


— Costco’s private label beauty bar (or soap) is manufactured by Truescents LLC, manufacturer of
SaVon de-luxe beauty bars. The Kirkland Signature beauty bar has the highest percentage of glycerin (an ingredient found in
skin treatments and high-end luxury soaps) of any soap on the market, according to Spencer Krenke, founder and chief
executive of Truescents. Commenting on the business with Costco, Krenke said, “The last thing they want to discuss is price.
At retail, buyers usually start a conversation wanting to know the price, the margin and the promotional budget you have. But
the Costco buyer doesn't want to discuss price until they know about the [product] quality.”

Six Merchandising Rights

Costco’s buying and merchandising philosophy is based on Sol Price’s six rights of merchandising. A Costco food vendor
said, “Costco has specific things they are looking for. | follow Costco’s blueprint which is the six rights of merchandising.
Along with understanding Costco, their member and their merchandising strategy, | know exactly how to prepare for
meetings.” The six rights of merchandising are dedicated to providing the:

Right Merchandise — high quality brand name and private label items.

Right Place — merchandising standards created to maximize sales, secure product and reduce handling and storage.
Right Time — maintain in-stock positions without being overstocked and transition seasonal merchandise.

Right Quantity — utilize just-in-time principles when ordering merchandise.

Right Condition — merchandise should be packaged, pre-marked and prepared for the club environment.

Right Price — assure low prices through volume buying, expense reduction and low gross margins.
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Low Prices

Costco’s goal is to sell merchandise at the lowest possible price. Costco will not sell any branded item for more than a 14%
gross margin and any private label item for more than a 15% gross margin. To back this up, Costco has reports that notify
executives when this situation occurs so an explanation can be given. When offered rebates and allowances from vendors,
Costco’s philosophy is to reflect those deals in the cost of goods and lower the item’s retail price.

Sinegal said that holding prices down “is part of the faith our customers have in us.” A number of years ago, Costco sold
Calvin Klein jeans for $29.99, which was approximately $20 less expensive than at other retailers. Due to the volume the item
generated, Costco was able to buy the item at a lower cost and reduced the retail price to $22.99 despite the fact that the
jeans would have continued to sell well at $29.99. Sinegal said, “You know what a temptation that is, to keep the price at
$29.99 when you know you could get it?” Sinegal went on to say that the temptation to “get a little more, a little more” is the
reason many retailers are not successful.

Business Members

Costco’s focus on the small business owner started out when it opened its first
location in Seattle, Washington. The company knew that by attracting small
business owners (see picture on the left of a package of toilet seat covers), they
were also attracting wealthy individuals who would want low prices on quality
merchandise.
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S0 250 Count Packages —| In a November 10, 2003 article in Fortune, Jeff Brotman, chairman of the board of
+2500 Covers Per Case - directors at Costco, said, “We understood that small-business owners, as a rule,
* Half, Fold £ | B are the wealthiest people in a community, so they would not only spend significant

; ' ‘ money on their businesses, they’d spend a lot on themselves if you gave them
quality and value. Jim [Sinegal] saw that you had to be just as much a merchant
as Saks Fifth Avenue. You couldn’t entice a wholesale customer with 20-pound
(Costco —Toilet Seat Cover tins of mayonnaise; you had to romance him with consumer goods.”

Reduced Operating Expenses

One of Costco’s goals is to constantly improve club operations as well as search for ways to reduce costs. By reducing
operating costs, Costco is able to pass some of those savings onto members as well as improve overall profits.

— Costco has consistently kept its SKU count around 4,000 to 4,400 items. This enables Costco to
merchandise the majority of its items on full pallets, thus reducing the amount of labor needed to restock those SKUs during
the day. This is especially important as items that need to be pulled down from the steel during business hours require three
employees, one to drive the forklift and two on either side of the aisle to prevent members from entering. Reducing the
number of times employees retrieve inventory from the steel clearly reduces expenses.
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— Another example of Costco’s focus on reducing operating expenses is its employee salary philosophy.
Costco’s salary and benefit program is among the best in the retail industry. Despite the higher up-front cost (salary), in the
long run, Costco saves time and money. Employee productivity increases over time and the company saves money by
avoiding the need to constantly train new employees.

