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Netflix: The Reed Hastings era

Marc Sachon

“We started in 1997 as a DVD-rental-by-mail firm, and spent the first five years struggling to get
to a sustainable model that was cash flow positive. We spent most of the next five years fighting
with Blockbuster in the US. We began streaming in the US in 2007, and internationally in 2010.

Our sobering Qwikster DVD misstep was in 2011. Our first original series debuted in 2013. We
became global in 2016, nearly twenty years after starting Netflix. Over the following decades,
streaming entertainment will replace linear TV, and we hope to keep leading by offering an
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amazing entertainment experience.’

Netflix Investors, Long Term View [updated July 20, 2021]

“We are now the largest subscription streaming service in the world on all key metrics: paid

»

memberships, engagement, revenue and profit.

Netflix, Shareholder Letter, 2022, Q1

“We don'’t think we are going to get disrupted in form of the delivery technology; more likely some
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new form of entertainment, some tech-based entertainment forms which supplant movies.’

Reed Hastings, Co-Founder of Netflix, 2015
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OIT-45-E Netflix: The Reed Hastings era

Between 1999, the year in which Reed Hastings became CEO, and 2022, the last full year of his
operational leadership, Netflix recorded a compound annual growth rate in subscribers/streaming
clients of 40%, year after year. In the process, it drove rentail giant Blockbuster into Chapter 11,
revolutionized streaming, went into content creation, won Golden Globes and Oscars, and
eventually disrupted Hollywood by forcing Disney to enter the streaming business, setting off a
“sonic boom in Hollywood”*. What was the outlook for Netflix in January 2023, when its iconic
cofounder, Reed Hastings, decided to step down?”

The beginnings

On August 29, 1997, Marc Randolph and Reed Hastings invested $2 million (most of which was
from Hastings) to launch Netflix in Scotts Valley, California.2 The launch of the DVD that year
allowed them to establish a video-by-mail service via the internet.3 The Netflix website was
launched on April 14, 1998. The business model was a copy of the rentail (a mix of rental and
retail) model of Blockbuster: Netflix clients had to pay $3.49 per two weeks of DVD rental plus
$0.99 for shipping. In the case of missed due dates, late fees applied. Netflix always offered the
broadest DVD catalog available (some 500 titles in 1998) and sold DVDs to customers who did
not return their rentals. The collected usage data were offered as market research to Hollywood
studios. By August 1998, Netflix shipped some 2000.DVDs per week, generating a run rate of
USS$100,000 per month, with more than 95% of it coming from selling unreturned DVDs. Nobody
wanted to rent.

Blockbuster, the undisputed global leader in"Thome entertainment at the time, was founded in
1985 in Texas. In 1997, it had more than 60 million US customers (with a membership card),
operated some four thousand US stores (20% were franchised) of approximately 600 sgm each,
and generated sales of USS3.3 billion. Stoeres offered approximately 1,000 different movie titles
on VHS tapes, with special focus on new releases. Movies came in different demand categories,
and a store had either 1, 3, or'5 VHS copies of a given movie in its rotating inventory. The
company was growing internationally. In 1999, Warner Bros. offered Blockbuster a deal under
which it would get six months’ exclusive access to the studio’s newest DVD titles, but in return,
it had to accept that the typical 40% revenue sharing used for VHS would also be applied to
DVDs*“. Blockbuster, which represented 50% of the studio’s rental income from new movies,
declined. Warner Bros. decided to sell DVDs through Walmart and other retailers. By 2003, the
studios were making three times as much money with DVDs as they had with VHS—and Walmart
replaced Blockbuster as the studios’ largest single source of income.>¢

1 New Tork Times (@nytimes), “Disney set off a sonic boom in Hollywood by unveiling plans to start two Netflix-style
services”, X (formerly Twitter), 10 August 2017, 5:40 p.m., https://x.com/nytimes/status/895671085378682884.

