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Abstract: Costco Shanghai Minhang store has undergone a transformation from boom to the
gradual " Membership cards return ", attracting attention from a host of people. This paper makes
an in-depth study of it, comparing Costco Shanghai Minhang store with other supermarkets that
have already adapted to the Chinese market, and comes to the conclusion the reason why it has
encountered the "Membership cards return™ in China. Besides, this paper proposes an improved
approach to localize Costco's paid membership income model in China based on PEST analysis,
that is, to apply it to Chinese convenience stores.

1. Introduction.

Costco, the largest member-owned warehouse supermarket chain in the United States, opened
China's first store in Shanghai on August 27", 2019. Since its opening, Costco Shanghai Minhang
store has been so welcomed by Chinese consumers that business was suspended five hours after the
first day due to a large number of customers. Within a week, however, the situation had changed,
with customers lining up to cancel their membership cards. The contrast leads us to think about how
the paid membership revenue model could work in China.

2. Analysis of Causes.
2.1 Direct Causes.

The direct reason for the Costco " Membership cards return ™ is the decline in discount rates. For
example, the famous MaoTai whose price is 1,498 yuan is no longer on sale. The two bottles of
whole frozen milk that originally sold for 32.9 yuan have been adjusted to 53.9 yuan. Naturally, it
would be less attractive to consumers. The contrast between the boom and "Membership cards
return™ suggests that the boom before is just a sign that Chinese consumers are acknowledging
Costco's low prices, rather than an recognition of the Costco’s brand and the business model. So
there’s still some fundamental reasons behind this.

2.2 Root Causes.

According to the theory of consumer purchase behavior, consumer's consumption habit is one of
the important factors that affect consumer's purchase behavior. The shopping habits of Chinese are
very different from those of Americans. As a result, we believe that consumer shopping habits are
the root cause of " Membership cards return ".

2.2.1 Chinese Consumers' Preference for Fresh Produce.

American consumers often go to the supermarket and buy a large quantity of food to store up for a
long time. But in China, consumers prefer smaller batches of fresh food. When Walmart first entered
the Chinese market, it tried to package and sell meat to Chinese consumers, but they rejected it. Later,
Walmart adjusted its business strategy to present the meat as fresh as possible to consumers, and
made localized improvements to adapt to the Chinese market, which was recognized by Chinese
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consumers. Thus, the Chinese people's preference for fresh food can be seen.
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Figure 1. 2016-2018 Comparison of Fresh Food Percentage of Sales.

(Source: Company Financial Statements)
By comparison, Yonghui supermarket fresh food income is much higher than that of Costco,
indicating that Costco's guidelines on fresh food are not adequate for Chinese consumers.

2.2.2 Chinese Consumers' Preference for Supermarkets in Busy Areas.

Traditional Chinese supermarkets are often located in busy areas or near residential communities.
And in recent years, Chinese people have become busier and more time-consuming, which makes
Chinese consumers demand more convenient shopping. But Costco often operates in the suburbs far
from the city, which is not in line with Chinese spending habits.

Table 1 compares the locations of Shanghai's famous retail supermarket with those of Costco's
minhang store in Shanghai. In this table, the number of malls within 2km and the number of banks
within 1km are used to measure the prosperity of the lot

Table 1 Comparison of the Prosperity of the Location of Shops.

Supermarkets Shopping Malls The Number of Banks

within 2 km within 1 km
Walmart (Shanghai Jianggiao Store) 13 23
Century Lianhua Supermarket (Pudian Store) 29 87
Carrefour (Wuning Store) 26 97
Costco (Minhang Store) 3 0

As showed in Table 1, by comparison, it can be seen that representative supermarkets choose
prosperous areas. Nonetheless, Costco is located on the outskirts of Shanghai. The inconvenience of
the location, coupling with China's traffic congestion and high population density, Costco Shanghai
Minhang store will have a hard time attracting customers over the long term without Innovative
localization. Table 2 shows the population density of the United States and China.

Table 2 Population Density in China and the United States.

