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Subscription Economy

THE COMEBACK POWER OF SUBSCRIPTIONS

As outlined in our previous “Thematics Insights”, we think it makes sense to dive a little
deeper into the economics of a subscription and its real value. We have already identified
several reasons why both consumers and businesses are subscribing more and more to
products and services. But obviously there are also strong incentives for vendors to propose
subscription services to their customers.

First and foremost, we know that subscriptions are the best way to monetize services or
products that will be used regularly and frequently. Subscriptions also allow vendors to bring
new offerings, new content or new updates to their clients more often. Obviously, this results
into tighter relationships between vendors and buyers and higher customer loyalty.

The second reason is a financial one. Selling subscriptions is a very attractive business model.
A subscription gives you access to a service or a product for a certain time period, usually in
monthly or annual increments. If you want to continue using the service, you will have to
renew your subscription for another month or another year. Each time you renew it, this
creates revenue for the vendor. The vendor therefore benefits from recurring revenue that is
generated at every subscription renewal. This provides high visibility into the revenue stream
of a company, especially when many people renew their subscription, or, in other words,
when renewal rates are high. The vendor can then plan its expenses accordingly, in particular
research and development spending, with greater confidence and develop higher quality
services or products. This is the virtuous circle both buyers and vendors benefit from.

By way of illustration, let’s first contemplate what we refer to as the Product Economy, a
model where companies sell a product at an agreed price. One transaction and it’s done. The
company doesn’t know whether the customer will buy more or when he will replace the
product if at all he does. The vendor has no visibility and every year the process starts all over
again with the vendor needing to sell new products to generate additional revenue. The
company doesn’t benefit from a recurring revenue stream.

Now, let’s have a look at a company that sold for $100m worth of subscriptions in 2019. Let’s
imagine that on average 75% of its customers renew their subscription. Based on our analysis
75% is close to what a company selling services or products to consumers will achieve on
average. This results in $75m of revenue that will flow into the P&L statement for 2020,
without even prospecting new clients. Imagine the advantage that greater visibility
represents for a company in relation to long term business development.

Subscriptions also have a beneficial impact on working capital. Do you know what period your
latest monthly Netflix subscription bill was for? It was for the month that followed your
payment. Most subscriptions are indeed paid in advance, meaning for a service that will be
rendered in the future. In the business-to-business space, where annual subscriptions are
more prevalent, vendors collect the cash for a service that will be performed over the next 12
months. Subscription vendors collect cash even before they start recognizing revenue!
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Salesforce.com is a cloud-based company that sells customer relationship software. It was
one of the first Software-as-a-Service companies to sell the access to its software through a
subscription. Salesforce.com disclosed that at the beginning of a new year, about 50% of its
revenue had already been paid for and will, whatever happens during the year, recognize that
revenue. Obviously, this is classified in the balance sheet of the company as cash collected. It
is a liability called “deferred revenue”. In its latest annual report, salesforce.com reported
$17.1bn of revenue and $10.7bn of deferred revenue at the end of the year. The $10.7bn of
revenue recognized this year has already been paid for. Some companies now even disclose
future revenue under contract that has not yet been recognized as revenue, this is called
“Remaining Performance Obligation” or RPO. This includes both paid and unpaid contracted
revenue. Salesforce.com’s RPO at the end of last fiscal year was $15.1bn to be recognized in
the next 12 months or 75% of its expected revenue for 2021. This is current RPO. There is
another $15.8bn of RPO that will be recognized from month 13 and onwards. In total, this is
$30.0bn of revenue that is contracted and will be recognized in the future.

This provides insight on the level of comfort that subscriptions deliver to a company’s
business model
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Source: Salesforce.com, February 2020

SUBSCRIPTIONS 101: THE IMPORTANCE OF RENEWALS

Renewal rates are the most important factor in providing visibility for a subscription-based
model.

There is a whole range of different observations depending on who the subscribers are, the
competitive positioning of the vendor and clearly the value of the service provided. Some
companies operate at renewal rates as low as 40% while others are close to 100%. When you
include pricing (a $100 subscription may cost $102 the year after if the vendor increases prices
by 2%), some companies even manage to show retention rates that surpass 100%. In that
case, it means that higher prices offset subscribers not renewing their subscription. The
following numbers will however not include the pricing effect.
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We first distinguish between companies that sell to consumers and those that sell to
businesses. On average, business-to-consumer vendors enjoy renewal rates that hover
around 75%. This is what we usually observe for video streaming services, high-quality fitness
clubs or media subscriptions. Subscription-based meal kit delivery or personal shopping
platforms operate at lower renewal rates while CostCo for instance, the club warehouse, has
renewal rates that attain 90%.

