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Late one afternoon in January 2007 Reed Hastings

S senior manage-

O0m at Netflix’s
corporate headquarters in Los Gatos, California.
Hastings, the founder and CEQ of the company, which
pioneered online DVD rentals, was

. il Preparing to unyeil
Netflix’s highly anticipated entrance Into the online
video market. Many industry observers believed that

the ability of customers to order movies through their
computers for instant viewing, commonly referred to

quickly impact the
large user base for Netflix’s core business.

Hastings looked across the third floor of the office
building and the conference rooms named for
of his staff’s favorite films. A love of movies Clearly
ran deep among Netflix employees, and he was confi-
dent that one way or another, his team would maintain
the company’s position as a leader in the home video
market. But, as he reflected upon the years of invest-
ment and discussions surrounding the new feature that
Netflix would be offering its customers, he could not
help but think of the merits of the paths not chosen.

As the management team filed out of the board
*oom around him, Hastings returned his thoughts to

some

| the present. While he believed that the DVD rental

market would remain healthy for years into the future,
he knew that this announcement would impact not :jl:lSt
the market’s perception of his company but iFS ?.blll[}f‘
0 Sustain its position as a giant in the media indus-
Ty With new resolve, Hastings returned to his desk to
"®View his forthcoming announcement one more time.

c”“‘Pﬂﬂv Background
Netflix, an online subscription-based DVD rental

eIVice, was first conceived by Hastings after he dis-

“Overed an overdue rental copy of Apollo 13 in his

Flose, After paying the $40 late fee, Hastings, a suc-
sshul entrepreneur who had already !iounde:d and
sﬁt}lﬁ 4 software business, began to consider alterna-
live

. o : would
W2y to provide a home movie service that

better satisfy customers. The
from Hastings’ frustration was

used the U.S. Postal Service t
subscribers, By year-

Netflix’s website to
different titles held o
its 44 distribution ¢
could deliver to m

business that emerged
a rental company that
0 deliver DVDs to its
end 2006, subscribers could use
choose from among over 70,000
nover 55 million DVDs, Through
cnters across the country, Netflix

| ore than 90% of its 6.6 million
subscribers within a single business day. Netflix’s

flagship subscription plan offered unlimited monthly
rentals, allowing customers to hold up to three movies
In their possession at any one time for a monthly fee
of $17.99. For the year ending December 31, 2006,
Netflix had achieved revenues of nearly $1 billion,

generating free cash flow of $64 million. (See Exhibit
1 for Netflix financials.)

The History of Home Video Rental

When Netflix was founded in 1 997, the home video mar-
ket was a fragmented industry largely populated with
“mom-and-pop” retail outlets. Customers rented mov-
ies, primarily on VHS cassette, from a retail location
for a specified time period, usually between two days
and one week, and paid a fee of $3 to $4 for each movie
rented. The market leader was rental giant Blockbuster
Inc. Blockbuster’s success was based on the ins; ght that
movie rentals were largely impulse decisions. To cus-
tomers deciding at the last minute that a given night was
“movie night,” the ability to quickly obtain the new-
est release was a priority. Statistics showed that new
releases represented over 70% of total rentals.
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used online shop -
retail outlets and choosin
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fferings. =i D
’ Netflix's early strategy ;ﬁdlfobﬁanagﬂmem
rentals. While marketing Ellw i " line Jestind-

described the company & Along with
tion for movie enthusiasts. A% &  mendation

than simply 2 sub-

that were hot . . ' e
| We would offer price comparisons, theater tick

dn’ ' 1] the
That strategic tension didn’t resalve- itself urltélren,t
bubble crashed. That summer we realized we WH o
going to make it unless we did it on rentals. . . .

4 cash-induced strategic focusing.” ——
This focus was forced in part by the rapid adop

tion rate of DVD players among 11.S. hf::use.holf:‘ls.,
which became the fastest technology adoption 1n his-
tory. U.S. household penetration, at 5% in 1999’. leapt
to 13% by 2000, a level that attracted the attention .Of
other channels. DVDs started being sold at large retail-
ers such as Best Buy and Walmart and began replac-
ing VHS cassettes on the shelves of traditional video
rental outlets. As this transition occurred, the conve-
nience advantage that Netflix offered to DVD view-
ers suffered in comparison to the video stores. The
company shelved its plans for an IPO and struggled
through a large layoff as it began to adjust its business
model in an effort to reach profitability, Chief among
Hastings’ concerns were the general customer dissat-
istaction with Netflix’s value proposition and the high
cost of building a DVD library to support the growing
subscriber base.

| Feef:lback trom early customers revealed a frustra-
tion with Netﬂ%x charging rental prices in line with
cozppetmg ret.all Ioca?ions while providing a slower
delivery service. Neﬂ' Hunt, the company’s chief
product officer, described Netflix’s motivation for

shifting to its popular no-late-fee subscring:
o uoscription mode]

Pricin g‘had been a discussion point for a long ¢
Our original model didn’t work—we neegedme‘
oOvercome the shipping delay. It just wasn’t g hj .
em?ritgh \falue product to overcome the de; *lgh
;a;zgg time. We spent a lot of money to m;iry
attract new Customers, and they wouldnp® .
repeat renters. We were Speading $100 1o $20(§bt§

T

e

| Heth - ould make
c128 CASE11 | et //a/cmromﬂﬂ and they W TINRE N 34
pring 11 @ “7 ¢ no residual value.

