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Costco
Costco operates a chain of membership-only warehouse clubs. It is an extremely
disciplined retailer.
The company does not make much money on product sales. After marking up the
products by no more than 15%, and paying for employees and warehouse costs, Costco
comes out about breakeven.
This virtually guarantees the lowest price for customers but it also means that Costco
will never make money.
But there is a catch!
To access Costco’s low prices, customers must pay $60 annually to become a “member.”
By the way, you can still shop on Amazon without being an Amazon Prime member.

Here is the Costco model:
• Costco charges low prices for its products
• Low prices attract more members
• More members drive more sales
• More sales gives Costco greater leverage with suppliers
• Costco gets lower prices from suppliers
• Costco passes on the savings to customers and invests in higher-quality products
• Better and cheaper products increase the value of a Costco membership

1

Customers Win

Receive more than $60 (cost of membership) worth of savings each year

Employees Win

Highest wages and best benefits in the industry

Shareholders Win

Significantly outperformed the S&P 500

Costco Wins

Membership fees fall directly to Costco’s bottom line

Here is Costco’s income statement:

Notice how Membership Fees practically matches Net Income. In other words, Costco’s
Membership Fees is pure profit.
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Since Costco does not need to make a profit on merchandise, it can live on margins that
would starve other retailers. In fact, it has lower gross and net margins than Walmart
and Target.
And that is the beauty of the Costco model.
Valeant
Now let us contrast Costco’s business model with that of Valeant Pharmaceuticals when
it was under the leadership of Mike Pearson.
Pearson was a former McKinsey consultant who was loved by Wall Street for his
extraordinary track record of rolling up pharma companies – from 2008 to 2015 the
stock appreciated 45x (!!!)

However, his strategy was seriously flawed.
Under Pearson, Valeant relied on gamesmanship and aggressive accounting to run up its
value. The playbook was:
1.
2.
3.
4.

Borrow money to acquire pharma companies
Slash their R&D
Jack up prices of lifesaving drugs to offset volume declines
Rinse and repeat

A high-debt load and a couple other events pretty much destroyed the company.

3

By the way, there is a huge difference when pharma companies raise the price of
lifesaving drugs vs. when Hershey’s raises the price of chocolates – chocolates does not
save lives.
Lessons
Over the past few years, I have seen many companies implode. The common theme was
usually high levels of debt or a win-lose business model.
My advice is to be careful when investing in businesses with great economics but whose
business extracts value from its customers. In the short run, the stock will go up but
over the long-term, I am skeptical that this value will last.
Also, in my experience, it is rare to find frauds at companies with little or no debt.
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Here are some industries that I think have a parasitic relationship with customers:
•
•
•
•
•
•

Multi-level marketing
Payday lenders
Pharma companies selling branded drugs at multiples of the generic
Lottery
Casinos
Tobacco

Checklist questions
1. Does this company add value or take value from the system?
2. Does this product provide an attractive value proposition for the end-customer?
3. Is this company at the center of economic activity or at the margin? Can
humanity do without it? Does this company make society better or worse?
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