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EXECUTIVE SUMMARY 
In 1999, Reed Hastings launched an online movie rental service called, “Netflix.” The company 
started as an online subscription business that allowed consumers to rent movies and television 
shows. This service allowed for fast access to movies and television shows and challenged to 
norm of watching television via networks and DVD rentals. Netflix’s core business model is 
subscriptions. Consumers are allowed to rent or stream video entertainment by subscribing with 
Netflix for a monthly subscription rate. The rental model provided fast distribution of DVD 
rentals delivered to the person’s home faster and less expensive than competitors. The rentals did 
not have a return policy that dictated ‘when’ the consumer has to return the DVD. A rental can 
be held as long as they wish and returned when the person wished to rent another DVD. DVDs 
were shipped with no delivery fees, late fees, or pay per view fees. A return envelope for prepaid 
shipping was provided for ease of return. Streaming is also offered and capable for instant 
viewing of content through devices that had streaming capabilities. Subscribers (prior to 2011) 
paid one subscription price for both. 
 
During 2011, the company changed its subscription strategy to separate the rental and streaming 
models. This backfired and consumers reacted by self-selecting out. Netflix’s CEO publicly 
apologized and changed the subscription policy back to a consolidated subscription price. This 
impacted the company’s stock price invoking analyst’s skepticism over the company’s strategy. 
The company continues to be challenged with recovering from the switch in pricing strategies. 
Netflix has forecasted quarterly losses during 2012 due to losses in its international segment. 
Growth is expected in domestic streaming by 10-12 percent within target forecasts. Investor 
reactions to the company’s forecast and growth strategies were negative. Stock had risen to $129 
per share and then dropped dramatically to a low of $72.49.  

STRATEGIC FRAMEWORK 
Netflix provides a platform for consumers to watch movies and television. It has a subscription 
based business model and three customer segments that it serves. 
 
• DVD-by-Mail: Serves subscribers who opted to receive movie and TV episode DVDs by 

mail.  
• Streaming: Provides instant watching capabilities to subscribers who wish to stream content 

on their content enabled devices.  
 
The customers that Netflix serves are defined as those who like the convenience of home 
delivery and/or instant streaming, bargain hunters who were focused on cheap prices, and movie 
enthusiasts who want access to a broader selection. In order to meet the needs of the customers 
and increase market share as the market leader, Netflix has formulated a strategic approach 
which includes the following: 
 
• Comprehensive library of movies 
• Acquiring new content by deepened relationships with providers 
• Increasing the ease of use for subscribers to place content into queues 
• Provide a choice between stream or mailed rentals 
• Aggressive marketing expenditures 
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• Influence transition from mail to streaming 
• Expand internationally 

INDUSTRY EVALUATION 
Netflix competes in the entertainment sector. Specifically, the company provides services for 
movies and videos. This industry has a highly competitive environment.  
 
DRIVING FORCES 
• Consumer preferences including rentals, video-streaming, and other entertainment choices 
• Advancement of new technology drives product offerings and purchasing platforms. 
• New ecommerce companies and internet companies seek to provide services. 
• Legislative laws and regulations guide industry standards for operations. 
• Movie production and other television companies provide content for product or service 

offering. 
 

KEY SUCCESS FACTORS 
In order to be successful in this industry, a company should have competencies in the following 
factors: 
• Expertise in technology and being able to be flexible as well as agile in a shorter cycle of 

technology industry.  
• Development of a strong distribution channel with a high level of accessibility to direct 

consumers. 
• Breadth of product or service lines to meet a wide variety of tastes and personal interests. 
• Strong marketing position and brand name. 
• Excellent consumer support and satisfaction. 
• Fast assistance and delivery systems. 
• Supply chain management capabilities including relationships with content providers and 

expertise in contract negotiation. 
• Strong ecommerce capabilities. 
• Strong financial position. 
 
 
PORTERS FIVE FORCES 
Competition among rivalry is High: There are many competitors from a wide variety of 
capabilities through the internet, stand-alone rental stores, cable and television networks.  
 
Threat of substitutes is High: There are many options in which to choice from for entertainment 
and content through various media channels such as networks, movie theatres, and the internet. 
 
Threat of new entrants is High and Moderate: New and existing internet companies and apps 
are being developed to enable users to view movies and content. Networks are testing the 
capabilities of providing their own streaming. Online streaming has lower barriers to entry in 
costs to start and availability as well as cost of content. If the entrant is seeking a stand-alone 
rental company, the threat is moderate due to capital costs and the costs to building appropriate 
inventory. 



Page | 3  
 

 
Bargaining power of suppliers is High: Suppliers have bargaining power due to ownership 
rights of content and movie/copyright laws. Suppliers can control the timing of the release of 
content and videos. Suppliers can select licenses between a various competitors. Competitors in 
this industry are reliant upon the ability to provide movies and content to its customers 
 
Bargaining power of buyers is High: Customers have several competitors to choose from and 
other preferences on their disposable income. Switching costs are low and the ease of switching 
is high between competitors.  
 
COMPETITORS AND STRATEGY MAPPING 

 
 
The industry has some fierce players which include Google, Redbox, Amazon, Disney’s Hulu, 
Walmart’s VuDu, Blockbuster, Apple’s iTunes, and other cable or network companies.  
According to the strategy map, Netflix (red) sets itself apart with its number of titles available. It 
holds approximately 3 times more titles than its competitors (Hulu: $7.99, Amazon: $6.58, and 
VuDu: $6) for similar monthly fees.   
 
INDUSTRY ATTRACTIVENESS 
The growth of technology and changes in consumer entertainment habits are becoming more 
mobile. This is in line with the shift from home or office based technology products such as 
televisions and PCs. Trends in more mobile devices such as iPods, iPads, tablets, and other 
android systems allow the opportunity for the consumer to view content via wireless internet 
anytime and anywhere. Netflix has the opportunity to defend its market share and capture more 
subscribers. However, the cost of content makes the company vulnerable to large and upfront 
capital needs.  
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COMPANY EVALUATION 
SWOT ANALYSIS 

Strengths Weaknesses Opportunities Threats 

Title Selection Weak or Suspect Strategies International expansion Piracy 

Customer Base Reputation Issues 
Alliances with adjacent 
companies Legal Copyright Laws 

Fast Delivery Weak Financial Forecast 
Exploit emerging 
technologies Investor/Analyst Skeptic 

Ease of Use High Marketing/Rev Costs   Increased competition 
Alliances with technology 
products High Churn Rate   Substitute products 

Wide geographic coverage Erosion    Shift in buyer preference 

  
International Business 
Learning Curve   

Vulnerability to supplier 
demands & costs 

 
COMPETENCIES 
Core Competency: Providing customers easy access to movies and television content. 

Distinctive Competency: Offering a large selection of choices in a subscription based model.  

Competitive Advantage: Convenience of delivery, instant streaming, and no late or return fees 
for rentals and streaming. 
 
VALUE CHAIN

 
Netflix is primarily involved with the marketing, administration, and providing the viewing 
capabilities to its customers. The content and movies are provided through contracts, licenses. 
The hardware of online streaming is provided by technology manufactures and agreements are 
made to make Netflix’s applications available or easily downloaded. Mail facilities are external 
and distribution centers are integrated. The major costs for Netflix are incurred through the 
licenses and contracts with the movie producers and DVD providers to distribute the service to 
its customers. This is also prevalent when entering into the global market. As of 2011, Netflix 
has streaming content obligations due over the course of 5 years in the amount of $3,907.2 mil. 
 
 
 
 
 
 
 
 
 

Licenses with content and 
movie producers  
Contracts with DVD 
providers 

Agreements with 
technology hardware   
Distribution Centers & 
Mail facilities  

Marketing 
Administration 
Technology 

Customer 
Subscription 
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FINANCIAL ANALYSIS 
Financially, the company has had a positive history with its profitability. The following ratios 
show the historical ratios and the company has reported a 10-12 percent rate of growth.  
 
  2005 2007 2009 2010 2011 
Profitability Ratios           

Gross Profit Margin 32% 35% 35% 37% 36% 
Net profit Margin 6% 6% 7% 7% 7% 

Total Return on Assets 10% 7% 17% 18% 8% 
Return on Stockholder Equity 19% 16% 58% 55% 35% 

Earnings per Share 79% 99% 205% 306% 428% 
  

     Liquidity Ratios 
     Current Ratio 1.8 2.1 1.8 1.6 1.5 

Working Capital $106.1 $223.5 $190.1 $248.6 $605.8 
 
Surprisingly, the pricing strategy change did not impact the company’s profitability. Its gross 
profit margin is healthy at approximately 36%, net profit margin is consistent at 7%, earnings per 
share increased. Its liquidity ratios indicate the company is able to hold sufficient assets to pay 
for its liabilities and has an increasing working capital balance.  
 