.« believed that r_noving to a preya;id Sub.
Hastings 1d provide better value to Negfy; -

. qerylce could P ) _ . IX'g
scription 4 also turn their longer delivery times
customers tage. The first iteration of the Sﬂbscrip;
igto an ﬂd;?]llowed customers to have four movieg ;-
tion moqe «sion at once and receive up to four pey
thelr poalinonth- Hunt explained the effectivenesg (¢
films €ac .cing model: “We turned the disadvantage
the ne-w pr time into having a movie at home al] tp,
r::.f del%\:galue i Netflix of having our movies ip the
time. -rs’ homes at all times was our key insight”
CHSETY gmn afterwards, 1\_Iet_ﬂix adjusted its Pricing |

offering unlimited rentals for the fir

stem again, '
fii’ne Subscribers could now keep three movies at
time and exchange them as frequently as they likeq

Hunt explained the reasons behind this quick adjyst.

ment 1n strategy-:
We made the observation that this change would

dramatically simplify the program and make it eas-
ier to explain the service. It also allowed us to mar-

ket a more compelling value proposition. The term
«unlimited” is great marketing. . . . We had some
vigorous debates about this, but in the end it was
a leap of faith. The dot-com boom was still in full

growth mode, and everyone around us was growing
fast. It wasn’t the time to do months of testing and
analysis. We had to make some bets and not worry
about getting it wrong. At that time, the ones who
got 1t right would succeed, and the ones who got it
wrong wouldn’t be around.

With this change in pricing, the company added

a new group of fans for whom movie rentals were 2
regular part of their daily entertainment. Many of
t}}ese high-volume customers were turned off by the |
high cost of paying for each movie being rented yet
still chgse to rent from video stores because of limited |
alternatives. Others were dissatisfied with how large
late fees inhibited their ability to view movies at the
Imes most convenient to them. If “movie night” was
not'an cvent but an ordinary form of entertainment, the
OPUOF to hold movies beyond a two-day rental period
3“'35 Important. For these frequent viewers, Netfiixs |
allyou can eat” mode was an attractive alternative 10 |
thestraditit:mal per-day fee structure. "
es for .. o costs, the expense of acquiring 59
the ; » Were sull a major burden. Hunt X * j
mpact that customer demand had on managing the

I
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ms;ﬁng with a new problem, Half of

e B DS we were ShIppIng out were brand pey
e DU that we had to fix that. Top new rejegses
. we ced alotof external marketing support and a5 4
“*CEL had strong customer awareness and demand,
L those movies were the most expensive 1o

OUrSE, i .
ﬁ; *:1 ... We couldn’t just blindly promote mav-
P

19| already had external demand generation, We
1S 4 1o stimulate demand on the older and less

JOWT movies and things already in our Catalog. By
;ﬂkﬂﬂng from the rest of thf: “tail” we could drive
¢ average price down of building our Catalog.

SRR P gyt o = %

Netfix initially relied on traditional merchandising
omplement its sea:rch engine and connect subscrib-
' othe company’s llbm of titles. A small number of
“pployees highlighted dlffer?:nt films on the website’s
omepage each week, effectively providing the same

endations to all subscribers. Hunt explained

ihe consequence of this marketing technique:

we started with a system that relied heavily on edi-
jorial content, but we realized that an editor could
only write SO many Web pages. Five movies would
be highlighted on the website, then everything
tat was promoted was instantly rented out. That
changed to 2 different five movies each day of the
week. and they were all still instantly rented out.
we tried to improve the system to ensure that sub-
scribers weren’t referred to movies they had already
rented. Eventually, we realized that the promotional
value of writing the editoral blurbs was zero.
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Realizing the inadequacy of the traditional mer-
chandising system, Netflix engineers developed a
proprietary recommendation system to better balance
customer demand. Upon signing into a new account
for the first time, customers took a short survey to
identify their favorite movie genres, as well as rate-

specific movie titles from one to five. Netflix’s propri-
. etary algorithm then relied upon these survey results
| and the respective ratings of millions of similar cus-
| tomers to recommend films to its subscribers. The rec-
. ommendations page not only included a list of titles
with a ranking of how closely they matched the cus-
' tomer’s preferences but also a synopsis of the film, a
- description of why the film was being recommended,
and a collection of reviews from other subscribers. As
tustomers rated each movie they saw, Netflix's soft-
ware refined its understanding of that customer’s pref-
erence and more accurately recommended movies that
~+ Would appeal to him or her.

