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Costco Wholesale Corporation 

NYSE: COST 

Analyst: 

Sector:  

Ryan Burke 

Consumer Staple 

SHORT   Price Target: $123.82 

Key Statistics as of 11/18/2015  Thesis Points: 

Market Price: 

Industry:  

Market Cap: 

52-Week Range: 

Beta: 

$ 161.25 

Electronic Equipment 

$70.53B 

$117.03-161.40 

0.7886 

  

 Historical sales and growth will be difficult to 

sustain 

 New club openings in existing markets can lead 

to cannibalization of sales 

 Encroaching Ecommerce services will lead to 

deterioration of growth 

 Inherently low margins and resistance to 

reduce employee expenses will make 

profitability growth difficult 

  

Company Description:   

Costco Wholesale Corporation operates an international chain of membership warehouses, mainly under the "Costco 

Wholesale" name, that carry quality, brand name merchandise at substantially lower prices than are typically found at 

conventional wholesale or retail sources. The warehouses are designed to help small-to-medium-sized businesses reduce 

costs in purchasing for resale and for everyday business use. Individuals may also purchase for their personal 

needs. Costco's warehouses present one of the largest and most exclusive product category selections to be found under a 

single roof. Categories include groceries, candy, appliances, television and media, automotive supplies, tires, toys, 

hardware, sporting goods, jewelry, watches, cameras, books, housewares, apparel, health and beauty aids, tobacco, 

furniture, office supplies and office equipment. Costco is known for carrying top quality national and regional brands, 

with 100% satisfaction guaranteed, at prices consistently below traditional wholesale or retail outlets. 



Siena Market Line 
4th week of November 2015 

 

 2 

Thesis 

According to the founder of Costco, Jim Sinegal, the 

five core values of Costco are 

1. Obey the Law 

2. Take care of members 

3. Take care of employees 

4. Respect suppliers 

5. Reward Shareholders 

 

These core values, although ethical and admirable, are 

not optimized to maximize shareholder value. 

Historically speaking, Costco’s business model has 

proven successful; however, the company is 

fundamentally overvalued. The structure of their 

income statement is sensitive to operating expenses, 

which will inevitably increase over the next several 

years as they remodel their stores and build an online 

presence, which will diminish profitability, growth, and 

value. 

Costco’s commitment to low prices, thin margins, 

handsomely compensated employees, and prospective 

remodeling plans will make cutting expenses and 

raising profitability difficult. Costco’s competitive 

advantage is selling its members everyday home goods 

and a number of big ticket items at steep discounts for 

an annual membership fee. The profit margin on their 

goods and services is quoted to never exceeding 15% 

which compared to the 30%-50% margins of 

traditional supermarkets and retailers is very small. 

Approximately 75% of Costco operating profits come 

from annual membership fees, which makes 

profitability and shareholder value highly dependent on 

an annual increase of memberships. Costco is an 

enormous wholesaler in the United States, as of 

September 2015, they have nearly 80 million members. 

If Costco opens new warehouses in existing markets 

they will risk cannibalization. In the long term, the 

evolving shopping environment may lead to 

deteriorating growth for Costco as consumers 

increasingly choose alternative channels such as 

Ecommerce, especially if Amazon invests heavily in its 

Pantry concept. 

 

 

Porter’s 5 Forces 

Bargaining Power of Suppliers - High 

Costco averages a mere 3,800 stock-keeping units per 

club, versus more than an average of 60,000 SKU’s at 

most mass-merchant Superstores. This makes the 

products they choose selective and bids highly 

competitive. With 674 warehouses globally, Costco 

wields nearly as much bargaining power as Wal-Mart. 

 

Bargaining Power of Customers – Low 

Costco’s competitive advantage is that it offers the 

high quality products at prices consumers cannot get 

anywhere else. 

 

Threat of Substitutes - High  

Despite owning approximately half of the wholesale 

market cap, there are a multitude of channels 

consumers can buy the same products that Costco 

sells. 

 

Threat of new Entrants – High  

As Ecommerce grows, Costco may find itself 

competing with wholesalers online with smaller 

expenses and no membership fees. 

Threat of Substitute products or Services - High 

Costco’s relatively small selection of goods provided in 

each warehouse leaves room for countless alternative 

bargain products available elsewhere for consumers to 

choose. 

 

International Growth 

Due to the ubiquity of Costco Wholesalers in the 

United States, the introduction of new clubs in existing 

markets risks sales cannibalization. Costco addresses 

this by stating that their growth prospects exist 

internationally. 

Costco's membership renewal rates stand at about 90% 

in the U.S. and Canada; however, on a global basis, 

renewal rates stand at about 86%, which indicates that 

attrition rates are higher at the international operating 

segment. Therefore, a larger proportion of sales from 

international warehouses could drag overall renewal 

rates lower. 

This may be indicative of cultural preference. The 

American consumer enjoys buying in great bulk at 

steep discounts, however this notion may not be as 

popular in different cultures, which could result in 

lower total sales per customer per visit in international 

markets. This would result in underachieving the 

forecasted growth that is factored into current market 

valuation. 

Foreign currency volatility and commodity cost 

pressures can challenge Costco's business, especially 

during times of economic weakness. 
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Long Term Membership Growth 

Long term membership growth rates are a risk to 

Costco’s future cash flows. 

 Long term membership growth rates slow materially 

or turn negative over time for Costco. An example that 

illustrates why membership attrition occurs is the 

family paradigm. Families with children compose a 

large portion of Costco memberships. Although paying 

an annual membership may have value when parents 

are supporting a number of children, as the children 

get older and move out of the house, the annual 

membership costs may not be worth  holding onto as 

the parents have to support less people. Therefore, 

Costco members drop their membership over time. 

 

Ecommerce Risk 

Ecommerce is a key business risk for Costco. As the 

consumer environment progresses towards an online 

shopping experience, Costco may find itself in a 

corner. Costco’s austere, bare bones business model 

with limited store selection is not the type of 

framework that can support a booming Ecommerce 

website. If Costco chooses to invest in an Ecommerce 

platform it would incur additional operating expenses 

that may not pay off in the long term. If Costco 

ignores the Ecommerce platform and sticks to its 

traditional brick and mortar business strategy, it risks 

losing market share to Ecommerce stores. If Amazon 

decides to invest heavily behind its Pantry concept, the 

competitive environment could become more intense 

for Costco. 

 

Summary 

Costco is an overvalued company. The present market 

valuation of Costco factors in an increased growth rate 

over the next five years and stable operating expenses.  

Sustaining the historical growth for Costco will be 

difficult due of the risks involved with cannibalization 

domestically and long term retention rates abroad. 

Additionally, the risks of building up their Ecommerce 

platform will incur additional operating expenses that 

will hurt profitability. Ecommerce will inevitably eat 

away at some of Costco’s market share. To maintain 

profitability, Costco has the option of increasing 

margins, however, their competitive advantage exists in 

their low margins. If their margins are raised they will 

lose their competitive advantage and destroy value by 

potentially losing members. If Costco performs at 

status quo, they will incur additional operating 

expenses in the years ahead and lose value.  
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