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[bookmark: _Toc502930650]Overview

Spotify is a privately held music streaming company founded by CEO Daniel Ek and Martin Lorentzon in Sweden in 2006. The platform provides access to almost every song ever recorded, with a catalogue exceeding 30 million songs available to stream at the click of a button. Since launching in Scandinavia in October 2008, the company has expanded and amassed over 140 million users and 70 million paying subscribers across 61 countries worldwide, spanning Europe, North America, and parts of South America and Asia. The company is preparing for its long-awaited public listing, expected in early 2018.
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1. [bookmark: _Toc502930651]Company & Market Summary
1.1 [bookmark: _Toc502930652]Company & Market Profile
Spotify is the music industry’s leading answer to the access economy model popularised in the internet era by services such as Uber and Airbnb. The company currently owns none of the content it sells access to, instead licensing the entirety of its catalogue from rights owners, usually record labels and publishers.  

The company operates with both a free tier supported by advertising and a paid tier with a monthly subscription, providing it with two revenue streams. Unlike several competitors who do not offer free tiers, Spotify has long believed its advertising-supported tier to be a crucial ‘funnel’ for user conversion into paying subscribers. It is crucial to note that the free tier is unsustainable by itself, as advertising revenues make up only 10.06% of the company’s global revenues in 2016 (Spotify Technology S.A., consolidated financial statements, 2016), with a slower rate of growth compared to both subscription revenues and the previous year’s advertising revenues, owing to the highly competitive digital advertising market dominated by Google and Facebook (Molla, 2017). Ergo, the company’s ‘Spotify Premium’ paid tier, offered widely at a 9.99 price point in western markets, is at the heart of the company’s strategy and success - the two key metrics when analysing a music streaming service are the number of paying subscribers and average revenue per subscriber.

Spotify’s momentum is owed to sustained and accelerating subscriber growth. The company’s global streaming market share is 35%, ahead of closest competitor Apple Music which has a 15.6% market share (MIDiA Research, 2017), with growth in 2017 impressively outpacing Apple Music (Constine, 2017b). As a result, the company stands as the market leader in a majority of the 61 territories in which it operates and is an indispensable partner and revenue source to the music industry. The unseating of the industry’s legacy formats such as the CD and digital download by streaming is in progress globally, with western markets leading the way. In Spotify’s homeland market of Sweden, streaming accounted for 82.3% of total recorded music revenues in 2016 (IFPI Sweden, 2016), while the world’s leading market, the US, attributed 62% of recorded music revenues to streaming in the first half of 2017 (Rhys, 2017). 

Spotify’s market leadership can be attributed to more than just the first mover advantage and subsequent scale it has enjoyed in most markets; its success is due to the company’s prolific investment in building a data-driven technology platform that is steeped in culture. As a result, Spotify’s impact on the music industry in the space of a decade has been revolutionary; its launch in 2008 saw it entering a digital music market with a few incumbent competitors such as Rdio, Mog, and Rhapsody – all of which are inactive or have undergone consolidation today. The truest sign of Spotify’s impact in shaping the music consumption zeitgeist is the ensuing market entry from deep-pocketed technology superpowers such as Apple, Amazon, and Google. Music has historically often been a complementary good; the live music sector drives a huge amount of alcohol sales for music venues and supermarket retailers have used CDs as loss leaders for decades. Today, a streaming service is a relevant medium to reach music consumers, and the efforts of Apple ultimately strive to sell more smartphones while Amazon look to amass Amazon Prime subscribers.