- Key 1o the success of Netflix’s inventory manage-
;\W_‘Eﬂ was a filter placed between the output of the
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recommendation system and the results shown 10 the
subscriber, screening for those movies that were oul of
stock. The intent was to avoid frustrating a customer
by recommending a title that was not immediately
available, but a side benefit was that new releases were
rarely on recommendation lists, as they were the most

likely films to be in short supply. The system increased
the utilization of Netflix’s library of films by satisfying
customers with movies already acquired and in stock,

rather than requiring the purchase of more copies of

newer films. Compared to traditional video rental out-
lets, where new releases would make up over 70% of
total rentals, new releases represented less than 30%
of Netflix’s total rentals in 2006. Hunt explained the
power of Netflix’s recommendations:

The recommendation system will pick the best movie
for a customer, period. But it has to be something that
can ship overnight. High-demand new releases are
less visible because they are less frequently in stock.
However, the customer benefits from this system.
We have recognized improved customer satisfac-
tion by eliminating the “bait and switch” perception.
Most revealing about the value of the recommenda-
tions is that ratings are three-fourths of a star higher
on recommended movies compared to new releases.

While the investment in software engineering was
modest, this shift marked a cultural battle within the
company with those who remained loyal to the tra-
ditional merchandising system. Hastings described
his insistence on this change by highlighting another
benefit: “A personalized experience is the benefit of
the Internet. If you can otherwise do it offline, people
won’t pay for it online. If our Internet offering was
going to be better than stores, we had to find some-
thing stores couldn’t do well.”

Movies are a taste-based product, for which many
titles are consumed only once. As such, consumers
must make a series of purchases without knowing for
sure if they will like the product. Netflix’s website
resonated with subscribers because they so frequently
enjoyed the less well-known films recommended to
them that they might not otherwise have seen. This
software established a relationship with customers
that was not matched by part-time employees at a
retail video store, nor easily replaceable upon switch-
ing to a competitor's service. Netflix’s size and growth
rate also generated a positive “network effect” from
its large customer-generated rating system. Because it
had the largest collection of movie ratings in the world,
customers recognized that they were more likely to
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ces accur

have their tastes and preferen . ,
(ix's site than any

in recommendations from Net
offered by a competitor.

Even with the increased ¢
lower-profile films that Net , - library
tem generated, building the company s moVv

still represented a major use€ OF L5 °7 i
in the video rental market, Netflix Ty
tionships with the major studios. It filled its film

through relationships with a small quglber c?t mov':
distributors, at prices that reflected minimal dlscouEm;
Up-front costs forced Netflix to choose cgfefully whan
stocking new films and often resulted in fewer !
the desired number of copies of title being acqu1r§d.
As a result, one of the major sources of customer dis-
catisfaction was the inability to rent n€w re]eases‘z ina
timely manner. Netflix took steps to address this by
hiring Ted Sarandos as chief content officer to man-
age content acquisition. Sarandos, who joined Ne'tﬂlx
in May 2000 from Video City, 2 major U.S. vlc}eo
rental chain, led Netflix’s transition to revenue-sharing
agreements with the major studios:

We were handicapped with vendors when 1 first
arrived because other Internet vendors at the time had
not been successful. As a pure rental business that was
100% subscription based and 100% Internet based, we
were reinventing the wheel on three dimensions for the
studios. However, it is very much a relationship busi-
ness working with the studios, and I had worked with
those people all of my career, so 1 managed to bring
my relationships with me from my prior company.
Within a year, Netflix had negotiated direct revenue-
sharing agreements with nearly all the major studios.

Rather than pay an up-front price of $20 per DVD,
the studios would reduce their unit up-front price in
return for a fee based on the title’s total number of
rentals for a given period of time. Hastings described
this transition with the company’s suppliers: ‘“We
spent more money, not less, with the studios but got
bigger customer satisfaction. It was like paying 20%
more and getting two times the number of copies.”

| The benefit of the new relationships with the stu-
(?105 f:xtendw beyond lowering the acquisition costs
for high-demand releases. Hastings recognized early
on the number
on e . of customers who were frustrated
ith the poor selection offered at many video stores
where shelf space is focused on hit mov; | ‘
leases. Cust . -t movies and new
. Lustomers mterested in explor
broader range of e ] e, L
g€ o movie titles were |ef '
by their options. Sarandos expja; -e S
L plamed: “The thing that
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ected on before 1 even joineq
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d 1 conn o
Reed an ce of a business model that Nqﬂil