2The DVD first entered the market as a storage medium for computers in 1996 before entering entertainment the year after.
3 Marc Randolph, who had the original idea, left the company with its IPO on May 23, 2002.

4 Some hit movies would even involve higher percentages.

5 Edward J. Epstein, “Hollywood’s New Zombie: The Last Days of Blockbuster,” Slate, 2006.

61n 1999, Hollywood had US DVD sales of USS1.5 billion; by 2006, the peak year for DVD sales, this number had risen to
USS$23.6 billion (+1400%).
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Leveraging new technology to create a new business model

By early 1999, it was clear that Netflix’'s original business model was not working: its client base
was not growing fast enough, and Amazon started to sell DVDs. Hastings and Randolph were under
pressure to make DVD rentals work, but how? With their back against the ropes, they ran an
experiment with three innovations: clients could opt for a flat fee subscription, build a small home
library of Netflix DVDs, and build a DVD watch list. The result of the experiment was clear, and in
September 1999, Netflix launched “Marquee,” the first subscription service in entertainment: at
$15.99 per month subscribers could watch as many titles from Netflix’s catalog of 4,000 different
DVDs (14,500 by Dec. 2002, more than 120,000 at its peak) as they wanted, all included, no late
fees. Only limitation: they could never hold more than 3 DVDs at once. Traffic on the Netflix
website increased by 300%. Word of mouth started to kick in, and Netflix passed theignition point,
starting to grow its user base exponentially. Netflix also announced that Hastings took over as CEO,
signing deals with studios to buy DVDs at cost and share rental revenues. He already had his eyes
on the horizon: in a 2002 interview, he estimated the cost of sending DVD-quality films over the
internet to be $30. He expected it to drop over the coming years and expected Netflix to go 100%
digital, perhaps around 2007.

After introducing its new business model in 1999, Netflix's outlook was bright until March 11,
2000, when Nasdaq started a sharp decline from its peak of 5048 points. Many established tech
companies had problems (e.g., Cisco), and many famous startups (e.g., pets.com, webvan.com,
and boo.com) disappeared. Hastings and Randolph decided to offer Netflix to Blockbuster for
S50 million, but its CEO, John Antioco, declined. He had different plans: in July 2000, he signed
a 20-year deal with ENRON. Under the deal, Blockbuster would deliver on-demand streaming
content via ENRON Broadband. Unfortunately, ENRON never delivered the required network
capability, and Blockbuster pulled out of the deal.

In 2000, Blockbuster generated sales of approximately USS5 billion (16% from late fees, 14%
from merchandise) and operated a network of close to 9,000 stores in 30 countries. Its annual
filing with the Securities Exchange Commission (SEC) for 2001 stated,

Our goal is to exploit every opportunity to deliver increased revenues as a result of the high-
growth DVD format and to solidify our position as the world’s leading renter of DVDs. [...] In order
to promote the DVD format, during 2001, we began selling DVD players in our stores worldwide
[...] We continue to explore other ways to maximize the use of our store space to generate
incremental profit. [...] In addition, during 2001, we introduced a third-party store-within-a-store
concept in approximately 130 of our stores [to generate incremental traffic] [...] we are
developing a plan to offer an assortment of consumer entertainment products that complement
our core business, leverage the use of our store space and require minimal capital investment.”

At Netflix, the growing subscription base led to a substantial increase in DVD shipping costs, as
the free trial period was not supported by revenues. By April 2001 (i.e., during the “dot-com
crisis”), Netflix had 250,000 subscribers but needed 2 million to be able to cover its payroll. In
an example of Netflix's brutally honest and transparent culture, Reed Hastings and Marc
Randolph called a meeting with all employees and explained that layoffs were unavoidable. By
the end of the same day, Netflix had reduced its headcount by 33%. Patty McCord, Netflix Chief
Talent Officer from 1998 to 2012, said,

7 Scot Herald, “Netflix Adds Its Name to Dot-Com Survivor List,” San Jose Mercury News, January 23, 2003.
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