In the business-to-business space, renewal rates reach 90% on average. In the consumer
space, rates mostly depend on the product that you are selling. In the business space, this is
different. It depends more on the client type than the product itself. Companies selling to
small and medium size businesses (SMBs) will see lower rates as the proportion of clients
going out of business is greater. On the contrary, vendors exposed to large enterprises will
enjoy a much lower churn. Medidata Solutions, acquired by Dassault Systemes in 2019,
provides a software used to run clinical trials. Its customers mostly include large
pharmaceutical companies. As a result, churn is very low with close to 100% annual renewal
rate

i
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72% 75%

Sources: Company reports, Thematics AM, April 2020

Competitive positioning also has an impact on renewal rates. Some of these services may be
crucial for subscribers for their daily work activity. This is especially the case for information
service providers that we described in our previous “Thematics Stories” feature. Their
competitive positioning is so strong that renewal rates are rarely below 90% even though they
raise prices regularly. On the contrary, some services are more difficult to differentiate. Music
streaming services are forced to find ways to customize their offering with podcasts for
example as music content in itself is exactly the same for every provider. Weaker competitive
positioning can therefore lead to lower renewal rates, or in other words, higher churn.




Subscription Economy

Low renewal rates per se are not necessarily a bad thing and it doesn’t mean such vendors
cannot be successful. However, it does mean that vendors will need to adapt their sales
process. As the value of the subscriber is lower, involvement of salespeople should be as
minimal as possible and self-service models where clients subscribe online by themselves are
prioritized. Intuit, a provider of accounting solutions for SMBs, has been very successful
penetrating this type of clients. It now runs a $3.5bn business almost exclusively made up of
SMBs?.

On the other side of the spectrum, selling to large enterprises with thousands of employees
brings the benefit of much higher renewal rates. Large enterprises are obviously less affected
by bankruptcies. In addition, for such companies, changing provider may involve operational
risks. This is why this is a much stickier customer base. However, this often comes at the
expense of lengthy sales cycles that can take several months. It often includes competitive
bids and proof-of-concepts that the service or product will work as intended and is not putting
any existing business at risk. Furthermore, such projects also involve heavy IT integration with
existing systems. In summary, those deals are most of the time very profitable but winning
them may prove expensive. Again, some companies focus almost exclusively on this customer
segment and have become real specialist. Workday, a provider of human resource
management software is one of them.

SUBSCRIPTION VALUE

Through the average renewal rate of a subscription, it is possible to compute the present
value of a given subscription. In the Product Economy, $100 of revenue sold today has
obviously a present value of $100. In the Subscription Economy, if on average 75% of
subscribers renew each year, in other words a subscription with 25% annual churn, the
revenue stream will be $100 the first year, $75 (5100 x 75%) the second, $56.25 (S75 x 75%)
the third and so on. This creates a revenue stream that extends into perpetuity. Using a
discount rate of 10%, we can calculate the present value of each of this revenue stream and
sum them up. This results in a present value of $314, or more than 3x more valuable than a
product sold in the product economy. Now, if the vendor is able to reduce the churn rate from

Y Intuit FY19 « Small Business & Self Employed” segment revenue, source: Bloomberg.
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25% to 10%, the present value of the revenue stream surges to $550. Improving churn may
be as important as finding new clients.

25% Churn 10% Churn
$100 of revenue ...has a present ...has a present ...has a present
today... value of $100 value of $314 value of $550

Calculations performed by Thematics AM,using a 10% discount rate

This obviously impacts reported financials of a subscription-based business. While in the
Product Economy, all sales-related revenue is recognized in year 1, this is not the case in the
Subscription Economy as the related revenue stream extends over the life of the subscriber.
Companies spend on sales and marketing to acquire new customers. If you know that on
average your subscriber has a lifetime value of $314, you are happy to spend $150 on sales
and marketing to acquire that customer as over the life of the subscriber, you will still have
spent less than 50% on sales and marketing. However, in your annual report of year 1, it will
show a loss of $75 or a negative EBITDA margin of 75%. You can see the details in the table
below assuming 85% gross margin and other costs of $10 that don’t depend on new customer
acquisition such as research and developments and general and administrative costs. But
from year 2, as the company doesn’t have to spend on sales & marketing anymore for this
specific client, EBITDA margin jumps to more than 70%, proving to be a very profitable
business model.
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Year 1 Year 2 Year 3
Revenue 100 75 56.25
Gross profit 85 63.75 47.81
Sales & marketing costs 150 0 0
Other costs 10 10 10
EBITDA -75 53.75 37.81
EBITDA margin -75% 71.7% 67.2%