Spotify’s sustained subscriber growth is impressive and indicates that the company is successfully scaling beyond early adopters and attracting more mainstream audiences. However, this growth has come at the expense of falling average annual revenue per user, which dropped 11% from €61.87 in 2015 to €54.97 in 2016 (Ingham, 2017a). This is the result of aggressive discounting and reaching emerging markets with lower currency equivalents. Spotify frequently offers ‘3 months for £0.99’ for new customers in addition to a £4.99 per month student offer and a family plan which supports up to 6 accounts for £14.99 per month. Additionally, bundling partnerships with telecommunication firms such as a long-standing alliance with Vodafone in the UK (Ingam, 2013) or a heavily discounted joint subscription offering in partnership with the New York Times (Hu, 2017a) inevitably lead to much lower revenues per user, though may be instrumental in capturing mainstream audiences. 
1.2 [bookmark: _Toc502930653]Emerging Markets & Competition
As streaming models for digital music proliferate around the world, emerging markets represent the greatest long-term opportunity for future user and revenue growth and more significant economies of scale for Spotify. Looking at Spotify’s current markets, signs are emerging of market maturity in certain western streaming territories, emphasising the need for international growth in the near future. While Spotify’s market penetration varies widely by market and the company does not publically break down subscriber numbers by territory, it is possible to extrapolate by looking at overall streaming market data for markets where Spotify is the market majority leader. The company has notoriously high user penetration in Scandinavia, where the streaming markets of Sweden (IFPI Sweden, 2017) and Norway (IFPI Norway, 2017) saw revenue growth of only 8% and 14.3% respectively in 2016. For the same period, the two largest streaming markets by revenue globally, the UK (BPI, 2017) and US (RIAA, 2017), saw 61% and 68% growth respectively, suggesting the adoption cycle is still in progress and has not yet reached maturity, but is perhaps reaching the late majority. It is clear that this growth cannot continue forever, and while advertising-supported streaming is catering to significant market appetite for music consumption, there is a limit to how much consumers are willing to spend on music. An International Federation of the Phonographic Industry (IFPI) study in 2014 (Pakman, 2014) stated that at the peak of the recorded music market in 1999, average spending per consumer on recorded music was $28 – less than half of Spotify’s average annual average revenue per user today.

The global dissemination of culture facilitated by the internet has led to demand for music services across the world. As high-population markets such as China, India and Latin America continue to economically develop and see increased smartphone ownership and improved 4G infrastructure and data plans, seizing the opportunity for significant scale in the world’s largest addressable markets is essential for Spotify. The company is yet to launch in China or India, but launched in the world’s second largest recorded music market, Japan, in 2016. In a case of Japan’s oft-cited Galápagos syndrome, Spotify have struggled to make inroads in the country’s unique cultural ecosystem, where CD sales still comprise 75% of recorded music sales and streaming makes up just 7.4% (Hu, 2017c). In the Chinese market, Tencent - valued at $500bn in November 2017 (Russell, 2017) – own three of the leading four streaming services in the market with a market share of 75% (Liao, 2017) and over 600m monthly active users (IFPI, 2017), while competitor Netease has attracted 400m users with its ‘social streaming’ model (Dredge, 2017). Launching and establishing its platform in emerging markets requires significant investment and local expertise, and Spotify must capitalise on opportunities to scale during the earlier stage of market adoption, or face a greater challenge in future. 

It is vital to acknowledge that the economics of these emerging markets are difficult, and will remain so for the foreseeable future. Converting users away from free advertising-supported tiers into paying subscribers is challenging, with lower disposable incomes coupled with the low perceived value of music in markets long-dominated by piracy. Furthermore, while Tencent Music has over 600m monthly active users, a mere 15m of those are paying subscribers (IFPI, 2017), with a subscription to market-leading QQ Music priced $1.60 a month – a steep downfall from Spotify’s current average revenue per subscriber. 

The main threats to Spotify’s future success come in the form of competition and licensing. With titans Apple, Amazon and Google all heavily involved in the streaming market, Spotify could not be playing in a more competitive field. It is important to note, that unlike the burgeoning subscription video on-demand market led by Netflix that has seen skyrocketing investment in original content (including from Amazon and Apple), there is little content differentiation between music streaming services as they have the same licensed catalogue. Attempts by Apple Music in the first year following its launch in 2015 to invest aggressively in securing exclusive albums from superstar artists were successful in drawing attention to the service, but ultimately displeased most consumers and created political unrest within the industry, before being banned, seemingly uniformly, by music labels following a widely-publicised memo from the CEO of market-leading Universal Music (Helmore, 2016).

