
 
 DILIGENCE PAYS 9/19/2016 

 

Page 1 of 7 
 

Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Netflix: Is The Music Slowing Down? 
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and Marketwatch.com 

Is the market finally noticing the mounting challenges facing Netflix and the excessive risk in its stock? Based on 
recent price movement, the answer would be no. However, with Macquarie Capital recently downgrading Netflix 
to underperform, and others questioning NFLX’s valuation, the issues, which we highlighted long ago, that face 
the company are slowly coming to light. Those issues include: unprofitable international expansion, dwindling 
competitive advantages, and a sky-high stock valuation. For a long time, the market has largely ignored these 
concerns. When investors really finally accept the truth about this company and stock, Netflix (NFLX: $97/share) 
could be in for a big sell-off.  

Issue #1: Declining Margins Equal Growing Losses 
When we first placed Netflix in the Danger Zone in November 2013, we noted that the company’s margins were 
facing pressure from the decline in DVD memberships (most profitable segment) and the exorbitant costs of 
expanding internationally. This trend continues today as Netflix’s after-tax profit (NOPAT) margins have declined 
from 8% in 2010 to 3% over the last twelve months (TTM), per Figure 1. The deterioration in margins can be 
largely attributed to Netflix’s unprofitable international expansion, a concern we raised in May 2014. In fact, 
Netflix’s international streaming segment has recorded a negative contribution margin for the past 18 quarters. 
Worst of all, Netflix’s economic earnings, the true cash flows of the business, have declined from $137 million in 
2010 to -$357 million TTM. Netflix’s profits are in a strong downward trend. 

Figure 1: NOPAT Margin Clearly Trending Lower 

 

Sources: New Constructs, LLC and company filings.  

Issue #2: Unsustainable Content Costs 
In April 2014 we pointed out the alarming rate at which Netflix’s streaming content obligations were growing. As 
more and more competition entered the market, licensing content became a larger and larger cost, as more firms 
were bidding up prices. Per Figure 2, from 2010-2015 Netflix’s streaming content costs have grown by 53% 
compounded annually while revenue has grown 26% compounded annually. As of 2Q16, streaming content 
obligations totaled $13.2 billion. 
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Figure 2: Content Obligation Growth Outpaces Revenue  

 

*Revenue from the trailing twelve months  
Sources: New Constructs, LLC and company filings 

More troubling than just the streaming content costs is the fact that Netflix’s expansion into original content has 
the firm operating more like a traditional TV network and less like the video streaming provider it once was. 
Netflix cannot afford to maintain a massive content library and create costly original programming for much 
longer, which brings us to our next issue: big time cash burn. 

Issue # 3: Large Cash Burn 
The last year Netflix generated positive free cash flow (FCF), was 2010, which happens to coincide with the year 
it began significantly increasing its content library, per Figure 2 above. Since then, Netflix has burned through 
cumulative $3.6 billion in cash, per Figure 3, and the cash burn is only accelerating. In 2015, NFLX’s FCF sat at  
-$1.6 billion and over the last twelve months FCF has worsened, to -$1.9 billion.  

Note that Wall Street loves the big cash burn because it means it makes big money when Netflix raises more 
capital. Consequently, you should not be surprised to see positive ratings on NFLX from Wall Street analysts. 

Figure 3: Netflix’s TTM Free Cash Flow Is -$1.9 Billion  

 

Sources: New Constructs, LLC and company filings.  
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For astute investors, the focus should be on the fact that original content has not only been costly, but also it has 
led to price increases that make Netflix less attractive when consumers choose a streaming service, which 
brings us to issue #4. 

Issue #4: Membership Growth Continues To Slow 
When Netflix reported its 2Q16 results, many investors (and Netflix management) were left disappointed by the 
company’s subscriber growth. However, market saturation and a slowing down in membership growth is nothing 
new, as it has been a concern of ours since October 2014. As can be seen in Figure 4, the year-over-year (YoY) 
growth in memberships, both domestic and international is in a long-term downtrend. While international 
members grew 55% YoY in 2Q16, that is down from 68% YoY in 2Q15, and 78% YoY in 2Q14. Similarly, 
domestic members grew 11% YoY in 2Q16, down from 17% YoY in 2Q15 and 22% YoY in 2Q14. 

Figure 4: Netflix’s Membership Growth Rates 

 

Sources: New Constructs, LLC and company filings.  