: .o Films outside of

own MOViIes. Films of the top 3, "

<er-kn -
lesser K d widely. If you didn’t see a moyje

qot distribute

ared forever. . |
aPP;h o use of a national inventory allowed Neyg

satisfy the diverse demands of movie Watcher, Sery.
ing the same numbjar of C}IStOIHE-rS as a local Netwoy
of Blockbuster retail locations with :far fewer copjes o
a given mOViﬁ title. Sﬁrﬂlldos BXPlﬂmed the diffﬁfﬁn{;e

in econOMICS:

’ are
Withip

Half the equation of packaged media is allocation—_
getting the right amount of product in the right loca.
tions. This was more of a challenge for products thy
did not enjoy broad promotion. The trade radius of
a single video store was 5O small that even a single
copy of a lesser-known film had lousy economics
By using 2 national inventory, we avoid that isspe,
We never have overstocks on one side of town with
understocks on the other side. Using the subscrib-
ers’ queues provides a great deal of data. By looking
into the demand in the near future, we can repli-
cate near-perfect inventory. Overall, we can satisfy
demand in an area with about one-third to one-fifth
of the inventory needed by a retail chain.

In the summer of 2001, Netflix operated out of
a single distribution center located in Sunnyvale,
California. While several years of operations had
allowed for improvements in this center, the major-
ity of the country was still not able to enjoy next
day delivery of their rented movies. These extended
delivery times were a barrier for Netflix in attracting
and retaining customers in those regions. Hastings
explained: “Post Office variability was long on Cros>
country mail. . . . It essentially meant one-week deliv
ery times. So in the summer of 2001, we realized that
regions with overnight delivery were being disprop’™
tionately successful. We tested the theory by upgrad
ing Sacramento. The numbers popped quickly.”

Netflix’s Sunnyvale distribution center could serve
the San Francisco Bay Area with overnight delivery
But while outbound mail from Sunnyvale could

15'
Sacramento overnight, returns often rook severdl day |

Netflix tested Sacramento by arranging with the 1. goft
Service to intercept returns at a Sacramento mﬂ:wd

hen it was in the theaters, it ]
v ’ U‘ﬁ.&‘n dls-

ixmi

'

center and then truck them to Sunnyvale. ot
shorten the turnaround dramatically. A

“As we added centers in Boston, New Y
they started performing like the Bay Are2
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{4 with this evidence of

SuCCESS NEtﬂl}( . ; ) :
e i » mail, Ne ~ ~ -growing first-class
:;, A ned more distribution centers across th g I‘Bpl‘esiented - tl”astest g‘m 1‘g ;.
; mﬁckly ope bscriber numbers confin 4 € customer. Along with receiving the standard discount
2, f country» and sud Zcelivery qewicé Thel “edlorespond for presorting of its outbound envelopes by zip code,
10 e iMProv® b criberé to its ‘i - fﬂm?aqy prom- Netflix worked with the USPS to reduce the time it
| ised 500,000 su dsiivered 700.000 estors in its 2002 took to receive a movie return. Rather than deliver
! pmSPecmS ando i‘hese chanées ina;\lth?i .111_-]'11& Q_f !’»hf'-: ICturns to the distribution center of origin, the USPS
; May 2002 TP allowed the com CUlX’s pricing brought the easily recognizable red Netflix envelopes
. 4nd cOSt S{ruCtUI'{ﬂi o P A Yo pany to reach prof- to the closest Netflix distribution center. And recently,
- bility for the b? hine th _qtl).'fi;t.rter endlr}g June Netflix began using multiple “truck routes,” supporting
003, After eStZDLSING ed"“a tity of this busi- each distribution center to expedite returns. This short-
I pess model, Netﬂlxhcmtmue to bulltZ_l Its subscriber ened turnaround time for new movies and improved
| pase and upgrade the C‘?;{?mer “Xperience by open- the overall customer experience.
| (ng new centers (see Exhibit 2 for NE{ﬂl}L‘S Operating As the company added subscribers, content acqui-
(atistics). The centers themselves were Inexpensive

' sition continued to grow in importance for Netflix.
investments; it cost about $60,000 to convert ap Sarandos explained:
existing warehouse to Netflix’s needs. The company

" continually added centers to improve upon its nation-

For a technology company like Netflix, we are the
wide coverage and reduce delivery time to its cus-

group that is most dependent on art. What we do

. ; 1s probably 70% science, 30% art. Our buvine staff
omers. With the m::mber reaching 44 by earily *2007’ hag to havz their finger on the pulse of the fﬂﬂfkﬂt to
over 90% of subscribers CO“ld,b‘e reached Within one make their decisions. A high box-office performer

| delivery day. The_lmpmved ability for Netflix to pro- won't necessarily be a high video performer, and
vide next-day delivery to more regions of the country vice versa. The box office is an indicator, as a proxy
allowed 1t to compete more successfully with retail for awareness, but not for demand. . . . If rental
video stores for new customers drawn by all three demand for a title is lower than we forecast, it is
of the targeted characteristics of convenience, value. a tax on the overall economics of Netflix’s model.
and selection.