Indicators  Population Density Per Square Kilometer | Indicators Population [_)en5|ty Per
Square Kilometer
Years China The United States Years China  The United States
2007 140.38 32.88 2013 144.58 34.55
2008 141.1 33.24 2014 145.32 34.81
2009 141.8 33.54 2015 146.06 35.06
2010 142.49 33.82 2016 146.85 35.32
2011 143.17 34.06 2017 147.67 35.55
2012 143.87 34.31 2018 148.35 35.77
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2.2.3 Chinese Consumers’ Shopping Preferences.

According to AC Nielsen, Chinese consumers tend to shop more frequently, spend less on a
single purchase, and prefer different shopping channels. Costco's products are packed in large
quantity, while it's rare in China to stock up on anything, especially food. In addition, one of Costco's
key ways to achieve "good quality and low prices" is to streamline the SKU, which on average have
only 3,800 active SKU across all co-branded and homemade products in Costco stores. Costco only
offers one or two SKU per small category. Chinese people are accustomed to choosing between large
number of types of goods. For the same kind of goods, they always compare carefully before buying.
So whether Costco’s SKU reduction and mass production strategy can continue in China is also a
worth considering question.

We can see that there is a big difference between Chinese consumers and inherent business model
of Costco. Costco's long-term growth in China will be tough if it don’t adapt to the fact.

3. Paid Membership Model in China's Local Improvement Model Based on PEST Analysis.

After the previous analysis, we can conclude that only through the localization improvement, paid
membership model in China can develop. Therefore, based on the PEST analysis method, this paper
puts forward a kind of localized improvement model in China-Application of paid membership
model in Chinese chain convenience stores. Chain convenience store is a kind of small retail store
which is located in a residential area, school or business area, and mainly deals in instant goods or
services, and is characterized by "convenience". Compared with the large-scale supermarket, the
convenience store has strong convenience in the distance, time and service. In order to make analysis
more scientific, we use the PEST analysis method to analyze the external environment of the
localized improvement model of the paid member model of Costco in China

3.1 Political Environment Analysis.

In recent years, China has issued many policies to promote the development of chain-convenience
stores, as showed in figure 3.

Table 3 Relevant Policy Support.

Relevant Policies Laynch Main Content
Time

To expand development space, optimize network layout;
increase financial support, reduce operating costs; To
promote the "release of supervision services™" and
simplify the registration process, reform business
licensing and innovate the supervision model,
standardize law enforcement inspections.

To further promote the
development of 2018-10-10
convenience stores

Notice on promoting the
development of
convenience store brand

To attach great importance to the development of brand
2019-07-10 convenience store chain; Grasp the development of brand
convenience store chain work program.

chain
Opinions on accelerating To promote the development of new business forms and
the development of new modes of circulation; to promote the innovation,
: : : 2019-08-27 . . " : :
circulation and promoting transformation and upgrading of traditional circulation
commercial consumption enterprises.

The promulgation of these documents will provide policy support for the application of paid
membership revenue model in Chinese convenience store chains, making the innovation mechanism
more feasible.
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3.2 Economic Environment Analysis.

From a macro perspective, in 2019, China's overall economic performance was stable. Despite the
economic impact of the 2019-ncov pneumonia epidemic, Chen Yulu, the deputy governor of the
People's Bank of China, said the economic impact of the epidemic was short term and limited, and
that in the aftermath of the epidemic, the previously suppressed demand for consumption and
investment will be fully released. Fundamentals of China's long-term positive and high-quality
economic growth remain unchanged.

From a micro perspective, the growth rate of convenience stores in China continues to accelerate,
and chain convenience stores allow more space for profit. According to the typical retail survey of
the Ministry of Commerce, the sales of convenience stores in the first three quarters of 2019
increased by 6.3% year-on-year, continuing to rank first among the major retail business. According
to the Top 100 Chinese chain stores in 2018 released by the China Chain Management Association,
the growth rate of convenience stores among the top 100 chains is far ahead. In 2018, the sales
volume of the top 100 convenience store enterprises increased by 21.1 percent year-on-year, the
number of stores increased by 18.0 percent, and 11,944 new stores were added, accounting for 62.5
percent of the total number of new stores in the top 100. With the good situation of chain
convenience stores in China, the implementation of the paid membership revenue model has more
room for profit.

