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YouTube: Google’s Phantom Loss Leader
How Google shelters profits from content owners while building a delivery juggernaut

Synopsis

YouTube as a millstone around Google’s profitability is a mirage. Contrary to Credit Suisse’s estimates of
a $470M annual loss, Google is more likely losing a fraction of that amount, due to peering for 73% of its
traffic, buying bandwidth from some of the lowest-cost Tier 1 providers, using unprecedented bulk
purchasing power to secure very favorable wholesale rates, and running data centers far away from
expensive locales. RampRate estimates that, based on our experience working with other top Internet, e-
Commerce, and media firms, Google’s maximum loss is no more than $174M without challenging Credit
Suisse’s revenue assessment. Far from being an infrastructure money pit, YouTube is key to reducing
operational costs for other Google initiatives while also allowing Google to catch up to the superior
network performance of competitors like Microsoft, which currently boasts 10 times as many peers and
17% fewer hops to remote reaches of the Internet.

Google is no doubt thrilled to let YouTube be known as a financial folly. In the dangerous waters of online
content, a whiff of potential profit is an irresistible lure for predators such as copyright lawyers circling user
generated content monetization and content partners that are all too ready to turn on their distributors in a
feeding frenzy.

YouTube is a turnkey solution to a highly profitable content monetization strategy that can be unleashed
as soon as Google gains stronger control of its content partners. On this point, we agree with Credit
Suisse: the unit economics work. We've researched and launched video monetization strategies that are
profitable at a much smaller scale. Forgoing investment in the online video market because of Google’s
shell game with content providers is a decision that many prospective investors will stand to regret.

The Real Cost of Operating YouTube

In April 2009, the market saw a slew of YouTube Cost ($M) Credit Suisse RampRate
“YouTube is doomed” or “online video is Content & Overhead $331.8 $331.8
doomed” blog posts in response to Credit Bandwidth $360.4 $48.7
Suisse’s report on Google’s projected video- .

related losses of $470M'. The sentiment seems Peering Not Analyzed $26.3

reasonable at first glance — Google has been Hardware: Storage $12.7 $3.3

more cautious in monetizing YouTube than most Data Center & Software $6.4 $4.9

observers anticipated (including RampRate). Total Annual Cost ($M) $711.3 $414.9
Credit Suisse’s cost analysis is thorough and Operating Loss ($M) -$470.6 -$174.2

close to what most large companies pay, based
on RampRate’s sourcing advisory work with large, multinational infrastructure users.

! Spencer Wang & Kenneth Sena, “Deep Dive Into YouTube; 1Q09 Preview,” Credit Suisse Equity Research April 3 2009
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However, Google is not “most large companies.” It owns a large quantity of dark fiber’, places data
centers in out-of-the way geographies like lowa and Finland®, uses commodity server equipment where
possible®, and, most importantly, uses peering agreements instead of paying for bandwidth for upwards of
73% of its traffic.’ All of these factors combine to create a likely cost basis of $414.9M, a far cry from
Credit Suisse’s estimate of $711.3M. As such, using Credit Suisse’s revenue projections, we estimate
that YouTube’s projected 2009 losses should be assessed at a more modest $174.2M.

The big driver in the lower estimate is in the $360.4M bandwidth cost. As Brough Turner pointed out®
soon after the initial report broke, no bandwidth cost analysis for Google is credible without including
peering’. While using a peering approach has its own costs, such as connecting to a peering hub,
managing complex and often contentious peer relationships, dealing with SLA-less best efforts service,
and even occasional payment to powerful peers, the bulk of these costs are fixed — that is, you hire the
same team and run the same fiber whether you are pushing 1 Gbps or 100 Gbps. According to Renesys,
nearly 3/4 of Google’s traffic is delivered via peers — and it is probably higher considering that YouTube is
known to have some peers such as AT&T® that Renesys does not list for its corporate parent.

The top two providers of bandwidth for which Google does appear to pay transit fees are notorious for
leading the charge in the price wars® that helped push IP transit prices down by at least 20% annually
even as other infrastructure markets such as co-location stabilized. When dealing with low-value content,
some RampRate customers have found paths to sub-$1 / mbps bandwidth through oversubscribed
connections, best-efforts SLAs and other practices straddling the borderline between paid peering and
low-cost transit. Combined with the sheer amount of business that Google brings to the table, these non-
traditional approaches can, if leveraged properly, reduce bandwidth costs to the $0.50 / Mbps mark.