The technology titans contesting the streaming market have employed different strategies with varying degrees of ambition. Apple Music, with over 30m subscribers (Karp, 2017b), is the most direct competitor to Spotify, albeit without an advertising supported tier and solely focused on £9.99 subscriptions, and heavily invested in exclusive content and global marketing. Amazon’s streaming offerings are positioned as a value-add to its Amazon Prime subscription service and as a key feature of the company’s push into smart speaker market with its market-leading Amazon Echo device. The retail giant has forged its own distinct streaming strategy, initially licensing just a small selection of music catalogue with a lesser focus on contemporary music and since launching a £9.99 service with the same full catalogue as Spotify and Apple Music. Despite its 16m subscribers, good enough for third place and a 10% market share of streaming subscribers (Mulligan, 2017b), Amazon has no need to directly compete with the rest of the market due to its unique standing as a retail giant with customer base that saw it capture 43% of online retail spend in the US in 2016 (eMarketer, 2017)

Google are perhaps the most contentious company in the music industry, due to the enormous scale that sees it reach 1.5bn users (Matney, 2017) a month via its free YouTube video platform but with only 7m subscribers across its two subscription offerings (Gensler, 2017). While YouTube hosts all kinds of content aside from music, it is able to abide by different rules to its competitors, owing to certain exploits in international copyright law related to user-generated content that the platform has been able to leverage in negotiations with rights holders. This effectively has forces a majority of rights holders to acquiesce to their content being on a free platform with an advertising-heavy remuneration model and extremely low subscriber conversion, and is widely regarded as inequitable by the music industry. Ultimately, YouTube is an advertising business providing a mass market service, and the ease of access that the platform provides makes it Spotify’s biggest competitor for casual music consumers - capturing 46% of on-demand music consumption globally in 2017 (IFPI, 2017).

Another competitor with a predominantly free platform is the heavily venture-backed Soundcloud. Having spent a decade building significant scale and forging a reputation as a creator-friendly platform, the company is a pertinent case study in how difficult monetisation is in digital music market. Despite having 175m monthly active users – a figure that hasn’t been publicly updated by the company in 3 years - attempts to introduce a paid tier have miserably failed, leading to the company skirting with bankruptcy, mass layoffs and the replacement of its CEO in the summer of 2017, with a valuation that has fallen from $700m in 2014 to $150m today (Constine, 2017c). Likewise, publicly traded American free internet radio platform Pandora – effectively a streaming service but with content obtained through a compulsory license with statutory rates set by the U.S. Copyright Office and some restrictions on how it can serve content to listeners - has seen its value plummet in recent years amid stalling user growth. The primary restriction placed upon Pandora by its license is the inability to play songs on demand – listeners can choose to listen to an artist but not specific songs, whereas Spotify negotiated direct licenses with content owners and are thus able to play songs on-demand. This gave Spotify’s free tier an instant advantage over Pandora, and by the time Pandora eventually launched its own $9.99 rival in March 2017, it proved to be too little too late. The company raised emergency strategic investment before replacing its CEO in August 2017 (Sisario, 2017) as losses continue to mount and the company’s valuation stands at $1.2bn – down from $8bn in early 2014 (Ingham, 2017e). With market incumbents such as Soundcloud and Pandora, with weak business models and high losses, it seems inevitable that we will see market consolidation and acquisitions at fire-sale prices in the near future.

