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Intrinsic Value: $271.53 

Executive Summary 

Costco Wholesale Corporation is a mature value company and has demonstrated increasing revenues and 
profits in the past several years. Through the expansion of stores into new territories and a recent partnership 
with Instacart, Costco seeks to yield financial growth and desirability from consumers. Based on the economy 
being in the late growth stage, a mature company like Costco would be a sound investment to hedge against 
economic downturn. With positive projected growth over the next several years, Costco will expand its grocery 
delivery service and use its competitive advantage with memberships to capitalize on sales of inelastic goods 
like food and gasoline. In addition, Costco is excited to launch its first location in China, with the opening of a 
store in Shanghai in Spring 2019 to compete with Sam’s Club.  

 
Costco Wholesale Corporation (COST) - Financial Statements      
    2018 2017 2016 2015 2014 
Summary Information 
Ticker: COST  Summary Financials:      
Current Price: 236.71  Revenue (in thousands)          141,576,000           129,025,000           118,719,000           116,199,000           112,640,000  
Shares Out: 438.21M  Growth 9.7% 8.7% 2.2% 3.2% 7.1% 
Market Cap: 105.34B  Gross Profit (in thousands)            18,424,000             17,143,000             15,818,000             15,134,000             14,182,000  
   Gross Margin 13.0% 13.3% 13.3% 13.0% 12.6% 
52 Week high: 245.16  Operating Profit (in thousands)              4,480,000               4,111,000               3,672,000               3,624,000               3,220,000  
52 Week low: 166.02  Operating Margin 3.2% 3.2% 3.1% 3.1% 2.9% 
Dividend Yield: 0.90%  EPS 7.09 6.08 5.33 5.37 4.65 

   Growth 16.6% 14.1% -0.7% 15.5% 0.4% 
         

   EBITDA (in thousands)              5,917,000               5,481,000               4,927,000               4,751,000               4,249,000  
   P/E 33.34 25.56 28.59 24.3 23.18 
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Company Overview 

Costco Wholesale Corporation (Ticker: COST) certainly has a strong presence in the Warehouse Clubs & Supercenter 
industry (NAICS: 45291) with a market share of 18.8%. Not only is Costco the largest membership-only retailer in the 
U.S., but they have expanded their private-label brand, Kirkland Signature, to sell a myriad of goods including soaps, 
clothing, and alcohols.  The membership structure allows Costco to build a loyal customer base and solidify a recurring 
revenue stream of memberships. In 2017, renewal rates were strong at 90% in the United States, and they generated 
$129 billion in revenues.  

A strong incentive for Costco has been their new partnership with Visa and Citigroup Inc. in June 2016, which gave more 
favorable terms to Costco and provided members with higher cashback rewards. Costco Wholesale Corporation 
currently has over 700 stores and plans to continue expanding internationally and within the United States. Another 
area that demonstrates Costco’s competitive advantage is through its store structure and economies of scale. Costco is 
exceptional with cost efficiency; they minimize operating costs to allow for low markups. Store floors are made of 
concrete, product is situated on metal shelving, and their inventory is narrow with stock-keeping units to maximize bulk 
value. The limitation of SKUs has increased buying power, and many suppliers must bid for shelf space, which drives 
down prices. Additionally, Costco has become more desirable for one-stop shopping since Costco has added auto 
services, optometry services, jewelry, insurance, a photo center, gas, and liquor products.  

Economies of scales have also given Costco an advantageous position over other grocers and warehouses. Costco spends 
less and is able to charge lower prices than just about everybody else. As a result, Costco shoppers have become so 
convinced of the low prices that they are willing to pay for the privilege of entering the store. Costco has even found 
efficiencies in employment. The average Costco worker receives competitive wages, health benefits, vacation time, and 
a 401(k) match. Employee turnover is an exorbitant cost to any business, and Costco recognizes that treating employees 
with decent compensation leads to higher productivity and lower levels of attrition.  
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Porter’s 5 Forces 

Buyer Power 
Consumers have moderate bargaining power as customers can choose to shop at a variety of grocers and warehouses 
like Walmart, Sam’s Club, etc. In addition, if customers feel that they are not receiving the best value from Costco, it 
might be an easier choice for them to leave since they have to pay a premium to enter the store. However, Costco’s cost 
leadership and membership structure has created a loyal customer base that competitors cannot match.  
 
Supplier Power 
Costco suppliers have relatively low levels of power. Costco holds a limited number of SKUs, which means that suppliers 
often have to bid for shelf space. In addition, Costco has achieved remarkable vertical integration through Kirkland 
Signature. Its private label is able to sell at lower costs than most brand names and returns higher profit margins.  
 
Threat of New Entrants 
The threat of new entrants is somewhat low, as firms like Costco have reached extraordinary levels of economies of 
scale. Costco has a sublime supply chain model with efficiencies in operating costs, procurement, and distribution. It 
would be extremely difficult for a competitor to scale to the size and efficiency of Costco. 
 
Threat of Substitutes 
The threat of substitutes is relatively high for Costco. While Costco has the Kirkland Signature line, this private label is 
more of a cost leadership strategy rather than a product differentiation strategy. Because Costco is a wholesaler, there is 
little to no differentiation in products.  
 
Competition 
Competition for Costco is high in the warehouse/grocer industry. Walmart (with Sam’s Club) holds a significant portion 
of the market share, and Costco has to compete with other strong competitors like Target, Kroger, Amazon and other 
warehouses/grocers. Costco relies on its competitive advantages in order to remain the largest membership-only 
retailer in the nation.  
 

Catalysts 

Catalyst 1:  

Costco’s 2017 annual report indicated that the company has increased $1.2 billion dollars in the cash flows. Instead of 
doing tremendous acquisitions, Costco executive team utilizes free cash flows on organic growth, such as 
“CostcoGrocery” and global expansion. “CostcoGrocery” is a delivery service to ship customers’ orders. Costco has a 
partnership with Instacart, a startup delivery company, to ship customers’ orders to their indicated locations. Currently, 
there are 441 out of 761 Costco stores have “CostcoGrocery” service available. If Costco can expand the service to a 
domestic level, then more revenues will be gained. In addition, the service is not only open to the Costco members, but 
also customers without memberships. The scope of the business has expanded to the non-member customers, which is 
a potential gain for the company as well. 
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Catalyst 2: 

Globally speaking, Costco is expanding its business all around the world. By August 2018, Costco had 761 warehouses 
worldwide with over 200 warehouse stores outside the U.S. These include 100 locations in Canada, Mexico 39, United 
Kingdom 28, Japan 26, Taiwan 13, South Korea 14, Australia 10, Spain 2, Iceland 1, and France 1. On top of all the 
countries Costco has spread to, it is going to enter into the largest market in the world, China. Costco is constructing the 
first Chinese big-box outlet in Shanghai, China, which is scheduled to open in April 2019. One of the competitors, Sam’s 
Club, has performed exceptionally well in the Chinese market and it is planning to have more Sam’s Club stores in China.  

Moreover, Costco’s entrance will be not extremely hard because Chinese customers already knew about the brand. Back 
in 2014, Costco has partially entered into the Chinese market by working with Alibaba, the giant e-commerce company 
in China. Costco has been selling products on Tmall Store, one of Alibaba’s platforms. By doing so, Costco has been 
learning the purchasing habits and preferences of Chinese customers, which provides enough information when it sets 
up physical stores in China. Unlike Home Depot, who was forced to exit out of the Chinese market, Costco wants to learn 
the customers and gather enough information before officially entering into the Chinese market.  
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Catalyst 3: 

Costco has a strong brand power. Kirkland signature is Costco’s private label where customers can only buy it in Costco. 
In fact, many customers chose to become Costco’s members because of the great quality and reasonable price of 
Kirkland. With its own brand and supply chain, Costco will be able to survive even if they lost a supplier or two. In 
addition, even under an economic recession, consumers would still need to purchase everyday products to maintain 
their life qualities. Therefore, with unique brand and reasonable price, it is extraordinarily hard for Costco to lose sale 
revenues.  

 
 

Valuation, Recommendation, & Risks 

With steady growth of business and strategic priorities, Costco’s stock price has increased roughly 28% for the past year. 
In Costco’s financial statements, revenue growth is roughly about 10% every year, which is more than 10 billion dollars. 
Instacart and global expansion will help Costco to gain more revenue year by year. We strongly believe that Costco will 
be a good buy for SMIF’s portfolio.  

Risk 1: Competitiveness in the Chinese Market 

When Costco enters into the Chinese market, one of the most essential risks will be Sam’s Club. Sam’s Club has been 
operating in China ever since from 1996. When Sam’s Club came to the Chinese market, there was no wholesales 
competitors in China. Currently, Walmart has 800 members-only stores worldwide; four of the top ten are in China. The 
No.1 Sam’s Club is in Shenzhen, China. In addition, in the beginning of 2018, the President of Sam’s Club China, Andrew 
Miles, has said that Sam’s Club plans to have 40 outlets from 19 now by 2020 in China. Sam’s Club has expressed the 
absolute confidence of dominating the Chinese wholesale market. After launching the online business in China, Sam’s 
Club has seen a 300 percent growth since 2016. Since Sam’s Club has been around for over a decade in China, it might 
be hard for Costco to take a huge share of the Chinese market.  

Risk 2: Political Tension 

The political tension between China and the United States can be a timebomb. The tariff might force Costco to increase 
the price of its products, which might push Chinese customers away. Without price advantage, Costco might lose a lot of 
Chinese customers. They might end up shopping in other competitors. Nevertheless, if tariff happens to be a problem, 
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Costco will not be the only one that takes the impact, Sam’s Club and all the other American stores that are in China, will 
take the impact as well.  

 
 Disclosure

This report is provided for information only and is not an offer or a solicitation to deal in securities or to 
enter into any legal relations, nor an advice or a recommendation with respect to such securities. This 
report is prepared for general circulation. It does not have regard to the specific investment objectives, 
financial situation and the particular needs of any recipient hereof. You should independently evaluate 
particular investments and consult an independent financial adviser before dealing in any securities 
mentioned in this report.  

The information or views in the report (“Information”) has been obtained or derived from sources 
believed by SMIF to be reliable. However, SMIF makes no representation as to the accuracy or 
completeness of such sources or the Information and SMIF accepts no liability whatsoever for any loss 
or damage arising from the use of or reliance on the Information.  SMIF and its connected persons may 
have issued other reports expressing views different from the Information and all views expressed in all 
reports of SMIF and its connected persons are subject to change without notice. SMIF reserves the right 
to act upon or use the Information at any time, including before its publication herein.   

Except as otherwise indicated below, (1) SMIF, its connected persons and its officers and 
representatives may, to the extent permitted by law, transact with, perform or provide broking, 
underwriting, corporate finance-related or other services for or solicit business from, the subject 
corporation(s) referred to in this report; (2) SMIF, its connected persons and its officers and 
representatives may also, to the extent permitted by law, transact with, perform or provide broking or 
other services for or solicit business from, other persons in respect of dealings in the securities referred 
to in this report or other investments related thereto; and (3) the officers, employees and representatives 
of SMIF may also serve on the board of directors. (All of the foregoing is hereafter referred to as the 
“Subject Business”.)  

However, as of the date of this report, neither SMIF nor its representative(s) who produced this report 
(each a “research analyst”), has any proprietary position or material interest in, and SMIF does not 
make any market in, the securities which are recommended in this report.  

Each research analyst of SMIF who produced this report hereby certifies that (1) the views expressed in 
this report accurately reflect his/her personal views about all of the subject corporation(s) and securities 
in this report; (2) the report was produced independently by him/her/them; (3) he/she/they does not 
carry out, whether for himself/herself/their self or on behalf of SMIF or any other person, any of the 
Subject Business involving any of the subject corporation(s) or securities referred to in this report; and 
(4) he/she/they has not received and will not receive any compensation that is directly or indirectly 
related or linked to the recommendations or views expressed in this report or to any sales, trading, 
dealing or corporate finance advisory services or transaction in respect of the securities in this report.  
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Appendix 
Please post your financial statements analyses as well as your DCF model here so that we may see your work. 

Include any additional graphs/charts/tables you think can add to your argument. E.g. Correlation matrix, economic data, 
etc. 
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Terminal  EBITDA at Year 5 9,316         

WACC 8.9%

Exit Enterprise Value / EBITDA 17.2x

Terminal  Va lue at End of Year 5 160,104     

Present Value of Terminal  Va lue  (@ 8.9% WACC) 104,520     

(+) Present Value of Free Cash Flows   (@ 8.9% WACC) 14,008       

(=) Current Enterprise Value

Short Term Debt 7                

(+) Long Term Debt 6,487         

(-) Cash and Marketable Securi ties 7,259         

(-) Current Net Debt (765)          

(-) Current Preferred and Minori ty Interest 304            

(=) Equity Value 118,989     

Shares  outstanding 438            

Estimated Value per Share (USD)

Current Price (USD) 234.14       

Estimated Upside 

Enterprise Value in Millions of USD

Terminal  EBITDA Multiple

1.5x 0.5%

14.2x 15.7x 17.2x 18.7x 20.2x

7.9% 104,716     114,269     123,821     133,374     142,927     

Discount 8.4% 102,470     111,804     121,139     130,473     139,807     

Rate 8.9% 100,283     109,406     118,528     127,650     136,772     

(WACC) 9.4% 98,155       107,071     115,987     124,902     133,818     

9.9% 96,084       104,798     113,513     122,227     130,942     

Value in USD

14.2x 15.7x 17.2x 18.7x 20.2x

7.9% 240.02       261.82       283.61       305.41       327.21       

8.4% 234.89       256.19       277.49       298.79       320.10       

8.9% 229.90       250.72       271.53       292.35       313.17       

9.4% 225.04       245.39       265.74       286.08       306.43       

9.9% 220.32       240.20       260.09       279.98       299.86       

Upside Potential

14.2x 15.7x 17.2x 18.7x 20.2x

7.9% 3% 12% 21% 30% 40%

8.4% 0% 9% 19% 28% 37%

8.9% -2% 7% 16% 25% 34%

9.4% -4% 5% 13% 22% 31%

9.9% -6% 3% 11% 20% 28%

Implied Perpetuity Growth

14.2x 15.7x 17.2x 18.7x 20.2x

7.9% 4.0% 4.4% 4.7% 4.9% 5.1%

8.4% 4.5% 4.8% 5.1% 5.4% 5.6%

8.9% 5.0% 5.3% 5.6% 5.9% 6.1%

9.4% 5.4% 5.8% 6.1% 6.4% 6.6%

9.9% 5.9% 6.3% 6.6% 6.9% 7.1%

Incremental  change

118,527.7                       

16%

271.53                            

EBITDA Multiple Method - Value per Share

EBITDA Multiple Method - Sensitivity Analysis