The root cause of the slowing memberships at least in 2Q16, according to Netflix management, is not due to 
competition, but rather the media coverage of Netflix’s un-grandfathering of prices making consumers believe 
Netflix was raising prices again. Regardless, there’s no denying that competition and pricing are inextricably 
linked, and when combined, could provide the biggest roadblock to Netflix ever achieving the success and profits 
implied by its current valuation.  

Issue #5: Streaming Video Has Become A Commodity 
When we first covered Netflix, back in 2013, we mainly focused on two competitors in the streaming video 
segment, Amazon Prime and Hulu. Since then, the streaming video market has drastically changed, and Netflix 
has lost much of the competitive advantage it once held. Today, the market is highly fragmented, with many 
firms competing for consumers’ business. Figure 5 lists just some of Netflix’s biggest competitors along with their 
monthly prices. 
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Figure 5: Netflix’s Numerous Competitors 
 

Service Monthly Price 
Verizon Go90 Free 
Seeso $3.99  
CBS All Access $5.99  
Hulu $7.99  
Amazon Prime Video $8.99  
Starz $8.99  
Showtime $10.99  
HBO Now $14.99  
Sling TV $20.00  
PlayStation Vue $29.99  

 

Sources: New Constructs, LLC and company filings.  

This list doesn’t include newer services such as YouTube Red, the potential for Facebook Live, or even Twitter 
beginning to stream live NFL, MLB, and NHL games. Not to mention, services like Amazon Video allow for 
subscription add-ons, such as Showtime or Starz. Hulu has announced plans to offer users the ability to stream 
live programming, including sports and news in 2017. It’s also worth noting that Hulu is part-owned by major 
cable providers Disney (DIS), Twenty First Century Fox (FOXA), Comcast (CMCSA), and Time Warner (TWX), 
which means Hulu has major backing and, potentially, access to a lot of high quality original content. 

Most importantly, though, the increase in competition leaves limited pricing power, not only at Netflix, but also 
across the market. With so many video delivery platforms, the service has become commoditized, with new 
features or original content the only differentiator. Unfortunately, such original content has not enabled Netflix to 
increase pricing, as showcased by its previous struggles to raise price.  

1. When Netflix hiked prices in 2011, the service lost nearly 1 million subscribers.  
2. In May 2014, Netflix raised prices for new customers and 3Q14 results revealed subscriber additions 

came in well below expectations.  
3. In 2Q16, when “grandfathered” customers saw their monthly prices rise, Netflix’s subscriber growth 

once again fell well short of expectations. 

It’s clear that the price of Netflix has a large impact on its membership growth, a trend exacerbated by the 
increase in competition and commoditization of the offering. If Netflix tries to raise prices, consumers have more 
options than ever to take their business. If Netflix cannot dramatically raise its prices, the stock is dramatically 
overvalued.  

Issue #6: NFLX Valuation Is Unrealistically Optimistic 
We’ve previously called Netflix one of the most overvalued stocks in the market and investors’ willingness to 
overlook the deterioration of the firm’s fundamentals means that statement remains true today. Even if Netflix 
maintains TTM pre-tax margins (3.6%) and can grow NOPAT by 22% compounded annually for the next decade, 
the stock is worth only $24/share today – a 75% downside. To further illustrate just how overvalued NFLX 
remains, we quantify three scenarios for the improvement in margins, subscribers, and/or revenue that is 
required to justify NFLX’s current price of $97/share. For reference, Netflix currently has just over 83 million 
members and earned a 3.6% pre-tax margin over the last twelve months. 

Scenario 1: If we assume that Netflix maintains its current price structure, its current pre-tax margins (3.6% 
TTM), and can grow revenue by consensus estimates in EY1 & EY2 and by 26% thereafter (average of last five 
years), the company must grow NOPAT by 24% compounded annually for the next 19 years to justify its current 
price of $97/share. In this scenario, Netflix would generate of $534 billion in revenue (19 years from now), which 
at current subscription prices implies the company’s user base will be 4.5 billion. The world population is 
estimated to be 7.4 billion.  
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Scenario 2: If we assume that Netflix adopts a strategy that improves margins by doubling prices but at the 
expense of revenue growth, the current expectations are still overly optimistic. If Netflix can increase pre-tax 
margins to 13.2% (highest in company history, 2010), and grow revenue by 13% (half the five year average), the 
company must grow NOPAT by 17% compounded annually for 29 years to justify its current price. In this 
scenario, Netflix would be generating over $228 billion in revenue 29 years from now, which at double current 
subscription prices implies the company’s user base will be 954 million. 

