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Back to the Future
In its current state, the market is likely to shoot first and ask questions later on any whiff of trouble, even from a bigtech superstar. Sean Stannard-Stockton examines whether that's been a reasonable response in the case of Netflix.
Many investors have likely experienced
recently a dramatic share-price decline in
one or more of their holdings. Markets
have a way of serving those up on a regular basis, even more so when a strong bull
run meets a variety of macro headwinds.
Netflix has provided that experience
for Ensemble Capital’s Sean StannardStockton [VII, May 30, 2021]. He first
bought into the streaming giant's stock in
2016 and enjoyed a charmed run with it
as the share price got as high as $700 last
November. But as interest-rate worries increased, sentiment shifted from high-multiple stocks, and the company offered a
first-quarter forecast dubbed “borderline
catastrophic” by one analyst, the shares in
January fell below $360. They’ve recovered only somewhat, to just over $380.
“Any time a stock drops a lot, we need
to understand how any new information
changes our fundamental view of the
company,” says Stannard-Stockton, who
set about trying to determine that in the
case of Netflix. He identified three points
of apparent concern: that it was saturating
its available market, that new competition
was taking its toll, and that the company’s
quarterly guidance was catastrophic and
justified a 22% drop in the share price on
the day after it was given.
On the evidence, he concluded the market was overreacting in each case. Variability in new-subscriber numbers was
within quarter-to-quarter historical ranges, and the year-to-year numbers were actually fairly good. The company has raised
average global prices by 7% per year since
2015, subscriber churn rates are down,
and per-subscriber hours watched are up
– none of which is indicative of damaging competition. The first-quarter forecast
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was weaker than expected, but not out of
line with the normal variability in quarterly growth that the company has seen during the past four years of strong subscriber
additions. “This is not a catastrophe. It’s
how business works,” he says.
He added to his position after the ill-

fated January earnings call, and considers
his long-term thesis for the stock fully intact. He believes Netflix can reach at least
400 million global subscribers, up from
222 million today, driven by heavy investment in locally produced content that it
can deliver across an unmatched global
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Share Information (@3/30/22):

Price
52-Week Range

Valuation Metrics (@3/30/22):

381.47
329.82 – 700.99

P/E (TTM)
Forward P/E (Est.)

NFLX
34.9
35.3

S&P 500
24.8
19.8

ORIGINAL BOTTOM LINE – May 30, 2021
The market isn't fully recognizing the company's competitive strength or the nature of its market opportunity as streaming services benefit from the ongoing decline of high-priced pay-TV
bundles, says Sean Stannard-Stockton. Paying what he considers a discount for a company
with this growth profile and ROIC, he says, is "a trade we're always likely to make."
NEW BOTTOM LINE

Sean Stannard-Stockton believes the market going from hot to cold on the company's
stock is not justified by a careful assessment of the evidence, and that its still formidable
growth prospects and strong pricing power will ultimately bear that assessment out.
Sources: Company reports, other publicly available information
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A F R E S H L O O K : Netflix

user base. Importantly, he believes the
service remains significantly underpriced
relative to the value it provides, meaning
it can continue to raise prices faster than it
spends on marketing and content.
To give a sense of its pricing-power le-
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verage, he says that a more-than-reasonable $3 increase in the average revenue
per global user on the current content
base – from $12 to $15 – would deliver an
additional $8 billion in net annual profit.
Per-share earnings would go from the $11
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or so expected this year to more than $26
– taking the current forward P/E from the
mid-30s to the mid-teens. “If you think
Netflix is maxed out on price, you don’t
want to own the stock,” he says. “We’d
just happen to disagree.” VII
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