Jim Sinegal, “It's just good business. | mean obviously anyone who is a business person thinks about the importance of
people to their operation. You’ve got to want to get the very best people that you can, and you want to be able to keep them
and provide some job security for them. That's not just altruism, it's good business.” Fred Martels, president of People
Solution Strategies, a Missouri-based consultant, said, “What they're doing is creating a competitive advantage through
people. It lowers costs and increases productivity.”

— Sinegal views advertising as a cost and it has never been part of Costco’s operating strategy. Sinegal said, “If
you advertise, you have to raise the price of the merchandise, it is that simple ... We feel that the most successful type of
advertising is word of mouth. When people are saying good things about you, it is much more important than when you say
them about yourself.”

m — The milk category in the club channel has evolved over the past 15 years. Initially, Costco sold milk in gallon containers
that were merchandised on wheeled carts that could not be stored in the steel. In high volume locations, a club would need to
have a lot of milk on hand. Those carts took up space on the cooler floor and made it difficult to maneuver inside the cooler.
Costco began selling two one-gallon containers of milk inside cardboard boxes. In addition to the benefits of a higher price
point, the two one-gallon containers were stored and merchandised on pallets and could be easily inventoried on the steel
inside the cooler.

Over the past couple years, the clubs introduced a redesigned flat-top gallon of milk. The flat-top milk containers can be
stacked upon each other on pallets. Those pallets can be stored in the steel creating the same operating efficiencies as the
two-gallon milk package. Costco recently enhanced the new flat-top milk container. Costco’s locations in Washington were
selling a shrink wrapped package of two flat-top gallons of milk. The shrink wrap had side openings so the two-gallon package
could be more easily carried.

Fresh Foods

Costco’s fresh food departments (meat, bakery, produce, deli and prepared foods) spurred sales growth in the mid-1990s.
The departments increased member visits and profitability. Fresh food comparable sales are consistently among the strongest
departments for Costco, an indication of its continued strength and importance. The following comments and quotes are from
the October/November 2007 issue of Meat & Deli Retailer.

BT, — Doug Holbrook, assistant general merchandise manager for fresh meat and corporate foods at Costco (at the
time), said, “A limited number of SKUs enable our buyers to make sure the items they are purchasing are done right. We take
care of the top 20 items which are driving the majority of our business. We don't make things complicated. We don't cut a thin
pork chop, or a thick pork chop, or a stuffed pork chop or a butterfly pork chop. We cut a boneless pork chop. What made us
successful is making sure we are right with the top items.”

— Alan Bubitz, vice president and general merchandise manager of fresh foods and food service at Costco
(at the time), said, “We're always looking at how we can be more productive, which drives the payroll down. To offset higher
food expenses we try to focus on the things that we can control, such as improving food quality and increasing sales by
replacing lower-selling items.”

Jeff Lyons, senior vice president and general merchandise manager of fresh foods, said, “We pride ourselves on reducing
prices. When we reduce prices, [sales increase]. When you drive sales, you leverage your expenses and when you leverage
expenses you reduce costs. We're targeting our very intelligent consumer who recognizes the value they are getting. When
they spend six dollars and ninety-nine cents a pound on a package, they realize they are saving two or three dollars a pound
from what they would pay in a conventional retail store. We're asking them to buy more because the twenty or twenty-five
dollar package of meat leverages our expenses, which offsets payroll dollars.”

— Bubitz commented on Costco’s ability to be creative and constantly try new items. Bubitz said, “The best method
for us is to put [a new item] in a store and see if it has legs. We sometimes spend a lot of time creating items that last a few
weeks. If something is not growing it needs to be changed. And we'll also take an item that is really good and try to make it
better ... Some items sell great for six months and then drop off as members tire of them, while others last two to five years.
But new items are the spice that keeps people coming back. By offering different selections you get more of their attention.”

Selling Costco Buyers

The following are assorted tidbits of information concerning issues and vendor experiences in selling Costco buyers.
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