Even with the benefit of profit sharing, it is a margin

Netflix considered delivery time to be the key mea- eroder. If we underforecast demand, the problem is

; : , correctable, but it takes time.
sure of customer satisfaction and continually sought :

| to improve the operations within each of its existing As Netflix built its film library, it grew 1n 1impor-
distribution centers. Much of the process of opening

tance as a distribution channel for many small and
independent film studios. For lower-profile and inde-
pendent films that did not enjoy the advertising sup-
port of major releases, generating customer awareness
was a major priority. As Netflix became known as
the best source for lesser-known movies, the studios

began to look upon this partnership with increasing
favor. Sarandos explained:

relurn envelopes and filling outgoing mailers with
DVDs was still performed manually. However, with
careful hiring practices and thorough time and motion
studies, Netflix’s employees could open and restuff an
average of 800 DVDs per hour, allowing the entire dis-
- Wbution center network to ship over 1.6 million DVDs
Per day. (See Exhibit 3 for photos of the distribution
tenter operations. ) It wasn’t all about fulfilling demand for mainstream
%Netﬂix's relationship with the USPS grew. While

videos. We were also providing the studios large
USPS was facing a general decline in first-class markets for their films that they were having trouble

R
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il And for the independent films, Netflix can
P pedC inant channel, representing between 60%

dom .
1-_.5;17'@5% of the earnings for some films. At Neiflix,
i 15°

lesser-knowh film can really succeed on its merits.
g 1€

5 | Rwand, the Don Cheadle film about the geno-

f{::in Rwanda, is an excellent example. It enjoyed
L

- wh s

- hox-office sales, but generally it was a difficult
canda difficult film to market, with a low viewer-
1op At Netflix, however, it 1s our fourth-most-rented
ﬁlﬂl: The rest of the top 10 are movies you would
(. but there IS this wonderful independent film
there at number four. More people have seen it

ix than at the box office.
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tn 2006, Netflix evolved from its de facto market-
and began acquiring the distribution rights
dependent films through its Red Envelope
subsidiary. Sarandos, who led this ini-
ed the shift 1n strategy:

=

ing efforts

to certaint 1n

Enwrtaiﬂmﬂﬂt

fative, explain
Red Envelope Entertainment is 90% about content
aequisition. While we do distribute films in other
channels, including retail and other video stores,
we did this to bring more excellent movies to DVD.
of the 100 films that are featured at a festival such
a5 Sundance, only 10 will make it to DVD. We are
looking through the other 90 films for top-tier con-
tent to bring to our customers.

By helping to bring high-potential films to market,
Netflix hoped to enhance its reputation as the highest-
quality source of independent films, a designation that
contributed to its popularity.
| - Asit was for many subscription-based services, cus-
tomer churn was a critical issue for Netflix. In an aver-
| age month in 2006, 3.6% of customers would cancel
their subscription. In 2002, that churn rate was ¢ven
| higher, at 6.3%. Since customer acquisition was a
| major expense, retaining existing customers and

' relaiming old ones who had previously unsubscribed

!

| Was a key opportunity.
. Originally, customers wishing to unsubscribe had
W deal with a salesperson by phone, who attempted
o convince the customer to retain their account. In
2002, the company changed its approach completely.
, Cmm could unsubscribe online from Netflix as
Sy as they had been able to join. The only request
| ;s that they complete a brief survey explaining why
Y left. Hastings believed that it was more fruitful to
& mmg" departing customers to refurn later on than
% ;EW o coerce unwilling customers (0 stay: “Wwe
= O the AOL style of it being really hard to cancel

— T e
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our service. We realized, ‘This is stupid. It's a false sav-
ings.” We turned it off, enabling the customer to unsub-
scribe on the website. We had a 30-day burst of churn,
but we are convinced that it led (o return visitnrs:”

Instead of making Netflix a difficult service to
leave, Hastings wanted to make 1t 2 service that fo‘-
mer customers would return to. Customers apgem-
ated the personalized aspect of Netflix’s service, 4
dimension that continued to improve. The proprietary
recommendation system grew more accurate in pre-
dicting a user’s taste as the number of films rated by
a subscriber increased. Hastings also emphasized the
role of the customer’s queue as 2 major retention tool:
“Our explicit strategy is to invest in things that are
strategically relevant to customer satisfaction poten-
tial. The key invention behind our subscription model
is the queue. Our average queue length is 50 movies. It
turned out to be an amazing invention. It’s our biggest
switching cost.”

Just as importantly, a customer’s profile was main-
tained if they left Netflix. If the customer were to
return, everything was already in place, as if they had
never left, Hastings found that growing the business
in the face of a high churn rate was easier if many lost

customers eventually returned.

Blockbuster Responds

Early public statements by Blockbuster dismissed
the notion that its customers would benefit from an
online rental business. In May 2002, a spokesperson
addressed the online rental market: “Obviously, we
pay attention to any way people are getting home
entertainment. We always look at all those things. We
have not seen a business model that’s financially via-
ble long-term in this arena. Online rental services are
‘serving a niche market.””

Three months later, clarifying that Blockbuster did
not intend to launch an online business to compete
with Netflix, a spokesperson announced, “We don’t
believe there is enough of a demand for mail order—
it’s not a sustainable business model.”* Furthermore,
the 2002 annual report made only a cursory mention
of the threat posed by online rental websites, with
no mention at all in the “Risks” section. Not until
2003 did Blockbuster’'s management publicly dis.
cuss Netflix by name as a threat to their core business
model.

Blockbuster did not formally respond to Netflix
until the introduction of Blockbuster Online in 2004.
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The offering first appeared in the company’s deClD-
sures in 2003, which included a tersely worded intent
to launch an online subscription service during 2_004:
This service, closely matching Netflix’s bu.smes‘h
model, offered subscribers a far greater selection of
movies than was available in stores. When Blockbuster
finally did enter the marketplace, it did so with what
Hastings described as a “land grab” mentality, under-
cutting Netflix’s pricing in an aggressive effort to
recover lost market share. Blockbuster also tried- to
improve the performance of its service and distingu_ISh
itself from Netflix by integrating its online offer!ﬂg
with its traditional store-based business. By using
Cross-promotions, giving in-store rental coupons 1O
online customers, and stocking online rental requests
out of its store inventory, Blockbuster attempted to
find ways to productively utilize its existing resources
and improve performance for its customers. While by
the end of 2006 Blockbuster Online had grown to
2.2 million members, the 2006 annual report reported
that Blockbuster Online still required meaningful
advertising support and continued to suffer from “sig-
nificant” operating losses. In the words of Hastings in
2005: “We're just thankful Blockbuster didn’t enter
four years ago.™

Blockbuster also unveiled its “no late fees” pro-
gram, effective at all of its stores on January 1, 2005.
Blockbuster felt that its competitors, most importantly
Netflix, were differentiating their business offering
from Blockbuster’s due to the absence of late fees in
their service offerings. This change in business strategy
was not without a cost. In addition to the $60 million
of marketing and implementation costs of the pro-
gram, Blockbuster chose to forgo about $600 million
of revenue by eliminating late fees. While early signs
suggested this program resulted in increased traffic and

rental volumes, it did not offset the loss of revenue as
base movie rental revenue grew only 5%.

Video-on-Demand

During Netflix’s rise, industry observers

anointed
video-on-demand (VOD) as the “next

big thing” in
- ‘ arriage of pay-
per-view programming combined with Internet down-
loading of entertainment, including movies and TV
shows. The expectation was that viewers would search
through a vast library of movies online and then watch
a film on their normal TV set in a full-screen, DVP.
quality format. The incrcasing popularity of content

delivery methods such as high'dﬁﬁnitign o
and streaming Internet video, as welj
pation of some significant well-fundeg Playe
media industry, suggested that a VoD Serv;:
integrating personal computers and te]ey €

T k4 . . islﬂn
a question of “if” but “when. | Was

ONLINE VIDEO ALTERNATIVES. Ney

1

following the development of VOD sinc:; ]:Es Deey

pany’s inception, iand Hasﬂngs sorted the a\’ai{; |
forms of Internet video into three groups. The ﬁrstahle
advertising-supported video. Comparapje i Wag |
network television, newspapers, and Magazines d;{d |
would include content that would be imempte:j 1§

regular advertising. Due to the gap betweep wﬁﬂé’y |
advertising revenue and content acquisitiop COsts lh?!
channel would have difficulty supporting nﬂw"n‘:iﬁ; |
feature-length films. More common conteqt ¢ |
expected to be user-generated video, television-st;z
programming, and older films. Online Participan ;,
this space in early 2007 included YouTuhe and var;.
ous network websites that contained Streaming videg
(such as ABC.com and CBS.com).

The second channel would offer digital file owper.
ship. This approach was similar to purchasing the fateg; |
bestseller at a bookstore or a DVD from a traditional E
retailer and would focus on feature-length films, Sites
would let customers permanently download a fili fo
a limited number of devices, similar to the purchase
of music files on popular sites such as Apple’s iTunes,
Revenue would not be generated through advertising
but through the actual sale of content, at prices compa-
rable to the retail price of DVDs.