Assumptions: 75% renewal rate, 85% gross margin, $150 cost to acquire customer,
$10 of other costs

For illustrative purpose only

Relatively young companies that are still in growth mode have obviously more subscribers
that are first year clients, which has a material impact on the company profitability. However,
relatively mature companies where a large proportion of revenue is driven from customers
acquired in previous years should benefit from relatively high margins. This is why companies
showing high renewal rates usually trade at higher multiple even though they have weak
profitability. When they mature, they have higher margins.

On the negative side, companies that highly depend on new customers and have low renewal
rates need a very efficient sales model to survive as they have a lower customer acquisition
budget if they want the subscriber to be profitable. Customers that renew subscriptions year
after year are very profitable which is why all subscription-based companies try to improve
their retention rate.
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Have you ever wondered why your telecommunication operator was ready to offer you a
smartphone and a 12 months plan at a discounted price but was making it extremely difficult
to cancel your subscription? This is exactly the calculation that they are making. They have
models that would predict renewal rates with which they can value how much you are worth
and how much they can spend to acquire you.

Source: Verizon Wireless website as of April 1st, 2020

CYCLICAL OR NOT?

One of the questions we often get is; are subscription-based businesses more or less cyclical
than traditional businesses? While it would be foolish to say that these businesses are
immune to any cyclicality and are recession-proof, some elements definitely make them more
resilient than the rest of the economy.

When the economy weakens, individuals have to cut spending. While you may have changed
phone every other year, you will probably extend the life of your current phone and change
it only after three years or even longer. By extending the lifetime of your phone, you are
saving on some expenses and at the same time, you can still use your old phone even though
it may not have the latest technological innovations. This is however different when it comes
to your communication plan. If you stop paying it, your phone isn’t working anymore. No
more calls, no more messages and no more Internet connection. So, yes, you may move to a
lower priced subscription, but you keep spending on your telecom operator. This is why this
would be less impacted by a recession. CostCo, the club warehouse has seen its renewal rate
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remain broadly stable even during difficult periods. Clients may spend less in the warehouse
if needed, but they remain a CostCo member.

100%
95%

90%

85% /—\/_/_\/_

Renewal rate

Source: CostCo annual reports

Over the last 10 years, software has gradually shifted from a license to a subscription model.
In the past, when buying a license, you were basically acquiring the software which you could
use indefinitely. In case a company had to cut IT spending, you could again just wait before
upgrading to the latest version of the software and continue using your current license. Now,
companies are subscribing to software services. If you stop paying Microsoft Office 365, the
subscription-based version of Microsoft Office which is now mostly used across companies,
your employees don’t have access to Microsoft Outlook or Word anymore!

While this brings some resiliency to subscriptions, they are not completely immune in case of
recessions. Your clients may go out of business and therefore stop paying subscriptions for
their employees. Some will also move to lower priced subscriptions or reduce the number of
subscribers they have to a specific service. This is especially true when companies have to lay
off employees that will of course not subscribe anymore to the service. In some severe
situations, we have also seen companies offering discounts over a couple of months to help
their own clients survive crisis. Remember, it is always easier not to lose a client rather than
having to reacquire the same client a few months later. It always comes down to extending
the lifetime value of a customer while minimizing the acquisition costs.

While we have strong growth drivers in place that are supporting the growth of the
subscription economy, the attractiveness of the business model is also pushing vendors to
adopt this model and propose subscriptions to its clients. Highly recurring revenue bring high
visibility into the future financials of a company as well as resiliency.




Subscription Economy

Nolan Hoffmeyer is a Senior Portfolio Manager, in
charge of the Subscription Economy strategy. Nolan
is also the co-manager of the Al & Robotics strategy.
He has 7 years of experience managing thematic
equity products. He was previously with Pictet Asset
Management.