Credit Suisse’s estimates for storage hardware also suffer from insufficient creativity — in fact, if its
figures were correct, Amazon Web Services would provide storage for 50% less than Google."® Most
YouTube content is by definition “long tail,” which means the storage it requires can be of a consumer-
grade commodity quality. Google’s core competency is in managing commodity server / storage farms. At
current rates, its servers likely cost no more than $500 apiece,1 and can add a sub-$100 1TB hard drive
to produce a net cost of $.60 / GB. Even with an aggressive 1-year refresh cycle, that is just 30% of the
$2.35 / GB projected by Credit Suisse. We also estimate the hosting costs are lower than projected by
benchmarking an estimate of 500W of peak power use per server hosted in out of the way locations.

Upside of a $174M Loss

Regardless of how the infrastructure cost numbers are sliced, if Credit Suisse’s revenue estimates are
correct,’ YouTube will take a loss in 2009 — and a significant one by most standards. So why is Google
persisting with the service? There are many answers, ranging from the strategic to the inscrutable.
However, one surprising factor is fundamental, no matter the revenue potential: YouTube lowers the cost
of infrastructure for all other Google properties.

As discussed in the Telco 2.0 blog six months before the Credit Suisse report was published, YouTube is
essential to giving Google significant leverage in peering negotiations.'® Consumer ISPs are paying
backbone Tier 1 providers to carrying traffic to them. ISPs that peer directly with a major content provider

http://www.voip-news.com/feature/google-dark-fiber-050707/
http://www.theregister.co.uk/2009/03/05/google_finland_data_center/
http://www.techworld.com/opsys/features/index.cfm?featureid=467
Renesys Market Intelligence service — a tracker of peering / transit relationships
http://www.circleid.com/posts/20090416_youtube_analysts_internet_peering/
For a primer on peering and transit, see http://arstechnica.com/old/content/2008/09/peering-and-transit.ars
http://www.telco2.net/blog/2008/10/how_youtube_wins_with_web_vide.html
http://www.circleid.com/posts/20081119_will_work_for_bandwidth/
10 Including hosting, Credit Suisse cites $3.52 / GB / year. Amazon’s S3 service is $1.44 / GB / year (http://aws.amazon.com/s3)
" http://perspectives.mvdirona.com/2008/06/25/GooglesDrKaiFuLeeOnCloudComputing.aspx

If using stream counts from http://www.techcrunch.com/2009/06/09/youtube-video-streams-top-1-billionday/, it is 20% too low
'3 hitpz//www.telco2.net/blog/2008/10/how._youtube_wins_with_web_vide.html
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of much of that traffic avoid those costs entirely. Although one might think that Google is already
succeeding in that department with its other properties, the reality is that it peers with less than 1/10™ the
number of ISPs that Microsoft does, and takes 0.4 more hops to get to an average user."* In other words,
Google still has room to improve. YouTube is central to enabling its ability to catch up with its top rival.

Coincidentally, these providers are also the ones Google is approaching for edge caching,' or co-

location of some heavily trafficked content on servers within the ISP’s facilities. While it is not quite the
sinister anti-net neutrality plot'® that The Wall Street Journal claims,"” edge caching is a sound idea that
can provide a competitive advantage for many Google properties. Since most broadband providers do not
provide co-location as a matter of course, the presence of the YouTube juggernaut is essential to
ensuring that Google can leverage these partnerships in the same way that CDNs such as Akamai do.

Edge caching is just one facet of Google’s build-focused strategy. Dark fiber costs are roughly the same
whether you push 100 Mbps or 40 Gbps over each strand. Capital intensive expenditure projects such as
distant data center build-outs require significant critical mass to make them worthwhile. The marginal cost
tied to a property like YouTube can be negligible compared to the fixed costs that would be incurred
regardless of its presence in Google’s portfolio.

Silence Is Golden

If the YouTube strategy can be seen in this much more favorable light, why is Google not responding to
Credit Suisse? The key is its lack of leverage with premium content partners, and the thousands of
copyright holders whose content is posted by users onto YouTube without the owner’s permission. Any
appearance of profits leads to more draconian revenue share demands from partners and additional
lawsuits from owners of unlicensed content. An apparent loss deters this behavior, making it eminently
advisable for Google to let the rumors of YouTube’s losses grow and compound. This perception of a
loss-making business is one of the factors that contributed to ASCAP collecting only $1.6M instead of
$12M from YouTube in a recent court judgment.'®

The trail for this strategy was blazed long before YouTube. Apple’s poor-mouthing of iTunes served it
exceptionally well for years in holding back the tide of higher revenue share demands (even as labels
privately suspected the service was much more profitable than rePorted The apparent stability and
maturity of the business finally culminated in recent price increases. ° Google can only hope that its run
with YouTube lasts as long as Apple’s luxury of $.99 pricing.