Other smaller competitors include French market leaders Deezer, backed by $350m in venture capital funding and majority owned by industrial conglomerate Access Industries (who also own major label Warner Music Group). Deezer employs a similar pricing structure to Spotify but lags behind Spotify with only 9m subscribers, even though its service is available in over 180 countries (Sassard, 2017a). In addition, many of these international Deezer subscribers are likely to be due to low-margin partnerships with telecommunications firms (Dredge, 2015). Achieving scale through telecommunications partnerships is no easy task either, as demonstrated by the streaming service Tidal, which sold a 33% stake to US provider Sprint in January 2017 (Music Business Worldwide, 2017). Co-owned by Jay-Z and rooted in urban culture, the service, which has no free tier supported by advertising, has only attracted around a million subscribers (Mulligan, 2017a).
1.3 [bookmark: _Toc502930654]Licensing Challenges
While Spotify is a fully licensed service with deals in place with all major rights holders in the music industry, licensing music content is difficult; fraught with high costs, sacrifices, and uncertainties. Obtaining licenses is by no means a perpetual guarantee, and streaming services are required typically to pay advances to rights holders in order to acquire licenses. It was reported (Karp, 2016) that streaming service Cür parted ways with $8m in advances and a 5% equity stake to the three major labels in order to license their content – the company eventually went bankrupt before ever launching its platform. Spotify has likewise given away a reported 18% equity stake to the three major labels (Jerrang, 2009).

From a licensing perspective, a music streaming service has two major disadvantages compared to a subscription video on-demand service. First of all, where streaming video services license just a selection of content from a wide choice of film studios and television companies, music streaming services negotiate with three major labels and a handful of smaller stakeholders – and they cannot realistically launch without all the content licenses in place. The bar for customer expectation is high in music, and consumers do not expect to be able to access every film ever made on Netflix, but they do expect every song to be on Spotify. Secondly, original content - the bread and butter of services such as profitable video market leaders Netflix - is currently not an option for Spotify. The practice has seen Netflix invest $6bn in original content in 2017 (Castillo, 2017) while Amazon have invested $4.5bn (McAlone, 2017); enabling the services to differentiate themselves and prioritise their own content, while amortising the costs over an extended period of time. In addition to the practice of streaming exclusives being shunned by rights holders in music, it is likely that Spotify would be a highly unwelcome competitor to the old guard if the company started producing its own content – reports in 2017 that the company had invented ‘fake artists’ were met with outrage and disapproval before being eventually denied by Spotify (Ingham, 2017b). 

Ultimately, the relationship between Spotify and the major rights owners in the music industry is likely to be a carrot and stick affair. The global recorded music industry saw its second consecutive year of growth in 2016, with global revenues rising by 5.9% and streaming revenues increasing 60.4% (IFPI, 2017), with market-leading Universal Music generating revenues of $6m a day from streaming in the first half of 2017 (Ingham, 2017c). For all intents and purposes, the major rights holders are willing to treat Spotify as a key partner and an investment that will pay significant dividends upon share liquidity. However, if Spotify were to theoretically harm this relationship, each of the three major record labels would be capable of withdrawing a double-digit percentage of Spotify’s catalogue, further exposing the vulnerability and lack of leverage in not owning any content. Spotify’s efforts to diversify beyond music content, into short-form video and podcast content, have largely gone unnoticed by consumers (Shaw, 2017).

With limited leverage comes high licensing costs – and Spotify’s cost of sales equalled 84.6% of its revenues in 2016, leaving little room for a profit margin before R&D, infrastructure, and staffing costs are paid. Spotify was reportedly able to secure slightly reduced licensing rates during renegotiations with rights holders in 2017 (Karp, 2017a), though licensing content remains by far the greatest expense faced by music streaming platforms.
2. [bookmark: _Toc502930655]Financial Summary
2.1 [bookmark: _Toc502930656]Profitability
Like many internet-era companies, Spotify has endured sustained and sizable losses in pursuit of customer and revenue growth, and an examination of the summarised income statement below shows that with the extensive investment in product development and marketing (€625m in 2016), the company’s revenue increased by 52% from 2015, with a slightly increased gross margin. However, the gross margin is still extremely low at 15.36%. The market-leading size of Spotify’s user and subscriber base has enabled the company to strike more favourable content licensing deals with record labels (Constine, 2017a).

While it would appear that Spotify’s financing activities to date have enabled the company to reach a degree of scale (with 140m users and 70m subscribers) and saw revenues rise to €2.93bn in 2016, this was accompanied by an increase in net losses which stood at €539.2m (up 47.8% on 2015 and a sharp 187% increase on 2014). This increase is primarily due to €336.6m in finance costs reported in 2016, compared to relatively modest €26m figure in the year prior.

The company’s mounting net losses however highlight the burden of Spotify’s debt structure. 

	Income Statement (extract)
	
	
	

	for the year ended 31 December

	2016
€ m
	2015
€ m
(restated)
	2014
€ m
(restated)
	 

	Revenue
	 2,934
	 1,929
	 1,085
	 

	Cost of Revenue
	 2,483
	 1,664
	 911
	 

	Gross Profit
	 451
	 264
	 174
	 

	% Margin
	15.36%
	13.71%
	16.07%
	 

	Product Development
	 207
	 136
	 114
	 

	Sales and Marketing
	 418
	 259
	 184
	 

	General and Administrative
	 175
	 106
	 67
	 

	
	 800
	 501
	 365
	 

	Operating Loss
	 (349)
	 (236)
	 (191)
	 

	% Operating Margin
	-11.91%
	-12.25%
	-17.62%
	 

	Finance Income/(costs)*
	 (186)
	 10
	 9
	 

	Net Losses
	 (539)
	 (231)
	 (188)
	 

	*Finance Costs
	337
	26
	19
	 



Source: Spotify Technologies S.A. (2017) Consolidated financial statements, as at December 31st, 2016
2.2 [bookmark: _Toc502930657]Short Term Financing and Liquidity Ratios 
Spotify’s overall net funds as at 31 December 2016 stood at €479m, reflective of the surplus of the company’s most recent debt round in April 2016. Rather than storing excess cash in reserve, Spotify has elected to make short term investments totalling €830m in corporate notes, government securities, collateralised reverse purchase agreements, and agency securities - regarded as steady and secure investments with high short-term liquidity. 

	Balance Sheet (Extract)
As at 31 December
	
	

	 
	2016
€ m
	2015
€ m

	Short term investments
	830
	0

	Cash and cash equivalents
	755
	597

	 
	1,585
	 

	Convertible notes
	   (1,106)
	0

	 
	479
	598

	Current assets
	1,909
	870

	Current liabilities
	1,222
	798

	 
	 
	 

	Share Capital
	94
	91

	Other Paid in Capital
	830
	797

	 
	 
	 


Source: Spotify Technologies S.A. (2017) Consolidated financial statements, as at December 31st, 2016

Spotify’s current ratio as of 2016 stood at 1.56 (€1,909m / €1,222m), up from 1.09 the prior year, indicating that the company’s current assets exceed its current liabilities by more than 50%. Spotify’s quick ratio is 1.48 (€830m + €755m + €223m/ €1,222m), up from 0.95 in 2015. A key concern when assessing Spotify’s future prospects is that the company’s current level of cash will only last for the next couple of years if the company continues to generate net losses at the current rate. 

While it is worth noting that since the latest publication of its financial statements, Spotify has raised an estimated $600m in cash via an equity swap, ultimately Spotify will likely need additional funding in the medium-term future. Spotify’s gearing is already considered to be quite high, with a debt-to-capital ratio of 1.2 (€1,106m/ €94m + €830m), resulting in high finance costs and increase risk for investors and lenders.