Sam Richmond-Brown is a Client Portfolio Manager.
Sam has over 13 years of experience and has held a
variety of product development and product
management roles based in London, Paris and
Boston. In 2011, Sam joined a quantitative
investment division as an investment specialist
servicing the needs of a broad client base across the
globe. Sam then relocated to Boston in 2014 with
primary responsibility for designing, promoting and
distributing investment capabilities in the US market.
Sam relocated back to Paris in 2017 and most
recently oversaw business development at the
group’s outsourced trading desk.

Karen Kharmandarian is a Senior Portfolio Manager
and the CIO of the company. Karen is in charge of the
Al & Robotics strategy and a co-manager of the
Subscription Economy strategy. Karen has 25 years
of industry experience, both on the sell-side and on
the buy-side, of which 12 years of managing global
thematic equity funds. He notably created and
managed the first of its kind Robotics active fund in
2015.

10



Subscription Economy

Additional Notes

This material has been provided for information purposes only to investment service providers or other Professional Clients,
Qualified or Institutional Investors and, when required by local regulation, only at their written request. This material must
not be used with Retail Investors.

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed
below. Natixis Investment Managers S.A. is a Luxembourg management company that is authorized by the Commission de
Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered
office of Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Italy:
Natixis Investment Managers S.A., Succursale ltaliana (Bank of Italy Register of Italian Asset Management Companies no
23458.3). Registered office: Via San Clemente 1, 20122 Milan, Italy. Germany: Natixis Investment Managers S.A.,
Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend
Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration
number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment
Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office:
Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en Espafia. Serrano n°90, 6th
Floor, 28006, Madrid, Spain. Belgium: Natixis Investment Managers S.A., Belgian Branch, Louizalaan 120 Avenue Louise, 1000
Brussel/Bruxelles, Belgium.

In France: Provided by Natixis Investment Managers International — a portfolio management company authorized by the
Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited
company (société anonyme) registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office:
43 avenue Pierre Mendes France, 75013 Paris.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux
Collége 10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Ziirich.

In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK
Financial Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter
Lane, London, EC4V 5ER. When permitted, the distribution of this material is intended to be made to persons as described
as follows: in the United Kingdom: this material is intended to be communicated to and/or directed at investment
professionals and professional investors only; in Ireland: this material is intended to be communicated to and/or directed at
professional investors only; in Guernsey: this material is intended to be communicated to and/or directed at only financial
services providers which hold a license from the Guernsey Financial Services Commission; in Jersey: this material is intended
to be communicated to and/or directed at professional investors only; in the Isle of Man: this material is intended to be
communicated to and/or directed at only financial services providers which hold a license from the Isle of Man Financial
Services Authority or insurers authorised under section 8 of the Insurance Act 2008.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which
is regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial
experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or
Market Counterparties as defined by the DFSA. No other Person should act upon this material. Registered office: Office 23,
Level 15, The Gate Building, East Wing, DIFC, PO Box 506752, Dubai, United Arab Emirates.

In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local
Financial Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset management business
and investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5,
Roppongi, Minato-ku, Tokyo.

In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities
Investment Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F.,
No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.0.C.), license number 2018 FSC SICE No. 024,
Tel. +886 2 8789 2788.

In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and
institutional investors for informational purposes only. Natixis Investment Managers Singapore is a division of Ostrum Asset
Management Asia Limited (company registration no. 199801044D). Registered address of Natixis Investment Managers
Singapore: 5 Shenton Way, #22-05 UIC Building, Singapore 068808.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors
only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is
intended for the general information of financial advisers and wholesale clients only .
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In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does
not constitute financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013
(FMCA) and is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for
wholesale investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service provider in New
Zealand.

In Latin America: Provided by Natixis Investment Managers S.A.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and
supervised by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any
units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacion (Colombia) to professional clients for
informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to
herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is
addressed to less than 100 specifically identified investors.

In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary,
or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered
with the Comisiéon Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or
investments referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares
of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public
offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis
Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV
or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment
Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the
CNBYV or any other Mexican authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a
diverse line-up of specialised investment management and distribution entities worldwide. The investment management
subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they
are licensed or authorized. Their services and the products they manage are not available to all investors in all jurisdictions.
It is the responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party
investment services to its clients complies with the relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not
constitute investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated
financial activity. Investors should consider the investment objectives, risks and expenses of any investment carefully before
investing. The analyses, opinions, and certain of the investment themes and processes referenced herein represent the views
of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings and characteristics shown, are
subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. Past
performance information presented is not indicative of future performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from
third party sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may
not be distributed, published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.
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