The following table shows a comparison of the company’s contribution costs per segment and 
how the company has allocated its costs of revenues and marketing. 
 

 

Domestic 
Streaming 

International 
Streaming Domestic DVDs 

Number of Subscribers 23,410,000 3,055,000 10,220,000 
Contribution Profit $2.84  ($33.61) $14.29  
Costs per Subscriber $18.00  $47.82  $16.98  
Total costs & marketing share 58% 19% 23% 

 

As indicated in the table, the company’s contribution profits vary between each segment. The 
domestic DVD segment provides significantly more contribution profit than domestic streaming 
even with fewer subscribers than streaming. The company’s focus on marketing and revenue 
costs is geared toward streaming subscribers. International streaming is not profitable and is 
current a cost for the company due to the upfront costs of licensing in the foreign markets that 
currently outpaces subscriber growth.  

STRATEGIC ANALYSIS 
Netflix most appropriately meets the broad differentiation strategy model. It’s strategic market 
reached a broader cross section of the market with 3 defined customer segments and two 
subscription options. Its basis of competitive strategy is to offer buyers something different buy  
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their content that’s 3 times more content than its competitors within a similar monthly cost 
bracket. Its pricing strategy includes tiered subscriptions based on the level of service provided. 
 
 
 
 
STRATEGY EVALUATION 
• Comprehensive library of movies: The cost of expanding its content has incurred 

obligations of $3,709.2 million over the course of the next 5 years. If Netflix is not able to 
increase its revenues, the company will see a significant reduction early in the forecasted 
gross margin. This will have a negative impact on shareholders return and the analyst’s 
outlook. If the company does not acquire content, it will pay off handsomely at the end of the 
forecast. However, in the industry, the company will have to purchase more content to keep 
its customers satisfied.  

• Acquiring new content by deepened relationships with providers: This is inherent to the 
competitive advantage to the company and allows for Netflix to be the largest provider of 
content and movies to outpace its competitors.  

• Increasing the ease of use for subscribers to place content into queues: This strategy is 
good because it provides convenience but is not a convincing strategy to further customer 
loyalty and lower its churn rate of 70%.  

• Provide a choice between stream and mailed rentals: This is practical and meets the 
continuation of its current business model.  

• Aggressive marketing expenditures: Marketing expenditures were approximately 13% of 
gross revenues during 2011 and the company’s subscription base increased by 25%.  

• Influence transition from mail to streaming: While this sounds like a good strategy, 
Netflix will need to be extremely cautious with this approach and pace itself congruent to the 
customer churn rate or switching to streaming. The contribution margin per rental subscriber 
is $14.29 as opposed to the streaming contribution of $2.84. 

• Expand internationally: Expansion globally makes since as Netflix is the leader in its 
market and can secure a competitive advantage over its counterparts because it is the first 
mover advantage. However, the results of the Latin American expansion have not been 
positive and the company appears to lack competency in global expansion and cultural 
research. 

STRATEGIC RECOMMENDATIONS 
• Strategy #1: Discontinue the influence to switch mailers to streaming. The contribution 

margin is significantly higher. Expectation: no changes in current performance and protection 
of current margins.  

• Strategy #2: Reduce the complexity in the differing subscription plans. Focus more on 
attracting customers to the combined mailing and streaming plans. According to the case, the 
most popular plan is at the 3 rental stage. This will protect the churn, provide two combined 
options for the price of one for the customers and help protect the contribution margin of the 
rentals. Offering the combined subscription meets both needs. Projected increases in 
subscriptions could increase in an additional 10 % subscriptions and then add 15% more 
subscription annually after an increase in profit margin at 44% in 2013E. If all expenditures 
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are held at the same rate (including the payments to its content providers), operating profit 
margin in 2013E is projected at 8%. This would be an increase of gross profit of $404 million 
more than if the Netflix maintains status quo. 

