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Part I: Executive Summary 

Netflix is an Internet video streaming network. During its 20 years of evolvement it 

developed from a company selling and renting DVDs to one with three business 

segments, including domestic streaming, international streaming, and domestic DVD. 

Netflix is currently investing heavily in original programming to attract and retain 

members. The monthly membership fees make up for their operational revenue. In the 

past five years, Netflix has been growing fast overall and especially on their 

international business although it has not been profitable yet. It raised substantial 

amount of debt to fund the growth, which reflects as rising of leverage ratio. Netflix 

faces various challenges from competition to attract and retain members, complexity of 

management as an large international company, maintaining relations with partners, IP 

protection and government regulations, etc. Given the fixed cost structure and relatively 

thin contribution profit margin, its inability to maintain a competitive position in streaming 

industry may put it into financial distress. 

  

We expect Netflix to experience a declining growth in membership count in the next 5 

years. We also predict a decreasing growth of invested capital from the current 40% 

growth to the terminal 10%. The ROIC is expected to increase as the current strategy of 

original content creation gains traction and stabilize at around 15%. In applying the 

economic profit model, we also assume Netflix continues to reinvest without paying 

dividends and constant turnovers for all the assets except for cash and cash equivalents 

and short-term investments. The firm valuation of Netflix we determined is around 

26.5B, which is significantly lower than its current market capitalization of 64B. This may 



be because the market is overly optimistic about Netflix’s future growth, and we predict 

that it may still take some time before the gains are realized.  

 

Part II: Historical Analysis 

Netflix is a world leading Internet TV network that provides streaming videos, including 

their original series to their members. Netflix has three reportable segments: domestic 

streaming, international streaming and domestic DVD. All three segments drive revenue 

from monthly membership fees and provide streaming to US members or international 

members or DVD-by-email.  

 

Netflix mainly competes with other entertainment video providers, such as multichannel 

video programming distributors, internet-based movie and TV content providers, video 

gaming providers and DVD rental outlets and more broadly against other sources of 

entertainment. What’s worth mentioning is that Netflix doesn’t just compete with its 

competitors to provide service to its members. They also have to compete against them 

to obtain the content to provide, including license streaming contents and original 

content projects. Their competitors include Hulu, NBC, ABC, HBO, Redbox, Amazon 

Prime Video, etc.  

 

Overall, Netflix has been growing faster than the Street’s estimates by adding more 

members both in the domestic US market and in international markets. The growth of 

domestic membership is slowing down, but the rapid growth of international 

membership covers up to achieve record high in new memberships each quarter. 



 

Contribution margin stays flat over the years as each business segment improved its 

contribution margin, but the segment portfolio shifted toward less profitable segment, 

International Streaming. 

 

Table 1: Contribution Margin of each business segment 

 2012 2013 2014 2015 2016 delta 

Domestic 

Streaming 
17% 23% 27% 33% 36% +19 pts 

International 

Streaming 
-135% -39% -12% -17% -10% +125 pts 

DVD Rental 47% 48% 48% 50% 52% +5 pts 

Total 14% 18% 21% 20% 20% +6 pts 



 

Table 2: Revenue contribution of each business segment 

 2012 2013 2014 2015 2016 delta 

Domestic 

Streaming 
61% 63% 62% 62% 57% -4 pts 

International 

Streaming 
8% 16% 24% 29% 36% +28 pts 

DVD Rental 31% 21% 14% 10% 6% -25 pts 

 

Operating Income and Net Income has dropped harshly in 2012 due to the strategic 

challenges. (See Graph 2) First, the increase in subscription price resulted in the 

decrease in paid memberships. Second, the international expansion reduced its 

productivity drastically. Third, Netflix encouraged the cannibalisation between its 

profitable DVD Rental business and the growing but not yet profitable Streaming 

business. After recovering from the sharp profitability drop in 2012, its Operating Income 

and Net Income is in a slight downtrend due to increase in “Technology and 

Development” and “General and Administrative”, which mainly resulted from the 

international expansion.  



 

In addition, the gap between Operating Income and Net Income has been widen as 

Interest Expense has been increasing and Other Income had been increasing until 

2015. Interest Expense has been increasing due to the increase in long-term debt, and 

the financial risk of increasing debt will be discussed below. 

 

In the future, Netflix sees its profitability recovering. It states in the “Long-term View” on 

its website that “We’re targeting a 7% operating margin in 2017 and plan to steadily 

increase operating profit and margin from there as we balance growth with profitability.” 

As the segment contribution margin is improving for all the business segment, including 

the International Streaming segment, the targeted operating margin will not be 

impossible. 

