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What’s New? 

• 4Q earnings show a continuation of solid fundamental performance 
 
Why Buy Costco? 

• High-quality growth stock with 15% total return potential to our $175 price target. 
• We believe that Costco's financial strength and ability to deliver extreme values are key 

differentiators as shoppers remain very value conscious.  
• Our analysis of core operations suggests that execution of the business plan remains excellent, 

with strong traffic and membership renewals. 
 
Our Analysis 

• Over 70% of the company's FY16 operating income came from membership fees. This revenue 
stream adds stability to earnings, which stands out in the volatile retail sector.  

• Company's constant effort to deliver low prices keeps it relevant at a time when shoppers are 
looking for online bargains.  

o The fact that more than 50% of sales come from food and sundries also makes Costco 
less vulnerable to internet competition.  

o Sales of fuel are also insulated from internet competition. 
 Costco's low gasoline prices help to drive store traffic and reinforce the value of 

membership.  
• Strong traffic and business renewals in North America illustrate the importance of Costco to 

paying members. 
 
 
 
 
 



Key Takeaways From 4Q Release 
• On September 30, Costco reported EPS of $1.77 for the 16-week fiscal fourth quarter ended 

August 28, up 2% from $1.73 in the prior-year period.  
o Fourth-quarter EPS beat the Bloomberg consensus of $1.73, but came in slightly lower 

than our estimate of $1.79. 
• Earnings were negatively impacted by foreign exchange by about $0.03 per share, lower 

gasoline profitability by approximately $0.04, information technology upgrades of about $0.02.  
o Costco got a benefit of about $0.02 per share because of a LIFO accounting credit as a 

result of product deflation. The company also benefited from a lower-than-normal tax 
rate that was, nevertheless, slightly higher than a year ago. 

• Comparable-store sales were flat in 4Q, with U.S. comps down 1%, Canadian comps up 2% and 
Other International comps down 2%. 

o U.S. comps increased 2%, excluding gasoline deflation.  
o Weaker foreign-exchange rates relative to the dollar were a notable drag on 

international results.  
o Excluding currency effects, Canadian comp sales were up a very strong 5%. 
o Other International comps were up 1%.  
o The 3% adjusted comp for the full company was a strong performance that illustrates 

the underlying strength of the business. 
 
Our Focus 

• In the fourth quarter, the frequency of customer visits was up 2.5%, which we regard as a strong 
showing. 

o  Aggregate mall traffic has declined at a mid-single-digit rate or faster according to some 
industry sources.  

o We have queried the company about a slide in traffic from 4% to the current level.  
 The company is lapping strong numbers.  
 We have heard that in some markets - particularly some places in California - 

the gas pumps are in nearly constant use with lines for much of the day.  
 The company is working on initiatives to make it faster to shop.  
 They are also working on merchandising to drive visits. 
 Continuing their success in driving growth in membership.  
 A positive implication is that there may be enough capacity to operate even 

more clubs. 
• The business renewal rate in North America remained in record territory at approximately 

94.4% in 4Q16.  
o This strikes us as an extraordinary performance especially with the credit card transition 

which crimps the company's ability to do automatic renewals on customers who didn't 
immediately switch to the new credit card. 

 
Internet Competition 

• Believe the warehouse clubs are relatively insulated from internet competition:  
o Have already embraced low price/low margin model. 
o High-bulk, low-price, low-margin products don’t attract as much competition. 
o Replicating logistics is expensive, capital intensive. 
o Managing high percentage of food/perishables requires a lot of skill. 

 



A Final Factor 
• One of the only U.S. retailers with a successful international model. 

 
Challenges 

• Deflation in meat and produce. 
• Some wage pressure. 
• Volatility in gasoline prices. 
• Currency fluctuations. 

 
Conclusion 

• A stock to Buy. 
• Rare retailer that is relevant to its customers. 
• Membership fees are a substantial differentiator. 

o High renewals. 
• Underlying comp dynamics are solid. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 
 
DISCLAIMER 
This Note reflects the current thinking of an Argus analyst anticipating or responding to corporate 
earnings reports or other news relevant to covered companies. This Note may be an initial, real-time 
response to developments that are expected to impact stocks under coverage; as such, it does not 
imply that the information in it is correct as of any time after its preparation or that there has been no 
change in the business, financial condition, prospects, creditworthiness or status of a covered 
company. The views or opinions expressed in this Note are subject to change pending further analysis. 
This Note is produced and copyrighted by Argus, and any unauthorized use, duplication, redistribution 
or disclosure is prohibited by law and can result in prosecution. The opinions and information 
contained herein have been obtained or derived from sources believed to be reliable, but Argus 
makes no representation as to their timeliness, accuracy or completeness or for their fitness for any 
particular purpose. This Note is not an offer to sell or a solicitation of an offer to buy any security. The 
information presented in this Note is for general information only and does not specifically address 
individual investment objectives, financial situations or the particular needs of any specific person 
who may receive this Note. Investing in any security or investment strategies discussed may not be 
suitable for you and it is recommended that you consult an independent investment advisor. Nothing 
in this Note constitutes individual investment, legal or tax advice. Argus may issue or may have issued 
other reports that are inconsistent with or may reach different conclusions and opinions than those 
represented in this Note, and all opinions are reflective of judgments made on the original date of 
publication. Those reports may reflect the different assumptions, views and analytical methods of the 
analysts who prepared them and Argus is under no obligation to ensure that other reports are 
brought to the attention of any recipient of this Note or to update or keep current the information 
contained in other reports so that such information is consistent with, or not contrary to, the 
information contained in this Note. Argus Research is an independent investment research provider 
and is not a member of the FINRA or the SIPC. Argus Research is not a registered broker dealer and 
does not have investment banking operations. None of our research is attributable to Argus Investors’ 
Counsel, a registered investment adviser and the asset management arm of Argus Research. Argus 
shall accept no liability for any loss arising from the use of this report, nor shall Argus treat all 
recipients of this report as customers simply by virtue of their receipt of this material. Investments 
involve risk and an investor may incur either profits or losses. Past performance should not be taken 
as an indication or guarantee of future performance. Argus has provided independent research since 
1934. Argus officers, employees, agents and/or affiliates may have positions in stocks discussed in this 
report. No Argus officers, employees, agents and/or affiliates may serve as officers or directors of 
covered companies, or may own more than one percent of a covered company’s stock. 
 
 