The final channel was the online video rental and
pay TV. This channel was characterized by limited
rights and finite durations common to traditional rent-
als. Like digital file ownership, this channel would offer
primarily feature-length films with limited advertising
support. Revenue would be generated through lo¥-
priced (around $3) temporary downloads. This was &€

segment of the market in which Netflix expected ©
participate.
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VOD COMPETITION. By early 2007, the VOD ™

ket had already attracted multiple competor w_ﬁ f |
dpproaches that spanned the three delivery fhﬁ =
Stand-alone online VOD services included  and E
launched by the Starz subscription cable d‘w”;‘;,,ﬁ. :
CinemaNow, a venture formed by Lionsgate, Ly

and Cisco offering a few thousand titles o
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3 //;;ﬂg on Price, Customers were gble
f'/ | W}iﬁr a limited time, purchase them for vie:E
: oot M€ imited number of devices, or even burp them

9" DVD.
| th}‘ - ants relied on a set-top b
; Other pammp e . Op box to bypass
- omputer a;:id bring films directly to the ygep’s
clevision MovieBeam was offered by.Wailt Disney

| 5 ncluded Intel and Cisco as major investors.
| i Cﬂﬁﬂmﬂf‘s p’i:ll'ﬁh.ased a Sﬁt*tﬂ?p box in ad‘i:fa]'l‘ce and
; paid per movie viewed, ckfmsmg among a limited but
% egularly refreshed se{eeﬂon of ﬁlfns. In early 2007,
|\ ovieBeam was acquired by '1\:101\'16 Gallery Inc., the

i ;gcﬂﬂd'largeSt video rental chain in the U.S.

glockbuster announced in early 2007 that it was in
lks t0 acquire MwieLink, a venture between several
major studios (includlng_ MGM, Paramount, Sony,
warner Brothers, and Unufersal). that offered a pay-
| per-view downloading service, with a library of about
1,500 films.

Traditional cable and satellite providers also offered
on-demand delivery at an increasing pace. They were
dought to have a head start since they already had
| 4 large share of use of the television set and did not
require the user to purchase new equipment. Cable and
satellite providers offered an expanded and more flexi-
ble pay-per-view system, providing high-definition on-
demand programming and a growing number of “free”
offerings included as part of the regular monthly fee.

All of these services had two primary limitations
o broader appeal: technology and content availabil-
| ity. VOD was perceived as limited until hardware to
{ connect a user’s computer to their television was more
widely available. With the increasing adoption of big-
} screen, high-definition televisions, consumers were

unwilling to pay equivalent prices for movies that
could only be viewed on their computers.

- Even more limiting was content availability.

#
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~ Concern about pirated downloads and a lack of ur-

]
i

| gency to supplant their profitable DVD sales made
Sflﬁiiﬂs reluctant to offer much content to VOD web-
| sues, Hastings described the U.S. rights of physical
. Media and the consequences they had on the studio’s
| “operation with online video distribution: “U.S.

| aws enable anyone to buy a DVD and rent it as many
2 ]; Hmes as they want. We can go to Walmart, buy DVDs,

!
¥
L

3 .l 1-
[ i :

; m Place them in our rental library. We don’t need 2
! wense from the content owner to do so. Online con-

;-j- % 8 doesy’ work like that. You have to negotate the

. ﬁmm‘iﬁ“ rights with the studios. We're dealing with

problem as everyone else.”

1
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Hunt concurred with his analysis:

A member of the public can purchase a DVD for $20
at Walmart, but most people are not prepared to pay
$20 and watch a movie only once. They want to pay
$1 per hour of viewing, not $10, and the physical
media rights allow us to rent for that. . . . This does
not hold in an electronic media market. Without
the rights for an external party to rent their con-
tent, studios believe the proper price for their
content is $20 per viewing, even for a rental.
Therefore, online content is limited to older
or less popular films that have a limited sell-
through market that we can get more cheaply.

ONLINE VIDEO AT NETFLIX. Most industry observ-
ers believed that the emergence of a viable VOD
technology posed a threat to Netflix’s online DVD
renta] business. With a fully developed VOD offering,
customers would no longer have to choose between

selection and impulse rentals. Those who found online
DVD rentals and traditional video stores to be incon-

venient would now be able to watch their selection
immediately, without waiting for it to arrive via the
mail or even leaving their home. While the timing of
mass adoption of VOD was unclear, it appeared that
the long-term success of Netflix would require some
consideration of this new delivery method.