The Dark Horse Business Model

The final unspoken potential in Google’s video portfolio is the possibility of YouTube becoming a cash
machine akin to Google’s search business. At 100M unique viewers per month in the US alone,”® the
volume of YouTube usage is equivalent to Super Bowl-scale audiences — 365 days a year. The same
force that gave TV broadcasting enough wealth to build such edifices as 30 Rockefeller Center continues
to be the holy grail of advertisers today: Reach. In addition, YouTube layers on a more desired dimension
to video reach: Measurability. And finally, YouTube adds two totally new dimensions: Community and
Collaboration without borders.

Google can, when it chooses, instantly ripple advertisements and direct click-to-buy opportunities across
any or all of the 1.2 billion videos viewed daily.?' It can create custom formatted and branded content
areas (channels) for shows, artist, films, networks and anything else imaginable. It is, at this time, the

1 Comparison of http://www.fixedorbit.com/AS/15/AS15169.htm to http://www.fixedorbit.com/AS/8/AS8075.htm
18 http://googlepublicpolicy.blogspot.com/2008/12/net-neutrality-and-benefits-of-caching.html
16 Even if it was, we don’t view video as the top danger area: See http://www.ramprate.com/marketcommentary/neutrality.php
"7 http//online.wsj.com/article/SB122929270127905065. htm|
'8 httpz//www.techdirt.com/articles/20090519/1127454934.shtml
19 http://www.latimes.com/business/la-fi-cotown-itunes26-2009mar26,0,5579880.story
0 http://www.lawyercasting.com/2009/03/youtube-gets-100-million-unique-visitors-in-january.htmil
2 http://www.techcrunch.com/2009/06/09/youtube-video-streams-top-1-billionday/
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most powerful broadcasting platform in history, not to mention the world’s largest social network. All with
the perfect measurability so long sought by advertisers and sellers.

So why not monetize? There are many reasons: Why pay more taxes if one is already profitable? Why
get dragged into rights management issues now when one could wait until the industry is so desperate to
work with YouTube that they will cave on demands? Why not wait until a certain threshold of broadband
penetration? There could be many reasons, but the dark horse should not be ignored.

Conclusion

Regardless of what you may hear, YouTube costs are a fraction of any other company running similar
operations. Most of Google’s bandwidth is free or near-free; its hardware is cost-optimized; and its data
center costs are mostly committed or sunk. The top customers of our sourcing advisory service, whose
prices are on average 20% better than the average market level, cannot deliver content as cheaply as
Google’s massively scaled operation. Surprisingly enough, the ones that come closest are often those
that leverage the scale of others through using cloud services.

But even if a fair accounting of its costs showed a loss, YouTube gives Google the ability to achieve
needed improvements in lowering cost of other operations. Loud stories about YouTube’s losses can only
help deter copyright lawsuits and demands from content owners. Skepticism is warranted — but be ready
for surprise news of profitability in the future.
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About RampRate

RampRate (www.ramprate.com) is the premier sourcing advisor for IT infrastructure to Fortune 500
clients. Its cutting-edge procurement strategies and Service Provider Intelligence Index (SPY Index™)
have enabled it to save clients an average of 20% on IT infrastructure services including bandwidth, data
center/co-location, managed services, content delivery, IT support/helpdesk, and other related areas.

Rated as a top specialist by the Black Book of Outsourcing, the International Association of Outsourcing
Professionals (IAOP), and Forrester, RampRate has worked with industry leaders such as Audible.com,
Blizzard Entertainment (makers of World of Warcraft), CBS, Fox, JP Morgan Chase, Microsoft, Sony,
Viacom, and more than 50 others, while profiling and establishing a streamlined buying channel with
more than 350 vendors. RampRate’s research division has worked to develop strategies for investment in
IT services and rich media offerings for clients such as AT&T, Goldman Sachs, Intel, Level 3, Microsoft,
Sony, Thomas Weisel, and Yahoo!

This paper was written to apply specific, street-level market data from the SPY Index to the costs of online
services market. With the rise of virtualization and cloud computing and the 20%+ year-over-year declines
in bandwidth costs, it is time to recast the business models that only Google could afford 2 years ago into
a new generation of profitable, stable online businesses that strike the right balance between user interest
and monetization and between service quality and cost. RampRate is uniquely positioned to assist both
in the initial planning and the technical execution of the next $1.6B acquisition in the market. We aim to
inspire changes in thinking around how to build the next generation of online services.

Comment on this article in the RampRate blog, located at http://ramprate.wordpress.com
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