• Strategy #3: Scale back on the breadth of content provided. More is not always better and 
Netflix already offers 3 times more content than its rivals. Focus on smart content based on 
research of customers and discontinue content that is not used. The company should not 
focus on being a library and provide irrelevant content. It should try to get the new and fresh 
content before competitors. The result would reduce streaming content expenditures by 25% 
in 2017. Purchasing more content in 2017 will boost sales of subscriptions by an additional 
10%. The impact would result in a gross margin of 48% or an increase of gross profit of $659 
million.  

• Strategy #4: Evaluation current market strategy in South America to determine the 
effectiveness in its online video streaming approach. The case study was clear in detailing 
that there are cultural nuances with online activity and credit card payments that prove to be a 
barrier to Netflix. A potential strategic adjustment is to adopt an approach similar to 
“Redbox” to create an in person rental platform to reach the consumer market and garner 
acceptance with consumers and the Latin American government.  

 
PROPOSED STRATEGY EVALUATION 
• Goodness of Fit: The strategic modifications will fit in with enabling the company increase 

its future subscriptions. 
• Competitive Advantage: The modifications will give Netflix a better position in the market 

and streaming relevant and new content by not trying to be a library but a cutting edge 
provider of content to help reduce the churn rate. 

• Performance: Implementing the strategies gives Netflix a more solid financial position and 
allows the company to defend its profit margins.  

 
FALLBACK STRATEGY 
• Discontinue international expansion into South American markets.  
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APPENDIX 
PROFORMA STATEMENT: Assumption 1 Status Quo (Historical) 
 

 
Note: 2016E assumes that no additional content will be purchased and therefore, inflates the margins and EPS.  
 
 
PROFORMA STATEMENT: Implementation of Strategic Recommendations

 

Netflix Pro-forma Statement Assumption 1 Status Quo
(in millions) 2012E 2013E 2014E 2015E 2016E
Revenues $4,007 $5,009 $6,261 $7,826 $9,783 25%
 Subscription Costs $2,584 $3,379 $4,174 $4,499 $4,825 Stream Cost Obligations $3,907.2M
 Fullfillment Expenses $308 $379 $466 $573 $705 23%
Total Cost of Revenues $2,892 $3,758 $4,640 $5,072 $5,529

Gross Profit $1,115 $1,251 $1,621 $2,754 $4,254
Gross Profit Margin 28% 25% 26% 35% 43%

Operating expenses
Technology and development $280 $303 $327 $353 $382 8%
Marketing $453 $510 $574 $646 $727 13%
General and administrative $122 $127 $131 $136 $141 4%
Other $9 $9 $9 $9 $9 N/A
Total operating expenses $864 $948 $1,042 $1,145 $1,260 25%

Operating Income $250 $303 $580 $1,609 $2,994
Operating Profiit Margin 6% 6% 9% 21% 31%

Net Income $163 $197 $377 $1,046 $1,946 60000
Common Stock 53.9 54.9 56.0 57.2 58.3 2%
EPS $3.02 $3.58 $6.72 $18.30 $33.38

Netflix Pro-forma Statement Implementation Strategy Recs
(in millions) 2013E 2014E 2015E 2016E 2017E
Revenues $5,409 $6,221 $7,154 $8,227 $10,284 Increase in Subscriptions
 Subscription Costs $3,379 $4,174 $4,499 $4,825 $6,061 Stream Obligations + New Oblg. 2017
 Fullfillment Expenses $379 $466 $573 $705 $867
Total Cost of Revenues $3,758 $4,640 $5,072 $5,529 $6,927

Gross Profit $1,652 $1,581 $2,082 $2,698 $3,357  
Gross Profit Margin 44% 34% 41% 49% 48%

Operating expenses
Technology and development $303 $327 $353 $382 $412.82
Marketing $510 $574 $646 $727 $818.77
General and administrative $127 $131 $136 $141 $146.43
Other $9 $9 $9 $9 $9.00
Total operating expenses $948 $1,042 $1,145 $1,260 $1,569.56

Operating Income $703 $540 $937 $1,438 $1,787
Operating Profiit Margin 13% 9% 13% 17% 17%

Net Income $457 $351 $609 $935 $1,162
Common Stock 59.5 60.7 61.9 63.1 64.4
EPS $7.69 $5.78 $9.84 $14.82 $18.05
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