8x EV/EBITDA using our 2010
forecasts. These multiples arein-line with its historic FY 2 averages. Given the
relative strength of the sector vs. other aspects of retail and the market, we believe
that this represents afair valuation (in spite of most companies not trading in-line
with their respective averages). Moreover, we view the CSK acquisition as
transformational. This target represents 19% upside from current levels.

Earnings Review

e ORLY reported 4Q08 EPS of $0.37 vs. $0.35 last year. Thisis above our estimate
of $0.31 and consensus of $0.30.

e Total revenuesincreased 84.5% to $1.11B vs. $604.3MM last year and above our
estimate for a 73.7% increase. Same-store sales rose 4.0% vs. our estimate of
0.7%.

e By segment, the core ORLY comps increased 6.2% vs. 3.0%E, while CSK same-
store sales increased 0.8% vs. (2.8%)E (the first positive comp since 3Q05).

e The consolidated gross margin expanded 150 bps Y QY to 46.2% vs. 46.5%E
driven by the influx of higher-margin CSK sales, which are driven by a higher
mix of DIY sales and market-specific conditions, partially offset by adjusting
CSK prices to more competitive levels.

e Operating expenses de-levered 370 bpsto 37.9% vs. 39.3%E driven by the
addition of the CSK store base, which has a higher expense structure.

e Thegross margin expansion and higher operating expense ratio yielded a 220 bp
decline to 8.3%, but was 90 bps higher than our 7.2% forecast.

e Converted stores comp trends:

Four stores converted 16 weeks ago comped 14.9%.

Eleven stores converted 15 weeks ago comped 17.3%.
Nineteen stores converted 14 weeks ago comped 16.4%.
Twenty-seven stores converted 13 weeks ago comped 12.2%.

O 0O OO0
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Balance sheet & other items

Cash and cash equivalents decreased 34% to $31.3MM, while debt to capital
increased to 24% vs. 6% last year.

Total inventory rose 78.1% to $1.57B vs. $881.8MM on ayear-over-year basis,
compared to atotal top-line increase of 84.5%. LTM inventory turns fell to 1.20x
vs. 1.65x last year and inventory per storeincreased by 30.4% vs. last year.

For 4Q, capital expenditures totaled approximately $81.5MM in 4Q08 vs.
$63.0MM last year.

During 4Q, the company opened 27 net new stores, converted 51 CSK storesto
ORLY, and merged 19 CSK stores. In total, the combined store count was 3,285
(including 150 net, new core ORLY stores).

ORLY plansto open an additionally 150 new storesin 2009.

The company’s Lubbock distribution center opened in November. Also, the work
to convert the CSK Detroit DC is going well and the new systems are scheduled
to go livein late April. Finally, the Greensboro, North Carolina DC is expected to
open in May of 2009.

Risks to Our Rating

Further deterioration in the macro environment. If the economy worsens
significantly from here, consumer spending may continue to weaken and an
extended delay of vehicle maintenance could occur, thereby impacting comp
expectations. A better economy would provide an environment that would make
ORLY’sintegration easier to execute.

Gaspricesand consumer spending. Any reacceleration in gas prices could
cause an incremental leg down in miles driven, which isamajor factor in demand
determination.

CSK integration islengthy and requir es significant supply chain
investments. With the sheer size of the CSK integration (now 40% of revenues),
different business models, and significant supply chain and systems changes, we
believe that thisis not an easy deal for ORLY . The lack of visibility into synergy
timing coupled with a challenging macro environment heighten execution risk.
Indeed, one of the reasons that there is not abig supply chain synergy opportunity
isthat ORLY must invest to improve inventory levelsin the CSK locations not in
reach of an ORLY distribution center. The company is closing the Minnesota
CSK DC in June of next year. But, it needs to expand the remaining three, while
building 3-4 more on the West Coast.

Turnaroundsare not linear. The nature of the CSK integration could cause
volatility to near-term earnings results.
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Analyst Certification:

The research analyst(s) denoted by an “AC” on the cover of this report certifies (or, where multiple research analysts are primarily
responsible for this report, the research analyst denoted by an “AC” on the cover or within the document individually certifies, with
respect to each security or issuer that the research analyst coversin this research) that: (1) all of the views expressed in this report
accurately reflect his or her personal views about any and all of the subject securities or issuers; and (2) no part of any of the research
analyst’s compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by the
research analyst(s) in this report.