Throughout the company’s history, Hastings had
repeatedly stated that Netflix’s purpose was not to
provide DVD rentals through the Internet but rather to
allow for the best home video viewing for its custom-
ers. Hastings stated in a 2003 1nterview, 1n response to
a question regarding video-on-demand, “Our hope is
that we’ll eventually be able to download more mov-
ies. It’s why we named the business Netflix and not
DVD by Mail.” In fact, the company publicly stated its
plans to offer VOD services as early as 2001. Hastings’
attitude revealed his belief that Netflix could address
this growth opportunity early on. Rather than view
VOD as an option that could only appeal to a niche
customer set, he seemed responsive to the benefits it
could provide to the mass market.

Early development of an online video feature was
also a matter of preparedness. The company had been
dedicating cash for investment 1o VOD for several years,
including $10 million in 2006 and plans for an addi-

tional $40 million in 2007, even as it grew its core online |

rental business. Hastings recognized that the resolution
of the two large impediments to widespread adoption
of VOD, the connectivity between a user’s computer

i i ey




Metflix

on
content, were, to a large degree, bey

flix’s core focus, which was u—_—t
:Ted ::;livcry. Given the pace of tcchnolﬂgjf 1mp
ment. it was critical that Netflix

‘ solved.
offering in place when those issues were I¢

Another challenge was ]I':lcl(' of O astings
tomer base for any online vieW1ng fea I.d -
and his team searched for a group that cou

. for this
their “beachhead,” becoming early ﬂd"f;‘:; e
streaming video offering. Bﬁut no niche gt i Ely
ers emerged around a paﬂlCUlﬂfige“re 0
demand for Netflix’s online viewing offering.
S 3 d development process,

Through this investment anc d iy

. : ed three a
Hastings and his team had review Bt il
tives for Netflix’s online video feature. The TIS ‘

censi hrough which the company
a licensing arrangement throug _

: ' endation system tO
would offer its proprietary recomment Crering
cable providers seeking to enhance tl?e:r VOD oiie se;
Management recognized that Netflix’s greatest aSh
was the personalized user experience created by the
ratings and recommendations System. Perhaps there
was an opportunity to license the strongest part of 1ts
business model and effectively outsource delivery to
the cable companies, much as was done with the USPS.
Cable subscribers could, for an additional fee, use the
Netflix website and benefit from its familiar recom-
mendation system, ordering movies for instant viewing
on their television. This would also bypass the tech-
nology challenge of connecting a user’s computer with
their television, and a VOD feature that did not rely on
downloading could mitigate concerns over piracy and
accelerate premium-content acquisition. While this
might eventually cannibalize the core business, Netflix
would be replacing one stream of positive cash flows
with another. Despite these benefits, Hastings was still
uncomfortable partnering with a competitor. With the
fast pace of technology improvements, what was the
likelihood that a satisfactory connection between a
user’s computer and television would emerge shortly
after settling on this sort of agreement?

A second option was to integrate a streaming online
video feature into their core offering. The rationale here
was to take advantage of Netflix’s existing strengths,
?ncludlng its brand, its recommendation system, and
1ts large market share of online customers. By offering

¥he streaming feature at no additional cost to the exist-
ing online DVD rental business, Netflix could ;
its penetration of the youn

VOD -
by ccmtinuing to gro ’ Mmarket Sll’l‘lply

W 1ts existing business. Hastings

’/ﬁ;eraging Netflix’s existing bran

are Was the only way to diffcrenﬁai a;:j
- the stand-alone sites such as y s
.. Without 2 clear link between the g ‘g
. and the traditional DVD rentaj busing,
yvOD offering would have no advantage
. ctart-up competitors. Still, Hasting,
th what was effectively giving away
no additional revenue. While g,

Wag

this

concerned Wi

for
new feature Aok 0
delivery meant No shipping COSts and no add]tlﬁmﬂ

employees needed to hﬂndilfl extrta Vtﬂlum; i'n_a distr;-
bution center, there were ?’t R o paaMIon cugy
for onlin€ video, along with a matfe;al ;_mf)llnt of pro.
gramming support needed. Part of Netflix’s early g,
cess had been 1O reac.h for positive (,:ash .ﬂows before
growing wildly.f. Ha:stmgs wondered if this was 3 step
in the wrong direction. |

Finally, he considered t!le merits of building 4
<tand-alone online video busxnes§, 51lmllar to what wag
being offered by Vongo or MOVIBL.mk. Hastings was
<omewhat concerned with distracting his core team
f-om his stated goal of growing Netflix’s core business
t0 20 million subscribers. He was worried that asking
these same employees to pursue an online video ini-
hiative would create some confusion about the future
of the company. One solution would be to create a
separate profit center and an entirely different service
through which customers would pay exclusively for
online video access. While Hastings acknowledged
that the market for this service would be small in early
2007, he believed that there would eventually be reso-
lution for the issues of content and connectivity, allow-
ing this market to mushroom. When this happened, h¢

was confident that the Netflix brand name and cus- |

tomer awareness would give it a distinct advantage
Over many newer entrants.
The announcement was just days away.
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