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When growth slows

The great compounding businesses of the world employ various levers to maintain wide moats,
deliver high returns and reinvest capital. At the end of the day, those levers always determine the
three factors central to compounding: growth, returns, and capital allocation (the latter being
impacted by valuation). This is our starting point for evaluating all prospective investments.

Compounders with good (but not great) returns rely more heavily on growth — a point we
highlighted on Ryanair and Tesco some years back. This subtle point is lost on some investors
who, upon seeing a business that has delivered impressive growth unchallenged for decades,
might not fully realise what happens one of those levers gets stuck, as they can do.

And so we turn to, what is in our eyes, one of the world’s best businesses: a $120bn revenue
business which has compounded revenues organically by ¢.10%!* since 19922, via an exceptional
and unique business model with a wide moat, excellent cash generation, 20% returns (i.e. good
but not great) and unmatched customer loyalty among its 81m customer base. Not incidentally,
the stock trades on a punchy 30x PE multiple. The business in question is US retailer Costco.

Here’s the thing: the only way a ¢.20% return on capital compounder that re-invests all operational
leverage back into better customer pricing and who buys back stock on a PE of 30x can raise its
earnings per share is through sales growth. Watch that growth.

Fig.1: Is Costco’s once-inexorable growth finally slowing?
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Source: Costco, Holland Advisors

Let’s be clear up-front — we remain huge fans of the Costco business model and truly appreciate
its innovative business practices and unique culture — we are not trying to be gratuitously
contrarian. Rather, we are highlighting what appear to be early signs of a business slowing and
crucially we are applying our well-worn compounder model to ask — “what happens if growth
slows?.. and, something it seems few are contemplating; “what if this is a period of secular
headwinds for Costco due to better online competition?” It may sound like sacrilege, but
considering the 30x PE multiple, Costco shareholders ought to be open-minded.

! Typically via 5% LFL sales growth + 5% space growth

2 Costco has only experience once year of negative growth since 1992: -1% YoY in 2009!
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Executive summary
1. Costco is a phenomenal business with unigque culture and longstanding track record. It
has been a classic Compounder.

2. We highlight potential early warnings signs of slowing growth and try to engage investors
— without being alarmist — in the uncomfortable discussion of “what if Costco’s growth
is structurally slowing and what that means for its valuation? ”

We highlight some possible ‘red flags’:

o Slowing headline LFLs in recent years (which have been distorted by gasoline
and currency moves at the headline level) have recently been mirrored in clean
LFLs Sales trends now slowing also.

o Annual revenue uplifts from new warehouses (its stores) are noticeably taking
longer than in previous periods.

o Rising group margins in the last 3years (an unusual event for Costco and one that
has conveniently helped slower headline sales not impact earnings-yet).

3. Given its return on capital and today’s valuation, growth is the key lever for Costco’s
future compounding power (and therefore future investor returns). Historical growth has
been comprised, consistently, of circa 5% LFL sales growth + 5% space growth. Today,
we are running well below both of those trends (2% and 3% in August).

4. At the end of the day, even if we are proven overly cautious and LFLs do revert back to
5% pa, due to its scale today, store space is highly unlikely to exceed a 3%-ish
contribution to growth. So at constant margins, a best-case 8-10% compounder still looks
overpriced to us on a 30x PE. If LFLs rebase to say 2-3%, then that’s a whole new ball
game for Mr Market to digest.

5. We also want to raise the question “what if?”” there is a secular threat to Costco’s growth
rate emerging (via e-commerce, changing shopping patterns etc.). This seems to be a
discussion that has yet to be had by investors, but online/offline trends are obvious to see.

A world-class business that is much loved

“its hard to hard to think of people who have done more in my lifetime to change the

world of retailing for good, for added human happiness for the customer” — Charlie Munger
on Costco

First things first, Costco is indeed a phenomenal business. It is a wholesale merchandiser setup
by the famous Sol Price who pioneered its unique retail model as far back as 1976. Costco charges
customers (so-called ‘members’) an annual membership fee and sells bulk merchandise to those
consumers in ‘warehouses’ at effectively wholesale prices (allowing itself a 14% mark-up, “never
more”). The company’s profits are in effect, this membership income (which notably, today,
equate to 70% of group EBIT).
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Disclaimer

This document does not consist of investment research as it has not been prepared in accordance with UK legal
requirements designed to promote the independence of investment research. Therefore even if it contains a research
recommendation it should be treated as a marketing communication and as such will be fair, clear and not misleading
in line with Financial Conduct Authority rules. Holland Advisors is authorised and regulated by the Financial Conduct
Authority. This presentation is intended for institutional investors and high net worth experienced investors who
understand the risks involved with the investment being promoted within this document. This communication should
not be distributed to anyone other than the intended recipients and should not be relied upon by retail clients (as defined
by Financial Conduct Authority). This communication is being supplied to you solely for your information and may
not be reproduced, re-distributed or passed to any other person or published in whole or in part for any purpose. This
communication is provided for information purposes only and should not be regarded as an offer or solicitation to buy
or sell any security or other financial instrument. Any opinions cited in this communication are subject to change
without notice. This communication is not a personal recommendation to you. Holland Advisors takes all reasonable
care to ensure that the information is accurate and complete; however no warranty, representation, or undertaking is
given that it is free from inaccuracies or omissions. This communication is based on and contains current public
information, data, opinions, estimates and projections obtained from sources we believe to be reliable. Past performance
is not necessarily a guide to future performance. The content of this communication may have been disclosed to the
issuer(s) prior to dissemination in order to verify its factual accuracy. Investments in general involve some degree of
risk therefore Prospective Investors should be aware that the value of any investment may rise and fall and you may
get back less than you invested. Value and income may be adversely affected by exchange rates, interest rates and other
factors. The investment discussed in this communication may not be eligible for sale in some states or countries and
may not be suitable for all investors. If you are unsure about the suitability of this investment given your financial
objectives, resources and risk appetite, please contact your financial advisor before taking any further action. This
document is for informational purposes only and should not be regarded as an offer or solicitation to buy the securities
or other instruments mentioned in it. Holland Advisors and/or its officers, directors and employees may have or take
positions in securities or derivatives mentioned in this document (or in any related investment) and may from time to
time dispose of any such securities (or instrument). Holland Advisors manage conflicts of interest in regard to this
communication internally via their compliance procedures.