Important Disclosures

e Market Maker: JPMSI makes a market in the stock of O'Reilly Automotive.

e Lead or Co-manager: JPMSI or its affiliates acted as lead or co-manager in a public offering of equity and/or debt securities for
O'Reilly Automotive within the past 12 months.

e Client of the Firm: Advance Auto Parts, Inc. is or wasin the past 12 months a client of JPMSI. O'Reilly Automotive is or wasin the
past 12 months a client of JPMSI; during the past 12 months, JPMSI provided to the company investment banking services and non-
securities-related services.

e Investment Banking (past 12 months): JPMSI or its affiliates received in the past 12 months compensation for investment banking
services from O'Reilly Automotive.

e Investment Banking (next 3 months): JPMSI or its affiliates expect to receive, or intend to seek, compensation for investment
banking services in the next three months from Advance Auto Parts, Inc., O'Reilly Automotive.

e Non-Investment Banking Compensation: An affiliate of JIPM S| has received compensation in the past 12 months for products or
services other than investment banking from Advance Auto Parts, Inc., O'Reilly Automotive.

Advance Auto Parts, Inc. (AAP) Price Chart
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Source: Reuters and J.P. Morgan; price data adjusted for stock splits and dividends.

Break in coverage Mar 16, 2004 - Oct 30, 2006. This chart shows J.P. Morgan's continuing coverage of this stock; the
current analyst may or may not have covered it over the entire period.

J.P. Morgan ratings: OW = Overweight, N = Neutral, UW = Underweight.
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Source: Reuters and J.P. Morgan; price data adjusted for stock splits and dividends.

Initiated coverage Oct 30, 2006. This chart shows J.P. Morgan's continuing coverage of this stock; the current analyst
may or may not have covered it over the entire period.

J.P. Morgan ratings: OW = Overweight, N = Neutral, UW = Underweight.

Explanation of Equity Resear ch Ratings and Analyst(s) Coverage Univer se:

J.P. Morgan uses the following rating system: Overweight [Over the next six to twelve months, we expect this stock will outperform the
average total return of the stocksin the analyst’s (or the analyst'steam’s) coverage universe.] Neutral [Over the next six to twelve
months, we expect this stock will perform in line with the average total return of the stocksin the analyst’s (or the analyst’steam’s)
coverage universe.] Underweight [Over the next six to twelve months, we expect this stock will underperform the average total return of
the stocksin the analyst’s (or the analyst’ s team'’s) coverage universe.] The analyst or analyst’s team’s coverage universe is the sector
and/or country shown on the cover of each publication. See below for the specific stocksin the certifying analyst(s) coverage universe.

Coverage Universe: Christopher Horvers, CFA: Advance Auto Parts, Inc. (AAP), AutoZone, Inc. (AZO), Bed Bath &
Beyond (BBBY), Best Buy (BBY), Cabelas Inc. (CAB), Circuit City Stores (CCTY Q), Dick's Sporting Goods (DK S),
Hibbett Sports, Inc. (HIBB), Lowe's Companies, Inc. (LOW), O'Reilly Automotive (ORLY), Office Depot (ODP),
OfficeMax Inc. (OMX), PetSmart, Inc. (PETM), RadioShack (RSH), Staples (SPLS), The Home Depot (HD), Williams-
Sonoma, Inc. (WSM)

J.P. Morgan Equity Research Ratings Distribution, as of December 31, 2008
Overweight Neutral  Underweight

(buy) (hold) (sdll)

JPM Global Equity Research Coverage 38% 44% 18%
IB clients* 54% 52% 43%
JPMSI Equity Research Coverage 37% 49% 14%
IB clients* 76% 71% 62%

*Percentage of investment banking clientsin each rating category.
For purposes only of NASD/NY SE ratings distribution rules, our Overweight rating falls into a buy rating category; our Neutral rating fallsinto a hold
rating category; and our Underweight rating fallsinto a sell rating category.

Valuation and Risks: Please see the most recent company-specific research report for an analysis of valuation methodology and risks on
any securities recommended herein. Research is available at http://www.morganmarkets.com , or you can contact the analyst named on
the front of this note or your J.P. Morgan representative.

Analysts Compensation: The equity research analysts responsible for the preparation of this report receive compensation based upon
various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall firm revenues, which
include revenues from, among other business units, Institutional Equities and Investment Banking.
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