3.3 Social Environment Analysis.
3.3.1 To Meet the Chinese Consumers' Preference for Fresh Food.

In terms of purchasing preference, the convenience store chain suitable for the Chinese market is
more in line with the Chinese people's preference for buying fresh food, food and eating habits and
consumption habits.

3.3.2 To Meet the Convenience Preferences of Chinese Consumers.

Many of Chinese are currently busy studying or working and have little time to shop in large
supermarkets in the countryside. The "quick consumption”™ model is more and more favored by
Chinese consumers. Nowadays, "small stores”, "near-field" and "online” are the mainstream
consumption trends, such as Suning small stores, Yonghui life store and other small community
stores. So chain convenience store whose biggest feature is convenience, will have a better
development in the future.

3.3.3 To Meet the Shopping Preferences of Chinese Consumers.

Although the chain store is small, there are basic supplies of daily life and food in them. The
volume of goods in convenience store is small and medium-sized specifications, which is in line with
the buying habits of Chinese consumers. In addition, there are more SKU per item in convenience
stores than one or two in Costco. This gives consumers more choice. Therefore, this application
model can meet the Chinese consumers’ shopping habits of shopping more frequently, spending less
on a single purchase, and preferring different shopping channels.

3.3.4 Demographic Impact on Retailing in the Future.

There is no doubt that China has entered the ageing society. It is predicted that by 2050, China's
elderly population will reach 480 million people, and will reach 34.1% of the population. In such a
social and demographic structure, the elderly will become an important consumer group of daily
necessities and food, which can not be ignored. Compared with Costco and other big warehouse
supermarkets, convenience stores are more suitable and safe for the elderly to consume.
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Table 4 Number and Proportion of Population Aged 65 and over in China Time.

Population over 65 Total Population
Years [10000 people] [10000 people] Percentage [%]
2007 10,165 131,788 7.71
2008 10,353 132,465 7.82
2009 10,600 133,126 7.96
2010 10,801 133,770 8.07
2011 11,101 134,413 8.26
2012 11,418 135,069 8.45
2013 11,781 135,738 8.68
2014 12,233 136,427 8.97
2015 12,796 137,122 9.33
2016 13,515 137,866 9.80
2017 14,342 138,639 10.34
2018 15,210 139,273 10.92

3.3.5 Strong Credit Wins Consumers’ Trust.

In fact, as early as 2018, there were a number of individual supermarkets in Wuhan that operated
on a paid membership income model, but suffered a " Membership cards return " in just a few
months due to poor business. One of the important reasons for its failure is the trust problem. Many
consumers say the stores are too small to win customers' trust and they will have to bear the cost of
membership fees if they close. Therefore, the application of the paid membership income model in
China has to consider the trust problem. Chain convenience stores generally have brand franchise
stores all over the country, even in the same city, there are many branches. So membership cards can
be used in every branch, greatly reducing consumer trust concerns.

3.4 Technological Environment Analysis.

The application of artificial intelligence makes the realization of unmanned supermarket and new
retail possible. For example, JD.com convenience stores launched unmanned vending machines, the
first colorful fruit box in August 2016 in Zhongshan, Guangdong, July 8,2017. "Tao coffee"
officially opened in Hangzhou and so on. The application of new technology in convenience store
chains will bring consumers a new consumer experience, attract consumers to shop.

4. Conclusions.

To sum up, the application of the paid membership income model in Chinese convenience stores
not only deal with Costco's inadaptability in the Chinese market, but also has ideal environment
according to PEST analysis. In terms of the policy environment, the relevant laws, regulations and
documents support the innovation of convenience stores. As for economic environment, China's long
term economic fundamentals and high profitability in the convenience store industry have provided
economic support for this application model. As for social environment, this application model is not
only suitable for the consumption habits of Chinese consumers, but also in line with the current
situation of Chinese society. As for technological environment, with the development of artificial
intelligence, block chain and other new technologies, the advancement of convenience stores will be
better. The application of paid membership income model in Chinese convenience stores not only
improves the Costco paid membership income model, but also injects fresh blood into the
development of Chinese convenience stores. With the support of relevant policies and technologies,
it is believed that this model will bring greater convenience and benefit to Chinese consumers and
contribute to the development of livelihood undertaking in China.
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