Broadly speaking, financial comparisons to Spotify’s main competitors are irrelevant, due to Spotify’s firm position as market leader and the comparatively disparate nature of Apple, Amazon and Google, who do not need to run sustainable music services. The technology giants also do not report specific financials covering their music divisions.
2.3 [bookmark: _Toc502930658]Financing History
Since its $21.6m first round of financing in October 2008, the company has raised in excess of $3bn over a dozen funding rounds, with backers including global investment giants Goldman Sachs and private equity fund TPG, and specialist technology investors Accel Partners. After seven rounds of venture capital fundraising culminating in a June 2015 $526m, the company undertook its most significant and consequential funding in April 2016, raising $1bn in convertible debt, led by TPG and hedge fund Dragoneer Group (Crunchbase, 2017).
2.3.1 [bookmark: _Toc502930659]Cost of Debt
The terms of Spotify’s convertible debt are onerous with significant implications for the company. As highlighted in Note 18 (Convertible notes and borrowings) of its most recent consolidated financial statements, under the agreement, debtholders have the option to convert their debt into equity once Spotify goes public, initially at a 20% discount of the share price Spotify set for a public offering. The terms of the discount dictate that it increases by 2.5% after a year, and a further 2.5% every additional 6 months that Spotify does not go public – and would therefore stand at 25% today. The convertible debt also carries 5% payment-in-kind interest for the first two years, but rises by 1% every six months after that. Payment-in-kind interest means that interest payments are not due prior to debt being converted to equity, and will also be converted to shares once the conversion is triggered. Cash interest will only be paid if the debt is not repaid until 2021, after which it would be at a 10% annualised return.

Spotify’s expected valuation upon its public listing is uncertain, but reports in September 2017 (Sassard et al, 2017b) suggested private trades of shares valuing the company at $16bn, although estimates range from $13bn (Lunden and Roof, 2017) to $20bn (Ingham, 2017d). Assuming that the full convertible debt converts to shares upon Spotify’s public listing, using the most probable median valuation of $16bn and current discount of 25%, the $1bn investment would cost Spotify an extra $359m (applying a 25% discount on $1,076.25m of debt, converting to $1,435m of equity), giving investors a total of 8.9% of company. However, after 1 April 2018, the cost would go up to $418m, as more interest accrues ($102.5m) and the discount goes up to 27.5%, entitling investors to 9.5% of equity.

Undoubtedly, Spotify’s convertible debt has multiple strings attached and will result in significant future costs to the company. However, the company’s aggressive pursuit of growth and its subscriber and revenue growth figures have, despite its sustained losses, driven its valuation higher. Raising debt over equity has enabled the company to sustain growth without any immediate cash cost, avoiding diluting existing shareholders, whilst limiting the effects of public listing delay on convertible debt holders. Furthermore, this substantial cash infusion provides a degree of insurance against the risk of global capital market conditions changing or Spotify losing momentum and leverage with investors over time, as is highly plausible given the company’s mounting losses. 

At the time of its debt financing, Spotify was reported to have €570 million remaining in the bank (Constine, 2016) from previous funding rounds, begging the question: why was such a large debt round necessary? With Apple, the most cash-rich company in America (Moodys, 2017), as its main competitor, the overarching answer is that Spotify recognised the importance of maintaining its growth and market leadership within an exploding and competitive global streaming ecosystem, particularly as signs emerge regionally that music streaming will be a winner-takes-all market, as exemplified repeatedly in the internet age by companies such as Google and Uber. In principle, multiple years of cash runway are important in a notoriously treacherous digital music marketplace, riddled with corpses of companies such as promising independent streaming service Rdio (Popper, 2015), who went bankrupt in 2014, and even closures of music offerings that were deemed unsustainable from giants such as Samsung (Samsung, 2016), Microsoft (Lardinois, 2017) and Sky (Halliday, 2010).
2.4 [bookmark: _Toc502930660]Initial Public Offering
An IPO was first rumoured in early 2014 when the company was valued at $8bn, though Spotify elected to bide its time while growing its customer base and valuation while striving to improve operating margins and build a better balance sheet, paving the path to future profitability. In this time, Spotify has successfully renegotiated licensing deals with lowered content costs with all three major record labels (Constine, 2017a), while starting the process of diversifying its revenue streams and offerings to include live events (Spotify, 2017), podcasts and video (Hu, C. 2017b). The company has further cultivated a compelling brand identity and strong brand awareness with consumers, while quietly and safely settling most of the potentially hazardous litigation faced at various points (Levine, 2017). 

The terms of Spotify’s convertible debt financing effectively obligate the company to become publicly traded. Given its accelerating rate of losses, in order for Spotify to achieve its stated beliefs of “investing relentlessly in product and marketing” and “profitability at scale” (Spotify Technologies S.A., 2017), the future of the company’s financing surely necessitates publicly offering shares in order to raise capital. However, in a highly unconventional, and possibly innovative move, Spotify is reportedly poised to become a publicly traded company via a direct listing (Farrell and Demos, 2017) - a largely unknown practice with some key differences to a conventional IPO. In a direct listing, a company does not issue any new shares or raise money, and simply lists its existing shares directly on an exchange. Spotify is expected to list on the New York Stock Exchange (NYSE), which was reported in May 2017 to have applied to regulators at the Securities Exchange Commision to amend its rules to allow direct listings – dubbed by the Wall Street Journal as the ‘Spotify Rule’ (Farrell and Osipovich, 2017). 

Under the onerous terms of its debt and with dozens of earlier stage equity investors, a direct listing is likely the minimum viable action necessary for Spotify to appease its major investors’ demands for liquidity – undoubtedly the primary reason for Spotify’s public listing at this time. The move further benefits existing shareholders by avoiding dilution, as no new shares are issued, and additionally no lock-up period exists. Furthermore, a direct listing absolves the need for underwriters – intermediaries between a company and investors – who are responsible for pricing and marketing stock during traditional IPOs. While this will save Spotify from having to pay hefty underwriters’ fees, eschewing the deal support and subsequent momentum that the investment banking sector can provide could backfire, particularly as the direct listing route is unfamiliar for the entire market and is less likely to attract long-term institutional investors.

It is pertinent to note that Spotify is by far the largest company to undertake a direct listing. The practice has mostly been limited to companies in the biotech and life sciences sectors with relatively small market capitalisations barely reaching the hundreds of millions. Given Spotify’s size and momentum, and its probable valuation that has doubled in the space of two years, Spotify may be justified in believing that a direct listing will provide viable liquidity options for shareholders, and raising capital at this time. With no new issued shares, assuming existing Spotify shareholders do not sell en masse upon its direct listing, it is possible that market demand will exceed supply, in a public market with very few options for investors who wish to invest in music-related stocks. This could potentially be a saving grace for Spotify, though its public valuation will not hold up over time if losses continue to accelerate. 

As exemplified by modern companies in the social media or music spaces such as Snap, Twitter and Pandora, high growth models that achieve scale by incurring heavy losses backed by venture capital funding tend to struggle after high value IPOs. The buzzworthy social media company Snap started trading at $24.48 before reaching a record low of $11.28 five months later, while music radio service Pandora has, since an IPO that opened in 2011 at $20, experienced six years of suffering and reached a low of $4.44 in 2017. 

While the company will be subject to the same due diligence and quarterly financial reporting as other public companies, avoiding the spotlight and microscopic scrutiny of traditional pre-IPO presentations to potential investors may be in Spotify’s favour as the company navigates a key growth period.  

Spotify’s public listing, as of January 5th 2018, has not yet been confirmed, although it was reported (Primack, 2018) that Spotify filed preliminary documents with the SEC in December 2017 and is expected to list in the first quarter of 2018.
2.5 [bookmark: _Toc502930661]Recent Developments
It is worth mentioning, that after the latest financial reporting period for 2016, Spotify engineered a 10% equity swap with Tencent Music in December 2017 (Ingham, 2017f), in a deal that essentially constituted a fundraising round and seems incredibly astute upon close analysis. Tencent Music is valued at $10bn (Chen, 2017) and is not to be confused with parent company, Tencent Holdings that is valued at in excess of $500bn (Russell, 2017). While much of the media reported the move as Spotify forming a strategic alliance in order to aid its entry into the Chinese market, a deeper examination of the reported terms of the equity swap reveals that cash-rich Tencent paid Spotify a significant cash sum to account for the difference in valuations of the companies. 

The exact figure of this difference is unknown - top-end estimates place Spotify’s valuation at $20bn, but originate from an investment bank that happens to be a Spotify investor (Ingham, 2017d). Assuming a likely valuation of $16bn for Spotify and the widely reported $10bn valuation for Tencent Music, Tencent would have paid Spotify $600m to account for the difference. For Spotify, that represents a sizable cash infusion and essentially its second biggest funding round to date, along with equity in the leader of a developing Chinese streaming market with unparalleled growth potential. Spotify’s own ambitions in the Chinese market are likely to be entirely secondary to the cash and equity received, as launching successfully in China would require further significant investment, particularly considering the market incumbents of China’s tech superpowers and the highly specialised local market, with extensive expertise and contacts required to navigate local regulatory hurdles and license content from domestic rights holders.

In January 2018 reports stated (Schleifer and Kafka, 2018) that as part of the equity swap, which was reported to have been carried out at the higher-end valuation of $20bn for Spotify, a portion of the shares traded by the company were in fact converted debt, at a $10bn valuation, from TPG and Dragoneer, Spotify’s creditors. There are also suggestions that a direct listing would not qualify as an IPO under the terms of Spotify’s debt agreement, eliminating the creditors’ opportunity to convert their debt. It will not be clear until Spotify’s next financial statements whether this is the case and precisely what has occurred. If Spotify has managed to renegotiate its debt terms ahead of its public listing, it certainly represents a financial masterstroke.
2.6 [bookmark: _Toc502930662]Future Forecasting
The underlying financials and economics behind Spotify’s business will not suddenly change, and losses will likely continue to mount. Once publicly listed, the narrative that Spotify portrays will be essential to its short term, managing and meeting investor expectations on key subscriber and revenue growth metrics whilst reducing its annual net losses and ultimately navigating its way to a profitable business model. Assuming a consistent rate of losses, it is likely that the company will need to raise money in a few years, raising the possibility of a traditional IPO in the future. 

2.7 A Lean Business 

While Spotify today is a large company with over 2000 employees, it retains an internal company culture reflective of a small startup by integrating lean business practices and a validated learning ethos into the fabric of the company.

The company divides its workforce into 'squads' and 'tribes'. 'Squads' consist of small groups of 7-9 employees that work together with a significant degree of autonomy and essentially operate like small startups (Lindwell, 2015). 'Tribes' comprise of a collection of 'squads', usually around 50 to 150 employees, focused on a particular business area and working collectively to form long-term strategy and planning.

Spotify's internal product structure is specifically designed to enable the company to release minimum viable products swiftly (Lunden, 2012), with an internal slogan of "think it, build it, ship it, tweak it" (Bank, 2014). Upon release, the company will iterate and improve products based data and analytics gathered from user testing and research (Spotify Training and Development, 2015). It is therefore laser-focused on the customer and highly adaptable to changing circumstances; a key attribute in a fast-changing digital music ecosystem. 

Squads and tribes are encouraged to spend 10% of time on hack days (Spotify Training and Development, 2015), fostering an internal culture of creativity and encouraging experimentation and the cross-pollination of cutting-edge techniques amongst its tribes. Discover Weekly, the company's beloved algorithmic playlist product which garnered a billion plays in just 10 weeks (Dredge, 2016b), was conceived during an internal hack day (Dredge, 2016a).
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