The Rise of Netflix

By

Richard Trench



1. Introduction

Netflix is the world’s largest internet television network offering on-demand TV
programming to almost any internet connected screen. Today, Netflix has over 93
million subscribers in more than 190 countries (Netflix, Inc., 2016). This report will
examine the rise of Netflix from a DVD rental company, to what it has become today,
and discuss what the future may hold in an ever more competitive market for the
company.

The report will begin by discussing the history of Netflix from its initial establishment
as an online DVD rental company and then plot its rise, and look at how it used
technology, in particular the internet in achieving the steady growth that has taken it to
the dominant position it holds today. Next, the report will look at Netflix’s pricing
strategy and examine its success and failures in this regard along with discussing some
of Netflix’s innovations and how they have added to the company’s success.

The next section of the report will look at what the future may hold for Netflix. With
competition increasing in recent years, and this trend expected to continue, the report
will look at Netflix’s current strategy and attempt to determine if this strategy is the
correct one, and identify what, if any improvements can be made to this.

2. Institutional Background

2.1 A Brief History of Netflix

Netflix was founded by Reed Hastings and Marc Rudolf, in California in 1997 as an
online DVD rental store (CNN, 2014). The two men are still heavily involved in the
running of the company with Reed Hastings being the current CEO and majority
shareholder (Frank, 2015). Up to the time Netflix was established, the movie rental
model was the traditional bricks and mortar type movie store, where customers came
to the movie store, browsed through the selection of movies and were charged a per-
rental fee to rent movies. The movies had to be returned within a certain timeframe to
avoid incurring additional fees. Netflix however attempted to disrupt this well-
established model, through only offering its movies online from its website. Initially
Netflix kept the traditional pay-per-rental model for its online rentals however, in 1999,
they adopted a subscription model where customers paid a monthly subscription fee
and could rent an unlimited number of DVDs while holding a no more than a specified
number of DVDs at any one time depending on their subscription plan (Mason, 2002).
The model proved to be extremely successful and by the time the company went public
in 2002, Netflix had over 850,000 subscribers in the US and revenues had reached over
USS$150 million (Netflix, 2002). Netflix were the first movers in the online rental
model, and by 2003 they controlled around 95% of the market and had almost 1.5
million subscribers. Each subsequent year saw steady growth in terms of subscribers
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and revenues and in 2007, Netflix launched its online video streaming service allowing
subscribers to watch content on demand on their home computers. By this time, the
company were generating revenues of US$1.2 billion and had over 7.5 million
subscribers (Kaufman, S. et al. 2009).

Improvements in internet connectivity speeds helped to accelerate Netflix’s rapid
growth and by 2010, its internet streaming service had over taken its DVD rental service
to become the company’s core operation. Netflix’s financial report (2010) shows that
the more than 20 million subscribers generated revenues of over US$2.1 billion in that
year. In the following years, Netflix expanded its online streaming services
internationally and today, the service is available in over 190 countries. Netflix have
also over the years increased the range of content available on its service and the
company now produce its own content as well as delivering content from other
providers. Netflix employ around 4700 people worldwide and generated revenues of
almost US$9 billion in 2016 (Netflix, Inc., 2016)

3. The Rise of Netflix

As can be seen from the brief history of Netflix, the company’s rise from 1997 to today
has been exponential. We will now examine the main drivers of this growth and discuss
how Netflix have used them to their advantage.

3.1 Changing Technology

Since the company’s inception, Netflix have adopted the newest and most modern
technologies. Johnson et al. (2014), describe companies like Netflix, that are early
adopters of technologies and advancements like this as ‘lead users’,

When the company began its operations, video cassettes where the main medium used
by movie rental companies such as Blockbuster and Movie Gallery. DVDs however,
which were in their infancy at the time, were lighter, more durable and cheaper to
deliver by post (Mason, 2002). Netflix used this new technology to their advantage
choosing them over video cassettes. This decision to adopt a new and emerging
technology was a brave move and helped to establish Netflix as a dominant player in
the industry.

Around the time Netflix was established, the internet was also new and emerging.
Netflix used the internet to challenge the traditional bricks and mortar style movie stores
by using the internet for customers to order movies. Establishing their business online,
rather than having a network of physical stores helped to give Netflix a competitive
over their traditional movie store competitors by greatly reducing costs. Netflix also
developed a sophisticated algorithm that has been updated and improved over the years.
The algorithm personalises users experience with the company by making
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recommendations to customers based on certain criteria such as movies they have
previously rented and how they rated them (Hallinan, 2016; Gaglani, 2014).

3.2 Operating Online

Netflix were pioneers of online DVD rentals, challenging the traditional ‘bricks and
mortar’, type walk-in movie rental store (Mason, 2002). They then also pioneered, and
became the dominant player in the online movie streaming service (CNN, 2014), so
much so that as of 2014, Time Magazine (2014), reported that during peak hours in the
US, Netflix accounted for more than one third of internet traffic. This is in sharp
contrast to its main competitor, Amazon Video which only accounted for around 2.5%
of internet traffic during the same period.

Following a corruption of their data bases in 2008 that resulted in delays and
cancellations of their services, Netflix have migrated their operations to cloud based
service. While for most users the migration that began in 2008 and took almost seven
years will not be noticeable, the migration delivers a more reliable service, more
security with billing and better scalability globally for the company (Netflix, 2016).

The decision for Netflix to operate solely online, has indeed proven to be massively
successful. When Netflix was established, the main players in the of movie rental
market were Blockbuster and Movie Gallery, as well as a plethora of independently
owned movie rental stores. These all employed the traditional bricks and mortar model.
Netflix radically changed the face of the movie rental market when they entered the
market. Senior management in companies like Blockbuster failed to recognise the
potential that operating online brought, and while they did make some attempts to
capture a share of the online sector, their decisions to remain primarily focused on the
walk-in movie store model ultimately lead to their demise (Satell, 2014).

3.3 Pricing Strategies

As previously mentioned, Netflix began with a more traditional pricing strategy of
charging customers per rental, which in 1999 they changed to the current subscription
based model. The subscription model offers better value for heavy users as they receive
unlimited viewing for the monthly subscription fee. Initially the monthly subscription
fee allowed subscribers to view content online and avail of the DVD postal service.
However, in 2011, CEO Reed Hastings devised a plan to split the online and DVD
service. The split meant that for subscribers who wished to avail of both services, their
subscription fee would increase by 60%. The move was massively unpopular with
subscribers and damaging to Netflix’s business. The company’s stock fell by 77%, they
lost over 800,000 subscribers and the company’s reputation was badly damaged
(Stewart, 2013).
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This incident serves as proof that companies like Netflix need to be acutely aware of
the price sensitivities of their customers, and that they will not react well to unjustified
price hikes. Extensive market research should always be carried out prior to such a
move. This allows for identification of possible issues that may arise, and avoid
detrimental incidents like the one described with Netflix. Netflix today however,
demonstrate that they are aware of this requirement. In their annual report (2016), they
mention that any price increases will be viewed unfavourably by subscribers if price
increase are not accompanied by better value.

Today, the company offer a range of pricing tiers, the higher the price, the more options
and choice the subscriber receives (Pelts, 2016). In Australia, the basic subscription fee
is $8.99 per month, with the premium offering costing $14.99 per month. The premium
service offers subscribers content in ultra-high definition and the ability to watch
content on up to 4 devices. Netflix also offer subscribers one month free in an effort to
attract customers to their service (Netflix, Inc., 2016).

Netflix’s average price is much lower than their main competitors HBO Now, Dish’s
Sling TV and Hulu however, Netflix have stated that they intend to increase their
pricing in the future as they deliver more value (Pelts, 2016). For now, while their prices
are lower than their competitors, it is reasonable to expect that their market domination
will prevail.

3.4 Netflix’s Innovation

Netflix have used what Johnson et al. (2014), describe as ‘process innovation’. This
concept essentially is introducing a new technology or process for delivering something
that already exists. Netflix did this by radically changing the way that movies were
delivered to customers, firstly by adopting DVDs, and secondly by using the internet
as the medium for delivery.

Netflix also disrupted the traditional movie rental method, with rentals having to be
returned by a certain due date, Netflix’s subscription model meant that there were no
due dates, this was hugely innovative at the time and played a major part in Netflix
achieving market dominance (Allen et al. 2014)

Another innovation that Netflix pioneered is their movie ratings and recommendations
system. This involves the use of a sophisticated algorithm that personalises user’s

experiences and suggests various content based on past viewings and various other
factors (Mason, 2002).

Netflix are also at the cutting edge when it comes to research and analysis of what
viewers want to watch (Ranshoff, 2010). This advanced research has resulted in Netflix
producing acclaimed shows such as House of Cards, 13 Reasons Why and Narcos
(Netflix, 2017). Continued investment in this research will help Netflix maintain their
dominance and achieve their long-term goal of having 50% of its content produced in
house (Forbes, 2016).
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4. Will Netflix Remain the Dominant Provider?

This section will examine what the future may hold for Netflix and determine if they
can maintain their dominance in the industry.

4.1 What is the Netflix Strategy?

Netflix (2016), have stated that their strategy is to continue to grow their internet
streaming service globally and expand their content, focusing on in-house produced
content. This year alone, they are expected to increase spending to US$6 billion on their
own productions (Forbes, 2016). According to Jenner (2016), Netflix offers viewers a
‘model of individualised viewing practices and self-scheduling on TV’. This strategy
of personalising what they deliver to viewers will be key in Netflix’s continued success.

4.2 How is Netflix Currently Performing?

Netflix is currently performing extremely well. Its share price has quadrupled in the last
3 years and they company continues to grow its subscriber base and exceed analysts’
predictions (Salapa, 2016). According to Salapa (2016), Netflix are also being prudent
in focusing more spending and attention on producing its own content rather than
acquiring content from third parties. This is helping to keep its cost down, as acquisition
of content tends to be more expensive than in-house production.

4.3 The Future for Netflix

Up to 90% of TV viewing is still via the traditional linear TV, which means that it is
viewed when it is broadcast (Fontaine, 2013). However, according to an investigation
carried out by Kantar Media for Ofcom in the UK (2016), younger viewers are opting
more for non-linear, or on-demand viewing. This would suggest that moving forward,
the need for on-demand content like that of which Netflix deliver will continue to grow.
As the market leader, Netflix are in a strong position to capture much of this growth.
However, Fontaine (2013) also discuss how most traditional broadcasters are now also
offering on-demand viewing, so competition in the industry is increasing and will no
doubt continue to increase. The competitive nature of the industry is indeed eluded to
by Netflix (2016), in their annual report.

Netflix will need to continue to innovate and offer new and ever more compelling
products and services to their customers to ensure they can maintain their dominance.
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Ensuring that they have the most desirable content will be key. Continuing to develop
in-house TV shows and movies as well as entering into agreements with other producers
of content such as the one they recently entered with Disney, to stream their content
will help in this regard (Forbes, 2013).

According to Jalan (2016), the number of US subscribers is approaching saturation and
growth, while continuing, is at a much slower rate than previously. With this in mind,
Netflix’s strategy of growing globally, while focusing on producing content is prudent
and will help to consolidate its US base. Analysts forecast that the company can achieve
over 100 million subscribers outside of the US by 2022 (Forbes, 2017).

One major challenge that Netflix will face however in its global expansion is that of
piracy. In many countries that Netflix has recently launched, online piracy is rife, and
indeed in many Asian countries is considered normal. Indeed in Europe, 56% of online
viewers stream movies from pirate operators (Salapa, 2016). According to Liao et al.
(2013), the best strategy to counter this piracy is to continually offer superior value. As
much of the content available through piracy is of inferior quality, for Netflix to focus
on delivering the highest quality possible will be crucial.

5. Conclusion

This report has set out to examine the rise of Netflix from its inception as an online
DVD rental company to the online movie rental company it has become today,
operating in more than 190 countries with over 93 million subscribers. The report has
illustrated that Netflix have used modern technology, first with the DVD and then the
internet to its advantage. While Netflix have made mistakes in the past with their pricing
strategies, it is evident that the company have learned from these mistakes and are now
focused on delivering the highest quality in return for any price hikes.

Netflix strategy is to grow their business globally and overall, the future seems bright
for Netflix. Their recent entry into production of content has played a big part in their
success and with increased spending in this regard, should continue to bring more
subscribers.
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