 



Even though Netflix is growing at a very high pace and remaining as the top player in 

contents streaming industry, there are risks to consider.  

 

FIrst, the long-term investment in contents has increased its leverage and decreased its 

Asset/Equity Turnover together with international expansion.  

 

Table 3: Leverage and Turnover 

 2012 2013 2014 2015 2016 delta 

LTD-to-assets 0.10 0.09 0.13 0.23 0.25 +15 pts 

LTD-to-equity 0.54 0.37 0.48 1.07 1.26 +0.72 pts 

Asset Turnover 1.03 0.93 0.88 0.79 0.74 -0.29 pts 



Equity 

Turnover 
5.20 4.21 3.45 3.32 3.60 -1.60 pts 

 

Netflix has announced in its “Long-term View” that it’s going “to spend over $6B on a 

P&L basis on content for our members” and “We are making great headway with our 

slate of original series, which is a rapidly growing proportion of our spending.” The 

contents are obviously important for the streaming business and it has been the 

competitive advantage of Netflix over competitors. However, with increase in Non-

Current Content Assets to Total Assets and Long Term Debt, the financial risk and the 

likelihood of financial distress has been increasing. If the contents turned out to be less 

valuable in the future, Netflix might fall into a financially risky position. 

 

And there is outstanding concern for consequences of Netflix’s inability to attract and 

retain members. Due to its long-term and fixed cost nature, certain amount of 

membership acquisition or retention is required. If they are not able to achieve this, they 

will suffer from lowered growth rate and thus margins and even liquidity problems. 

Moreover, inability to attract and retain members will also demand for higher marketing 

expenditures. Taking in account that Netflix is shifting towards original programming, if it  

doesn’t meet expectation, Netflix will be adversely affected.  

 

Another risky factor is Netflix’s rapid international growth and potential issues rising with 

it. As mentioned before, Netflix is growing fast in international market but is not yet 

profiting from it.  The management of growing complexity is also challenging for Netflix. 



This complexity includes possibly less favorable foreign IP laws, US laws relating to 

export control and economic sanctions, currency exchange rate fluctuation (currently 

not hedged), unfamiliar competitor environment, piracy, etc.  

 

There is also risk from its competitors and partners. Netflix relies on some partners to 

make their streaming contents available on certain devices like TV set-top boxes. And in 

the special case of Amazon, Netflix compete with Amazon Prime Video in streaming 

business but relies on Amazon Web Services to provide their streaming service. In 

terms of relationship with other TV networks, Netflix is currently protected by the 

government regulation on Net Neutrality. Netflix may suffer from an unexpected 

regulation change. In summary, any unexpected relationship change with these 

companies may incur significant cost for Netflix, which might push it into financial 

distress considering its current low net income margin.  

 

 

 

 

 

 

 

 

 

Part III: Prospective Analysis 



To project out the income statement, we used a bottom-up approach by forecasting out 

each individual segment and used paid memberships as the main drivers. We assumed 

a declining growth in membership in the domestic streaming segment since they have 

already captured 50 million out of the 100 million households in the U.S. Management 

also forecasts increased competition as satellite companies move into the streaming 

space and major media companies continue to grow their over-the-top platforms such 

as Hulu and HBO Now. The international streaming segment has seen very promising 

growth at around 50% in 2016 but the growth, too has been declining. International 

streaming subscribers have just surpassed domestic streaming but by 2021, we 

forecast that international streaming will have more than double domestic’s subscriber 

count. However, by 2021, the contribution profit between the two segments would be 

approximately equal as the cost of revenues for international streaming will grow 



significantly due to heavier international content investments. The domestic DVD is 

experiencing a steady decline and it is not a main focus for Netflix, contributing less 

than 5% to total revenue. By 2021 that number is projected to be less than 1% and the 

segment will be insignificant.  

 

 

For the P&L, everything from marketing and above are summations from the three 

segments. Technology and development and general and administrative expenses 

forecasted out as a constant percentage of revenue, similar to its historical margins. 

The 2017 projections are in line with management’s forecasts. Provision for income 

taxes is forecasted out with 2016’s effective tax rate of 28.3%. Long-term margins will 

stabilize at around 7%.  

 



 

We forecasted out the assets on the balance sheet using turnover ratio assuming 

constant turnover for all the assets except for cash and cash equivalents and short-term 

investments. We forecasted cash to have a declining growth as it should grow with 

increased cash flow over time, but since Netflix does not need a significant amount of 

cash on hand we anticipate that they will continue to spend the majority of it on content. 

Netflix’s total asset is currently at $13.6 billion and projected to grow to $43.6 billion in 

2021.  

 

The current content liability was forecasted out with a declining growth rate because we 

assumed that as they slow the investment growth in content the liabilities too, will 



decrease. Non-current content liabilities were driven off of non-current content assets 

following a decreasing trend. Long-term debt increases at a CAGR of 35% from 2015A 

to 2021E, as we predict Netflix will continue to use debt to fuel growth in the near future. 

Based on our forecasts, the debt-to-equity ratio will peak at 2x in 2019 and start 

decreasing as Netflix matures and slows down content growth. We assumed that Netflix 

will continue to reinvest in its business and not issue dividends, similar to many other 

technology companies.  

 

 

Netflix currently has an ROA of 1.6%, RNOA of 2.5%, and ROE of 6.0%. The RNOA is 

expected to grow to 15% and ROCE will be around 65%.  

 



 

To calculate NOPAT, we forecasted out their deferred tax assets and pulled EBIT from 

the P&L. We added back D&A for PP&E and DVD content, as well as stock-based 

compensation net of tax benefits. We subtracted out change in net working capital 

which included current content assets and liabilities. We also subtracted out capital 

expenditures which included PP&E and DVD content assets. We did not include non-

current content assets in the calculation because there was no purchase of non-DVD 

content assets in cash flow from financing, so we did not categorize it as a capital 

expenditure, and because it was non-current we excluded it in our change in net 

working capital calculation. We projected an unlevered free cash flow of $545 million in 

2016 and $2.8 billion in 2021.  

 

 

Part IV: Valuation of Netflix’s Equity 

Choice of valuation model: We decided to use an economic profit model for the 

valuation with more emphasis on current economic profits. Since Netflix is making a big 



bet on original content to drive their future earnings, it is reasonable to use the invested 

capital to understand firm value. We used our pro-forma financial statements from part 

III to build out our model.  

Invested Capital (IC): We used IC= SE + Financial Liabilities - Financial Assets 

ROIC: NOPAT/Average IC 

WACC: The 2016 WACC was taken from Bloomberg which was 11.83% based on 

which we estimate a terminal WACC of 12% 



Economic Profit: Invested Capital*(ROIC-WACC). As shown below in the table with 

values taken from Bloomberg, ROIC<WACC  since 2012 (except for 2014) and we 

expect that to continue for the next five years since they are investing heavily in content 

creation. Thus Netflix is actually destroying vallue since the opportunity cost of the 

capital deployed is higher than the returns it is generating. However, we consider this a 

as an inevitable but temporary feature oftheir current growth strategy where returns 

from those content is only starting to stream in but will continue over long horizons. 

Over time, their investment in content will decrease as they solidify their position as the 

market leader, similar to technology companies like Google. With their large user base 

and recurring cash flow, they will be able to generate profitable returns once they scale 

back their investments in content.  

Table: WACC and ROIC number from Bloomberg 

 

Terminal ROIC: Projected ROIC for the next five years based on current invested 

capital trend is around 9%. However, between 2010-2016, before embarking on this 

new strategy ROIC was an average of 21% which a high of 32% in the 2009 and 2010. 

Comparing ROIC to a mature entertainment company, we looked at Walt Disney at a 

comparable company whose average ROIC is in the 12%-15% range. We feel given 



Netflix’s web enabled business model it can beat that number. However, there is also a 

lot of volatility in Netflix’s ROIC in the past thus to be conservative we chose a terminal 

ROIC of 15%. 

Terminal growth rate (g) of invested capital:The current growth rate in IC  is very 

high, in 2016 it was 41.5% and expect a similar trend to continue in the next five years 

as they are only beginning many of their content creation partnership internally such as 

the exclusive relationship with Bollywood superstar Shah Rukh Khan’ company Red 

Chillies. In the long-run, so as to have positive economic profits, Netflix will need to 

keep the growth rate of its IC below the WACC. But it will try to keep it as close as it can 

because content creation by its nature requires a lot of capital. Thus we estimate a 

terminal IC growth rate of 10%, down from the 41.5% in 2016 and expected 22.6% in 

2021.  

 



 

 

Firm Valuation: Our estimated firm valuation for Netflix is 26.5B which is much less 

than the current market cap of 64B. We believe that the current market valuation is 

overpriced and can only be achieved if we assume a terminal ROIC of between 20%-

21% and g of 10%. Alternately if ROIC is around 15%, the invested capital needs to 

grow faster as close as possible to the WACC of 12%. A valuation close to 64B can be 

reached by an ROIC of 15% and a g=11.3%.  

 

Comparison to market analysts: While we did use the WACC from Bloomberg we 

calculated our own values for Invested Capital and ROIC. The table below shows how 



our ROIC values compare next to Bloomberg and MorningStar. 

Appendix: Key Figures 

  

 