Scenario 3: Even if we assume Netflix is able to drastically improve margins through price increases without any 
impact on revenue growth, shares are still overvalued. If Netflix can achieve 13.2% pre-tax margins and grow 
revenue by consensus estimates in EY1 & EY2 and by 26% thereafter, the company must grow NOPAT by 39% 
compounded annually for the next nine years to justify the current price. In this scenario, Netflix would generate 
over $67 billion in revenue 9 years from now, which at double current subscription prices implies the company’s 
user base will be 282 million.  

Each of these scenarios also assumes Netflix is able to grow revenue and NOPAT without spending on working 
capital or fixed assets, an assumption that is unlikely, but allows us to create a very optimistic scenario. For 
reference, NFLX’s invested capital has grown on average $926 million (14% of 2015 revenue) per year over the 
last five years. No matter which way you look at this stock’s valuation, NFLX is priced beyond perfection. Given 
the litany of challenges facing the company, the downside risk to this stock looms large. 

Figure 6 summarizes three potential scenarios for the profit growth needed to justify $97/share. 

Figure 6: Valuation Scenarios for NFLX 

   
Implied by Current Stock Price 

Scenario 
Monthly 

Subscription 
Price ($) 

Pre-
Tax 

Margin 
Revenue 

(mm) 
Subscribers 

(million) 
Subscriber 

CAGR 

1. Maintain Margins & Rev Growth 9.99 3.6% $534,199  4,456 23% 
2. Improve Margins & Rev Growth Slows 19.98 13.2% $228,729  954 9% 
3. Improve Margins & Maintain Rev Growth 19.98 13.20 $67,698  282 15% 
Sources: New Constructs, LLC and company filings.  

This article originally published here on September 19, 2016. 

Disclosure: David Trainer and Kyle Guske II receive no compensation to write about any specific stock, sector, 
style, or theme. 

Scottrade clients get a Free Gold Membership ($588/yr value). Login or open your Scottrade account & find us 
under Quotes & Research/Investor Tools. 
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New Constructs® – Profile 
How New Constructs Creates Value for Clients 
We find it. You benefit. Cutting-edge technology enables us to scale our forensic accounting 

expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients 
can make safer, more informed decisions. 

Our stock rating methodology instantly informs you of the quality of the business and the fairness of 
the stock’s valuation. We do the diligence on earnings quality and valuation so you don’t have to. 

 
In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF, 

and mutual fund according to what we believe are the 5 most important criteria for assessing the 
quality of an equity. Each grade reflects the balance of potential risk and reward of buying that 
equity. Our analysis results in the 5 ratings described below. Very Attractive and 
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell" 
rating, while Neutral corresponds to a "Hold" rating. 

 
QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors 

rely on backward-looking price trends? 
ANSWER: They should not. 
 
Don’t judge a fund by its cover. Take a look inside at its holdings and understand the quality of 

earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its 
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.  

 
 The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings 

of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the 
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors. 

 
Our Philosophy About Research 
Accounting data is not designed for equity investors, but for debt investors. Accounting data must be 
translated into economic earnings to understand the profitability and valuation relevant to equity 
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly 
emphasized that accounting results should not be used to value stocks. Economic earnings are what 
matter because they are: 
 

1. Based on the complete set of financial information available. 
2. Standard for all companies. 
3. A more accurate representation of the true underlying cash flows of the business. 

 
Additional Information 
Incorporated in July 2002, New Constructs is an independent publisher of investment research that 
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic 
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate 
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and 
WACC, to create economic earnings models, which are necessary to understand the true profitability 
and valuation of companies. Visit the Free Archive to download samples of our research. New 
Constructs is a BBB accredited business and a member of the Investorside Research Association. 
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DISCLOSURES  
New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no 
management ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any 
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not 
perform any investment or merchant banking functions and does not operate a trading desk.  
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any 
trading whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the 
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was 
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New 
Constructs issues a report on that security. 
 
DISCLAIMERS  
The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this 
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any 
such investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to 
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or 
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information 
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change 
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different 
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of 
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of 
any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to 
making any investment decision or for any necessary explanation of its contents.  
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered 
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All 
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New 
Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 

 

http://blog.newconstructs.com/�

