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PART |

Forward-Looking Statements

This Annual Report on Form 10-K contains forwardldimg statements within the meaning of the fedszalrities laws. These forward-
looking statements include, but are not limitedstatements regarding: the growth of our busingsewth in online DVD rentals; operating
expenses; gross margin; liquidity; developmentiarnet delivery of content, our instant-watchfiegture and DVD formats; revenue per
average paying subscriber; impacts relating to ptcing strategy, our content library investmerasad fulfilment expenses. These forward-
looking statements are subject to risks and unagies that could cause actual results and evemtdiffer. A detailed discussion of these and
other risks and uncertainties that could cause aktasults and events to differ materially from Isdierward-looking statements is included
throughout this filing and particularly in Iltem 1ARisk Factors” section set forth in this Annual p@t on Form 10-K. All forward-looking
statements included in this document are baseafonnation available to us on the date hereof, aedassume no obligation to revise or
publicly release any revision to any such forwlooking statement, except as may otherwise beinextjby law.

Item 1. Business

We are the largest online movie rental subscripsietvice in the United States, providing approxeha?.5 million subscribers acces:
approximately 90,000 DVD titles plus a growing &by of more than 6,000 choices that can be watatstdntly on their personal computers,
or PCs. We offer nine subscription plans, startih§j4.99 a month. There are no due dates, nodateand no shipping fees. Subscribers s
titles at our Web site aided by our proprietaryoramendation service, receive them on DVD by U.S| amal return them to us at their
convenience using our prepaid mailers. After a DhE3 been returned, we mail the next available DVB subscriber’'s queue. We also offer
certain titles through our instant-watching feattree terms and conditions by which subscribelizatour service and a more detailed
description of how our service works can be founghvaw.netflix.com/TermsOfUse

Our subscription service has grown rapidly sin@eption. This growth has been fueled by the ragmption of DVDs as a medium for
home entertainment as well as increased awarefesdite DVD rentals. We also believe our growtls leen driven by our comprehensive
selection of titles, consistently high levels ostamer satisfaction and our effective marketinggpans. We expect that our business will
continue to grow as the market for online DVD rénitaontinues to grow, a reflection of both the camience and value of the subscription
rental model.

Our core strategy is to grow a large DVD subsasiptiusiness and to expand into Internet-basedatglnf content as that market
develops. We believe that the DVD format, alongwitis high definition successor formats, includBig-ray will continue to be the main
vehicle for watching content in the home for theefeeable future and that by growing a large DViBsstiption business, we will be well
positioned to transition our subscribers and owir®ss to Internet-based delivery of content. uday 2007, we introduced our instant-
watching feature for PCs. We intend to broaderdtbiibution capability of our instant-watching feee to other platforms and partners over
time. In January 2008, we announced a developnmiearigement with LG Electronics. While the termgha$ arrangement have not been
finalized, we anticipate developing, in conjunctigith LG Electronics and other consumer electrdnitgnufacturers, a set-top box device or
other devices that will enable our instant-watcH@fure to be viewed directly on subscribers’isiens.

Our proprietary recommendation service enables gsdate a customized store for each subscribetoagenerate personalized
recommendations which effectively merchandise omnpgrehensive library of content. We believe thatreegommendation technology, ba
on proprietary algorithms and the approximatelyt#lilon movie ratings collected from our subscriyeenables us to build deep subscriber
relationships and maintain a high level of libratifization.
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We promote our service to consumers through vamearketing programs, including online promotiomdetision and radio advertisir
package inserts, direct mail and other promotioitls third parties. These programs encourage consutunesubscribe to our service and may
include a free trial period. At the end of the ftaal period, subscribers are automatically emablhs paying subscribers, unless they cancel
their subscription. All paying subscribers aredalimonthly in advance.

We stock approximately 90,000 DVD titles. We hastblished revenue sharing relationships with séwtudios and distributors. We
also purchase titles directly from studios, disttdys and other suppliers. In addition, we haveentban 6,000 choices available on our Web
site for instant-watching.

We ship and receive DVDs throughout the UnitedeStaVe maintain a nationwide network of shippingtees that allows us to provi
fast delivery and return service to our subscribers

We are focused on growing our subscriber base@rehues and utilizing our proprietary technologyniaimize operating costs. Our
technology is extensively employed to manage atefjiate our business, including our Web site iatef order processing, fulfillment
operations and customer service. We believe thateshnology also allows us to maximize our libratjization and to run our fulfillment
operations in a flexible manner with minimal caprequirements.

We are organized in a single operating segmentbullrevenues are generated in the United Statdsya have no long-lived assets
outside the United States. Substantially all oueneies are derived from monthly subscription fees.

Industry Overview

Filmed entertainment is distributed broadly throag¥ariety of channels, including movie theatendinas, hotels and in-home. Imeme
distribution channels include home video rental estdil outlets, cable and satellite televisiory-par-view, video-on-demand, or VOD, and
broadcast television. Currently, studios distribthieir filmed entertainment content approximatélyee to six months after theatrical releas
the home video market, four to seven months dfeattical release to pay-per-view and VOD, one pé#ar theatrical release to premium
television and two to three years after theatrieldase to basic cable and network television. Hewen what continues to be an emerging
trend, the major studios have shortened the releatow on certain titles, in particular the thézdt to home video window. We anticipate
that the studios will continue to test a varietynaddifications or adjustments to the traditionahedw, including releasing movies
simultaneously on DVD and VOD, but we believe th&tD, and its high definition successors, such asiBly, will continue to receive a
preferential distribution window in light of thertge profits DVD generates for the studios.

Challenges Faced by Consumers in Selecting In-Heilmeed Entertainment

The proliferation of new releases available fohome filmed entertainment and the additional denfantlack catalog titles on DVD
create two primary challenges for consumers inctelg titles.

First, despite the large number of available tidlasDVD, existing subscription channels and traditl video rental outlets stock a
limited selection of titles, frustrating consumentand for more choice. Subscription channels, ayvjgw and VOD services continue to
offer a relatively narrow selection of titles. Likise, traditional video rental outlets primarilyfef new releases and devote limited space to
display and stock back catalog titles. We beliewesglection of approximately 90,000 titles on D¥ffers an attractive alternative to these
traditional channels.

Second, even when consumers have access to theuvalser of titles available, they generally haweited means to effectively sort
through the titles. We believe our recommendatemise and our Web site features provide our siftsa the tools to select titles that ap
to their individual preferences.
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Competitive Strengths

We believe that our revenue and subscriber grovglaaesult of the following competitive strengths:

Comprehensive Library of Titles. We have developed strategic relationships teghstudios and distributors, enabling us to
establish and maintain a broad and deep selectibvD titles. Since our service is available natty, we believe that we can
economically acquire and provide subscribers ad@oaelection of DVD titles than video rental otg|eszideo retailers, subscription
channels, pay-periew and VOD services. To maximize our selectio®¥D titles, we continuously add newly released Diftizs
to our library. Our DVD library contains numerouspges of popular new releases, as well as many BN&3 that appeal to narrow
audiences

Personalized Merchandisin  We utilize our proprietary recommendation seguio create a custom interface for each subscriber
to effectively merchandise our library. Subscribete titles on our Web site, and our recommendagérvice compares these
ratings to the database of ratings collected fromemtire user base. For each subscriber, thesparsuns are used to make
predictions about specific titles the subscribey miajoy. These predictions are used to merchanidisg to subscribers throughout
the Web site. As of December 31, 2007, we had aqpetely 2.0 billion movie ratings in our databa®ée believe that our
recommendation service allows us to create t-based demand for our library and maximize util@awf each DVD

Scalable Business Model. We believe that we have a scalable, low-cosirass model designed to maximize our revenues and
minimize our costs. As we continue to expand otisstiber base, we are able to leverage operatabrzaiges in a cost effective
manner which further reduces our operating costs per subscriber basis. Such cost reductionsdedhcreased automation and
vendor negotiating leverage. Subscribers’ prepadtily payments and the recurring nature of ousetiption business provide
working capital benefits and significant near-teswenue visibility. Our scalable infrastructure amtdine interface allow us to
service our large and expanding subscriber base fraetwork of lo\-cost shipping center

Convenience, Selection and Fast DeliverySubscribers can conveniently select titles injdbng and modifying a personalized
gueue of titles on our Web site. We create a unayperience for subscribers by serving pages oW@lr site that are tailored to
subscribers’ individual rental and ratings histdased on each subscriber’'s queue, we ship DVDOsdiyclass mail. Subscribers
return these DVDs to us in prepaid mailers. Afearaipt of returned DVDs, we mail our subscribeesriext available DVD in their
gueue of selected titles. We have approximatel@@DDVD titles to choose from, and our nationwigéwork of distribution
centers allows us to offer fast delivery. In additiwe offer subscribers the ability to watch mevirgstantly on their PCs and
anticipate offering this feature on other Ne-enabled consumer electronics devit

Growth Strategy

Our strategy to provide a premier filmed entertanbsubscription service to our large and growimgssriber base includes the
following key elements:

Providing Compelling Value for Subscribe We provide subscribers access to our compraélestisrary of approximately
90,000 DVD titles with no due dates, late feeshiping charges for a fixed monthly fee. We merchsatitles in easy-to-
recognize lists including new releases, by genceaher targeted categories. We also offer mone @00 choices through our
instant-watching feature. Our convenient, easys®\eb site allows subscribers to quickly selenter titles, reserve upcoming
releases and build an individual queue for futuesving using our proprietary personalization tedbgg. We provide service
features to our subscribers that, among other shieigable social networking and further individeation of the service through
establishment of sub-account queues and recommensla®ur recommendation service provides subswrilvéh
recommendations of titles from our library. We ddycdeliver DVDs to subscribers from our shippirenters located throughao

3



Table of Contents

the United States by U.S. mail, and we offer cartaovies instantly through our inst-watching feature

» Utilizing Technology to Enhance Subscriber Expereeand Operate Efficiently. We utilize proprietary technology developed
internally to manage the processing and distrilbutibDVDs from our shipping centers. Our softwantoanates the process of
tracking and routing DVDs to and from each of cuipping centers and allocates order responsitsldgimong them. We
continuously monitor, test and seek to improvedtfieiency of our distribution, processing and intary management systems as
our subscriber base and shipping volume grows. péeate a nationwide network of shipping centers@mdinue to develop and
grow this network to meet the demands of our oprat

» Building Mutually Beneficial Relationships with Fiéd Entertainment Provider We have invested substantial resources in
establishing strong ties with various filmed erdgamtnent providers. We maintain an office in Bevetills, California that provides
us access to the major studios. We acquire cottitemigh direct purchases, revenue sharing agresmefitense agreements. We
work with the content providers to determine whickthod of acquiring titles is the most benefic@l éach party. Our growing
subscriber base provides studios with an additidisdtibution outlet for popular movies and telésrsseries, as well as niche titles
and programs

Our Web site—www.netflix.com

We have applied substantial resources to plan,lolewd maintain proprietary technology to impletrtiie features of our Web site,
such as subscription account signup and managepemsgnalized movie merchandising, inventory oation and customer support. In
addition, we offer subscribers the ability to watehtain movies instantly on their PCs and antigigetending this capability to other Netflix-
enabled devices. We also provide our subscribetstive ability to purchase certain previously vievVDs.

Our recommendation service uses proprietary alyostto compare each subscriber’s title preferemitspreferences of other users
contained in our database. This technology enaldes provide personalized movie recommendatioigugrto each subscriber.

We believe our dynamic store software optimizesstiber satisfaction and management of our libbgrintegrating the predictions
from our recommendation service, each subscrilmeiisent queue and viewing history, inventory leaisl other factors to determine which
movies to promote to each subscriber.

Our account signup and management tools providdscsiber interface familiar to online shoppers. ¥ge a real-time postal address
validator to help our subscribers enter correctgi@ldresses and to determine the additional jpadtless fields required to promote speedy
and accurate delivery. Subscribers pay for ouricefyy a credit or debit card. We utilize third tyaservices to authorize and process our
payment methods.

Throughout our Web site, we have extensive measmeand testing capabilities, allowing us to cambisly optimize our Web site
according to our needs, as well as those of owsasiliers. We use random control testing extensjwetyuding testing service levels, plans,
promotions and pricing.

Our Web site is run on hardware and software catitat a service provider offering reliable nekvwoonnections, power, air
conditioning and other essential infrastructure. Mémage our Web site 24 hours a day, seven dagel We utilize a variety of proprietary
software and freely available and commercially sujfgd tools, integrated in a system designed tllyapnd precisely diagnose and recover
from failures. We conduct upgrades and installatiohsoftware in a manner designed to minimizeugisons to our subscribers.
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Merchandising

Our merchandising efforts are based on the persenammendations generated by our recommendatigitaeAll subscribers and si
visitors are given many opportunities to rate sitand, as of December 31, 2007, we have collegebrimately 2.0 billion ratings. The
ratings from our recommendation service help detegrwhich available titles are displayed to a subsc and in which order. In doing so,
help our subscribers quickly find titles they arermlikely to enjoy. Ratings also help determindclitavailable titles are featured most
prominently on our Web site in an effort to increasistomer satisfaction and selection activityafyn data from our recommendation sen
is used to generate lists of similar titles. Sulbsrs often start from a familiar title and use cezommendations tool to find other titles they
might enjoy. This is a powerful method for catalygwsing and expanding library utilization.

We also provide our subscribers with detailed imfation about each title in our library which hethem select movies they will enjoy.
This information may include:

» factual data, including length, rating, cast arecrspecial DVD features and screen form

* movie trailers and other editorial perspectivesluding plot synopses and reviews written by outoes, third parties and by other
Netflix subscribers; an

» data from our recommendation service, includingpeal rating, average rating and other similaggithe subscriber may enjc

Marketing

We use multiple marketing channels through whichatteact subscribers to our service. Online adsi@giis an important channel for
acquiring subscribers. We advertise our servicamerthrough paid search listings, banner ads,daxiopular Web portals and other Web
sites and permission based e-mails. In additionhawe an affiliate program whereby we make avalaieb-based banner ads and other
advertisements that third parties may retrieve salBassisted basis from our Web site and plachein Web sites. We also advertise our
service on various regional and national televisiod radio stations. We utilize direct mail anchpadvertising to promote our services in
certain consumer packaged goods. We also participat variety of cooperative advertising programtd studios under the terms of which
we receive cash consideration in exchange for fimgtthe studios movies in Netflix promotional adisng. We believe that our paid
marketing efforts are significantly enhanced bylkeefits of word-of-mouth advertising, our suliserireferrals and our active public
relations programs.

Content Acquisition
We acquire content through direct purchases, ra¥sharing agreements and license agreements.

Under our revenue sharing agreements with studidsdastributors, we generally obtain titles foloavlinitial cost in exchange for a
commitment for a defined period of time either b@are a percentage of our subscription revenues payt a fee based on content utilization.
After the revenue sharing period expires for @ titve generally have the option of returning ttle tb the studio, destroying the title or
purchasing the title. The principal structure offeagreement is similar in nature but the spetdiims are generally unique to each studio
also purchase titles from various studios, distobaiand other suppliers on a purchase order Hasder these arrangements, we typically
a per disc fee for each of the DVDs we purchasetiftes delivered through our instant-watchingtéea, we generally license the content
directly for a period of time. Following expiratiari the license term, we are no longer able taibiiste the content through our instant-
watching feature unless we extend or renew thecitsd license agreement.
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Fulfilment Operations

We currently stock approximately 90,000 titles oorenthan 69 million DVDs. We have allocated subéhnesources to developing,
maintaining and testing the proprietary technoltwt helps us manage the fulfillment of individoadlers and the integration of our Web ¢
transaction processing systems, fulfillment operstj inventory levels and coordination of our shigenters.

We ship and receive DVDs from a nationwide netwafrkhipping centers located throughout the Unitedes. We believe our shippil
centers allow us to improve the subscription exgrere for subscribers by shortening the transit foneur DVDs through the U.S. Postal
Service. We currently do not ship on weekends tidags.

Customer Service

We believe that our ability to establish and mamtang-term relationships with subscribers depemipart, on the strength of our
customer support and service operations. Our custsarvice center is open seven days a week. Ih, 208 substantially increased our
investment in customer service in order to imprtheeoverall quality and level of service to our sttibers. In addition, we continue to focus
on eliminating the causes of customer support eaitsproviding certain self-service features onWieb site, such as the ability to report and
correct most shipping problems. We continue to @ehew avenues to deliver efficient problem retimtuand feedback channels. Our
customer service center is located in Hillsboredgon.

Competition

The market for in-home filmed entertainment is imsely competitive and subject to rapid change. Mamsumers maintain
simultaneous relationships with multiple in-homenfd entertainment providers and can easily spéghding from one provider to another.
For example, consumers may subscribe to HBO, rénta from Blockbuster, buy a DVD from Wal-Mart om#azon, download a movie
from Apple, and subscribe to Netflix, or some comalion thereof, all in the same month.

Video rental outlets, retailers and kiosk serviaith whom we compete include Blockbuster, Moviel&gl, Amazon.com, Wal-Mart
Stores, Best Buy and Redbox. We believe that wepetenwith these video rental outlets and movidleztsaprimarily on the basis of title
selection, convenience and price. We believe thasoalable business model, our subscription sewith home delivery and access to our
comprehensive library of approximately 90,000 D\Wi2$ compete favorably against traditional vidental outlets and retailers.

We also compete against other online and storedda¥® subscription services, such as Blockbust&dtal Access, subscription
entertainment services, such as HBO, Showtime #ard,$ay-per-view and VOD providers and cable satéllite providers.

VOD and delivery of movies over the Internet masoaédmerge as a competitive distribution channeplé&p video iPod and Apple TV,
Amazon’s Unbox and other companies ranging fromgimand Yahoo! to Microsoft and Intel are activénternet delivery of content.
Progress in digital delivery, although slow andttgrad, continues to be made. VOD for examplepis widely available to digital cable
subscribers in major metropolitan areas, such ag Y&k, Boston, Los Angeles and San Franciscorivgedelivery of movies to a computer
is currently available from providers, such as i@sinHulu, Vongo, Movielink and CinemaNow.

While we anticipate that new devices and servioesi¢livery of content will proliferate over thernng years, we believe that DVD,
and its high definition successors, including Bly;rwill continue to dominate the home entertaint@xperience in the near term. At some
point in the future, digital delivery directly thé home will surpass DVD. Our ability to personalar library to each subscriber by
leveraging our extensive database of user prefesemed our strategy of developing a large and grgwubscriber base for DVD rentals
positions
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us favorably to further develop our digital distrilon offering as that market develops. The dowtilog market is segmented into rental of
Internet delivered content, the download-to-owmsegt and the advertising-supported online delisagyment, and we believe we will lead
the rental segment with our instant-watching feats it develops.

In late 2006, Blockbuster launched its integratedesbased and online program, Total Access, wlyeBddickbuster online subscribers
may return DVDs delivered to them from Blockbugdline to Blockbuster stores in exchange for astore rental. Total Access was
aggressively priced and experienced rapid subsagitmevth and large operating losses in the firdt @&2007. In the second half of 2007,
Blockbuster adopted a new competitive strategy Wwkimphasized profitable growth. As part of this retsategy, Blockbuster reduced their
marketing spending and raised prices on Total A5;aekich we believe contributed to an acceleratioour subscriber growth.

We believe we are able to provide greater satisfadbr consumers who subscribe to our servicetdumir focused attention to the
business of online subscription rental and the doavad deep selection of DVD titles we offer subdsers. In addition, we have the ability to
personalize our library to each subscriber basetth@in selection history, personal ratings andtéstes and preferences of similar users
through our recommendation service and extensitebdae of user preferences, as well as the easspaad with which subscribers are able
to select, receive and return DVDs.

Employees

As of December 31, 2007, we had 1,542 full-time lryges. We also utilize part-time and temporary legges, primarily in our
fulfillment operations, to respond to the fluctigtidemand for DVD shipments. As of December 31,720 had 1,128 part-time and
temporary employees. Our employees are not coumredcollective bargaining agreement, and we cemnsidr relations with our employees
to be good.

Intellectual Property

We use a combination of patent, trademark, copyag trade secret laws and confidentiality agregst® protect our proprietary
intellectual property. We have filed patents in th&. and abroad. In the U.S., we were issued bbaathess method patents covering, arr
other things, our subscription rental service i062@nd 2006, and we were issued a patent coveunmailing and response envelope in
2005. While our patents are an important elemenuofbusiness, our business as a whole is not ralijetependent on any one or a
combination of patents. We have registered tradesreand service marks for the Netflix name and Haed applications for additional
trademarks and service marks. Our software, theeabf our Web site and other material which weate are protected by copyright. We
also protect certain details about our businesfioast processes and strategies as trade secitsegm confidential information that we
believe gives us a competitive advantage.

Our ability to protect and enforce our intellectpabperty rights is subject to certain risks. Enfanent of intellectual property rights is
costly and time consuming. To date, we have rgdigdarily on proprietary processes and know-howrtatect our intellectual property. It is
uncertain if and when our other patent and tradkrapplications may be allowed and whether they mritivide us with a competitive
advantage.

From time to time, we encounter disputes over sigimd obligations concerning intellectual propee cannot assure that we will
prevail in any intellectual property dispute.
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Other Information

We were incorporated in Delaware in August 1997 @mdpleted our initial public offering in May 200Qur principal executive office
are located at 100 Winchester Circle, Los Gatotifd@aia 95032, and our telephone number is (408)-8700. We maintain a Web site at
www.netflix.com The contents of our Web site are not incorporatedr otherwise to be regarded as part of, thiadal Report on Form 10-
K. In this Annual Report on Form 10-K, “Netflix,hé “Company,” “we,” “us,” “our” and the “registrahtefer to Netflix, Inc.

Our investor relations Web site is locatedhitp://ir.netflix.com. We make available, free of charge, on our investiations Web site
under “SEC Filings,” our Annual Reports on FormK,Oguarterly reports on Form 10-Q, current reporis-orm 8-K and amendments to
these reports as soon as reasonably practicableeddttronically filing or furnishing those repotb the Securities and Exchange
Commission.
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ltem 1A. Risk Factors

If any of the following risks actually occurs, dursiness, financial condition and results of opierat could be harmed. In that case, the
trading price of our common stock could declined gou could lose all or part of your investment.

Risks Related to Our Business
If our efforts to attract subscribers are not succesful, our revenues will be adversely affected.

We must continue to attract subscribers to ouriser®ur ability to attract subscribers will depéngbart on our ability to consistently
provide our subscribers with a valuable and qua&Xperience for selecting, viewing, receiving aetiming titles, including providing
accurate recommendations through our recommendsgiotice. Furthermore, the relative service levaliging and related features of
competitors to our service may adversely impactadility to attract subscribers. Competitors in@wideo retailers, video rental outlets,
kiosk services, Internet content providers, inahgdbnline DVD rental services, cable channels, siscHBO, Showtime and Starz, pay per-
view and VOD. If consumers do not perceive our isereffering to be of value, or if we introduce neervices that are not favorably recei
by them, we may not be able to attract subscriberaddition, many of our subscribers are rejoining service, originate from word-of-
mouth advertising and are directly referred to snvice from existing subscribers. If our effodssatisfy our existing subscribers are not
successful, we may not be able to attract subgstilaad as a result, our revenues will be adveefébgted.

If the market segment for online DVD rentals satur&es, our business will be adversely affected.

We have experienced rapid growth of our online Di¢Dtal subscription business since our inceptioa.NAve attracted a large number
of subscribers who have traditionally used viddailers, video rental outlets, cable channels, payview and VOD for their in-home filmed
entertainment. While the market segment for onlmD rental has grown significantly, we saw our gtbwlow in 2007. Our slowing grow
appears primarily to be the result of the rapidaghoof our direct competitor, Blockbuster Onlineze with the apparent reduced competitive
threat from Blockbuster Online, our rate of growthy continue to slow. Such slowing growth coulddate that the market segment for
online rentals is beginning to saturate. While \ebdve that online DVD rentals will continue to grdor the foreseeable future, if this market
segment were to saturate, our business would bersely affected.

If we experience excessive rates of churn, our rewvees and business will be harmed.

We must minimize the rate of loss of existing suib&rs while adding new subscribers. Subscribems@aheir subscription to our
service for many reasons, including a perceptiam ey do not use the service sufficiently, delmakes too long, the service is a poor
value, competitive services provide a better valuexperience and customer service issues aratistagtorily resolved. We must
continually add new subscribers both to replaceaiitbers who cancel and to grow our business begandurrent subscriber base. If too
many of our subscribers cancel our service, orifare unable to attract new subscribers in nunthgfigient to grow our business, our
operating results will be adversely affected. Ifave unable to successfully compete with curredtreaw competitors in both retaining our
existing subscribers and attracting new subscrjlmenschurn will likely increase and our businesk e adversely affected. Further, if
excessive numbers of subscribers cancel our sewienay be required to incur significantly highearketing expenditures than we curre
anticipate to replace these subscribers with ndsibers.

If we are unable to compete effectively, our busirss will be adversely affected.

The market for in-home filmed entertainment is ivsgly competitive and subject to rapid change. Mmhinologies for delivery of in-
home filmed entertainment, such as VOD and Intedeévery of content, continue to receive consid@anedia and investor attention. Me
of our competitors have longer operating
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histories, larger customer bases, greater brarmdynéion and significantly greater financial, matikg and other resources than we do. If we
are unable to successfully or profitably competihwurrent and new competitors, programs and tdobres, our business will be adversely
affected, and we may not be able to increase ontaiaimarket share, revenues or profitability.

In addition, many consumers maintain simultaneetletionships with multiple in-home filmed entertai@nt providers and can easily
shift spending from one provider to another. Faragle, consumers may subscribe to HBO, rent a Db Blockbuster, buy a DVD from
Wal-Mart or Amazon, download a movie from Apple audbscribe to Netflix, or some combination theradifin the same month. New
competitors may be able to launch new businesseseadatively low cost. DVDs and Internet delivefycontent represent only two of many
existing and potential new technologies for viewfilmed entertainment. In addition, the growth goation of DVD and downloading
technology is not mutually exclusive from the grbwf other technologies. If we are unable to susftdly compete with current and new
competitors, programs and technologies, we mayeaaible to achieve adequate market share, incoe@sevenues or maintain profitability.

Our principal competitors include:

» video rental outlets and kiosk services, such aslluster, Movie Gallery and Redb

» online DVD subscription rental sites, such as Bmg¢er Online

* pay-per-view and VOD services

* movie retail stores, such as Best Buy, -Mart and Amazon.con

* subscription entertainment services, such as HBOw8me and Star:

» Internet movie and television content providerghsas iTunes, Amazon.com, Vongo, Hulu, Movielinkgd &inemaNow.con

* Internet companies, such as Yahoo! and Goc

» cable providers, such as Time Warner and Comcag!

« direct broadcast satellite providers, such as DIRE@nd Echostal

Some of our competitors have adopted, and mayrasstio adopt, aggressive pricing policies and desabstantially more resources to
marketing, Web site and systems development thadonv&here can be no assurance that we will betaldempete effectively against
current or new competitors at our existing priciengels or at even lower price points in the futierthermore, we may need to adjust the

level of service provided to our subscribers andiour significantly higher marketing expendituthan we currently anticipate. As a result of
increased competition, we may see a reduction @ématjng margins and market share.

If VOD or other technologies are more widely adopté and supported as a method of content delivery bihe studios and consumers,
our business could be adversely affected.

Some digital cable providers and Internet conteotviders have implemented technology referred td@P. This technology transmits
movies and other entertainment content on dematidimteractive capabilities such as start, stopramdnd. High-speed Internet access has
greatly increased the speed and quality of viewi@dp content, including feature-length movies, onsp@al computers and televisions. In
addition, other technologies have been developaidaflow alternative means for consumers to recangewatch movies or other
entertainment, such as on cell phones or othecds\duch as Apple’s video iPod and Apple TV. Altjiowe anticipate providing solutions
for the Internet-based delivery of content, as enad by our instant-watching feature, VOD or oteehnologies may become more
affordable and viable alternative methods of condiefivery that are widely supported by studios addpted by consumers. If this happens
more quickly than we anticipate or more quicklyrtttur own Internet delivery offerings, or if oth@oviders are better able to meet studio
and consumer needs and expectations, our busiogkshe adversely affected.
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If the popularity of the DVD format decreases, ourbusiness could be adversely affected.

Consumers have rapidly adopted the DVD format fewing in-home filmed entertainment. While the growth of Dg8les has slowe
we believe that the DVD format, including any st formats such as Blu-ray, will be valuable lb@ign consumer propositions and stt
profit centers. However, if DVD sales were to deses because of a shift away from movie watchingesause new or existing technologies
were to become more popular at the expense of D\@yment, studios and retailers may reduce thgipstt of the DVD format. Our
subscriber growth will be substantially influendadfuture popularity of the DVD format, and if supbpularity wanes, our subscriber gro
may also slow.

If U.S. Copyright law were altered to amend or elinmate the First Sale Doctrine or if studios were taelease or distribute titles on
DVD in a manner that attempts to circumvent or limit the affects of the First Sale Doctrine, our busiess could be adversely affected.

Under U.S. Copyright Law, once a copyright ownéisse copy of his work, the copyright owner relinghes all further rights to sell or
otherwise dispose of that copy. While the copyriglher retains the underlying copyright to the esgion fixed in the work, the copyright
owner gives up his ability to control the fate loé twork once it had been sold. As such, once a \4old into the market, those obtaining
the DVD are permitted to re-sell it, rent it or etlvise dispose of it. If Congress or the courtsenerchange or substantially limit this First
Sale Doctrine, our ability to obtain content andrtiient it could be adversely affected. Likewi§sfudios agree to limit the sale or
distribution of their content in ways that try tmit the affects of the First Sale Doctrine, ousimess could be adversely affected. For
example, in late 2006 and again in late 2007, Blosker announced arrangements with certain cootemérs pursuant to which Blockbuster
would receive content on DVDs for rental exclusiviey Blockbuster. To the extent this content ibéodistributed exclusively to Blockbuster
and not to retail vendors or distributors, we cdutdprevented from obtaining such content. To #terg the content is also sold to retalil
vendors or distributors, we would not be prohibitiexin obtaining and renting such content pursuaitihé First Sale Doctrine. Nonetheless, it
does impact our ability to obtain such contentim inost efficient manner and, in some cases, ficgrft quantity to satisfy demand. If such
arrangements were to become more commonplaceaddifional impediments to obtaining content wersated (such as an exclusive rental
window), our ability to obtain content could be iagted and our business could be adversely affected.

We depend on studios to release titles on DVD fonaxclusive time period following theatrical releas.

Our ability to attract and retain subscribers latesl to our ability to offer new releases of filinentertainment on DVDs prior to their
release to other distribution channels. ExceptHeatrical release, DVDs currently enjoy a sigrifitcompetitive advantage over other
distribution channels, such as pay-per-view and Yézause of the early distribution window for DVD$e window for DVD rental and
retail sales is generally exclusive against otbemf of non-theatrical movie distribution, suctpag-per-view, premium television, basic
cable and network and syndicated television. Thgtleof the exclusive window for movie rental aethil sales varies. Our business could
suffer increased competition if:

» the window for rental were no longer the first éolling the theatrical releas
» the length of this window was shortened
+ the window was not exclusive as to other chani

The order, length and exclusivity of each windowéach distribution channel is determined solelyHgystudio releasing the title, and
we cannot assure you that the studios will not gkaheir policies in the future in a manner thatilddoe adverse to our business and results
of operations. Currently, studios distribute tH@éimed entertainment content approximately thresixomonths after theatrical release to the
home video market, four to seven months after thosdtrelease to pay-per-view and VOD, one yeardfieatrical release to premium
television and two to three years after theatriebdase to basic cable and network television. Ghepast
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several years, the major studios have shortenetibase window on certain titles, in particular theatrical to home video window. In
addition, some studios have discussed eliminatiegekclusive DVD release window on certain titlagarticular releasing movies
simultaneously on DVD and VOD.

We depend on studios to license us content for Inmteet delivery in order to operate our instant-watchng feature.

Internet delivery of content involves the licensaofgights which are separate from and independetite rights we obtain when
acquiring DVD content. Our ability to provide omstant-watching feature therefore depends on sfuiensing us content specifically for
Internet delivery. The license periods and the seamd conditions of such licenses vary by studithd studios change their terms and
conditions or are no longer willing or able to pide/us licenses, our ability to provide Interndivdged content to our subscribers will be
adversely affected. Unlike DVD, Internet delivei@htent is not subject to the First Sale Doctrie such we are completely dependent on
the studios providing us licenses in order to aze@sl distribute Internet delivered content. Initait, the studios have great flexibility in
licensing content. They may elect to license cangenlusively to a particular provider or otherwisnit the types of services that can deliver
Internet delivered content. For example, HBO liemnsontent from studios like Warner Bros., andittense provides HBO with the
exclusive right to such content against other stftéon services, including Netflix. As such, Netfcannot license certain Warner Bros.
content for delivery to its subscribers while WarBeos. may nonetheless license the same contérgrisactional VOD providers. This
ability to carve-up distribution rights is uniquedigital content. If we are unable to secure 8gbtcontent and to obtain such content upon
terms that are acceptable to us, our ability taaeeour instant-watching feature will be adverselpacted, and our subscriber satisfaction
with this feature will also be adversely impacted.

We intend to rely on a number of partners to delive our Internet delivered content to various devices

We currently offer Internet delivered content otdyPCs. We intend to broaden the distribution cdipalof our instantwatching featur
to other platforms and partners over time. In Jan@808, we announced our development arrangemigmil@ Electronics. While the terms
of this arrangement have not been finalized, weipate developing, in conjunction with LG, a sep-tox device that will enable our instant-
watching feature to be viewed directly through suibers’ televisions. We intend to enter other degith additional partners for distribution
of our content to various devices. If we are natcessful in creating these relationships, or ifemeounter technological, content licensing or
other impediments, our ability to grow our instavatching feature could be adversely impacted.

If we experience increased demand for titles whictve are unable to offset with increased subscriberetention or operating margins,
our operating results may be adversely affected.

With our unlimited plans, there is no establishadtlto the number of movies that subscribers nemt on DVD or, as we recently
announced, watch through our instant-watching fealve are continually adjusting our service in s/&yat may impact subscriber movie
usage. Such adjustments include new Web site f=aand merchandising practices, computer-baseghingatching of select titles through
our instant-watching feature, an expanded DVD ithstion network and software and process changeaddlition, demand for titles may
increase for a variety of reasons beyond our cgritrduding promotion by studios and seasonalatans or shifts in consumer movie
watching.

If our subscriber retention does not increase owoperating margins do not improve to an extenensary to offset the effect of any
increased operating costs associated with increasagke, our operating results will be adverselgcéd. In addition, our subscriber growth
and retention may be adversely affected if we gitamalter our service or increase our monthlyssubption fees to offset any increased ¢
of acquiring or delivering titles.
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If our subscribers select titles or formats that ae more expensive for us to acquire and deliver morfeequently, our expenses may
increase.

Certain titles cost us more to acquire or resuffreater revenue sharing expenses, depending @otinee from whom they are acquil
and the terms on which they are acquired. If siilbss select these titles more often on a propuatibasis compared to all titles selected,
revenue sharing and other content acquisition esggeoould increase, and our gross margins coudhbersely affected. In addition, films
released on the new high definition DVD formatg)8dy and HD DVD, and those released for Interedivdry may be more expensive to
acquire than in DVD format. The rate of customereptance and adoption of these new formats is taioelf subscribers select these
formats on a proportional basis more often tharettisting DVD format, our content acquisition expes could increase, and our gross
margins could be adversely affected.

If our efforts to build strong brand identity and i mprove subscriber satisfaction and loyalty are nosuccessful, we may not be able to
attract or retain subscribers, and our operating results may be adversely affected.

The Netflix brand is still developing, and we mashtinue to build strong brand identity. To succeee must continue to attract and
retain a large number of owners of DVD players whoe traditionally relied on store-based rentaletsitand persuade them to subscribe to
our service through our Web site. In addition, wi lrave to compete for subscribers against otmandls which have greater recognition t!
ours, such as Blockbuster. We believe that the itlapoe of brand loyalty will only increase in lighit competition, both for online
subscription services and other means of distrlguifitles, such as VOD. From time to time, our suiers express dissatisfaction with our
service, including among other things, our inveyptiocation and delivery processing. To the extissatisfaction with our service is
widespread or not adequately addressed, our bragdmadversely impacted. If our efforts to proneaid maintain our brand are not
successful, our operating results and our abilitgttract and retain subscribers may be advers$egted.

If we are unable to manage the mix of subscriber auisition sources, our subscriber levels and markéatg expenses may be adversely
affected.

We utilize a broad mix of marketing programs torpode our service to potential new subscribers. Wiaio new subscribers through
our online marketing efforts, including third palignner ads, pop-under placements, direct linkganahission-based e-mails, as well as our
active affiliate program. In addition, we have egegin various offline marketing programs, incluglielevision and radio advertising, direct
mail and print campaigns, consumer package andngailsertions. We also acquire a number of subecsiwho rejoin our service having
previously cancelled their membership. We maingairactive public relations program to increase amess of our service and drive
subscriber acquisition. We opportunistically adjmst mix of marketing programs to acquire new stibscs at a reasonable cost with the
intention of achieving overall financial goalswé are unable to maintain or replace our sourcssilpdcribers with similarly effective
sources, or if the cost of our existing sourcesdases, our subscriber levels and marketing expenag be adversely affected.

If we are unable to continue using our current marleting channels, our ability to attract new subscrilers may be adversely affected.

We may not be able to continue to support the nmingc@f our service by current means if such atiigiare no longer available to us,
become cost prohibitive or are adverse to our lessinlf companies that currently promote our serdiecide to enter our business or a sin
business or decide to exclusively support our cditgus, we may no longer be given access to suahmfis. In addition, if ad rates increase,
we may curtail marketing expenses or otherwise iéepee an increase in our cost per subscriber. laawisregulations impose restrictions on
the use of certain channels, including commercialadl and direct mail. We may limit or discontinuse or support of e-mail and other
activities if we become concerned that subscribegmotential subscribers deem such activities gt which could affect our goodwill or
brand. If the available marketing channels areailed, our ability to attract new subscribers mayabversely affected.
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If we are not able to manage our growth, our busings could be adversely affected.

We have expanded rapidly since we launched our $itelin April 1998. Many of our systems and openaai practices were
implemented when we were at a smaller scale ofatipas. If we are not able to refine or revise ¢hiegiacy systems as we grow, if they fail
or, if in responding to any other issues relategrtwth, our management is materially distractedifliour current operations, our business
may be adversely affected.

We rely heavily on our proprietary technology to ptocess deliveries and returns of our DVDs and to mage other aspects of our
operations, including our instant-watching feature,and the failure of this technology to operate effgively could adversely affect our
business.

We use complex proprietary software to procesveéis and returns of our DVDs and to manage athpects of our operations,
including our instant-watching feature. Our profaig technology is intended to allow our nationwiagwork of shipping centers to be
operated on an integrated basis. We continuallyecd or modify the software used for our distriboitbperations. We cannot be sure that
any enhancements or other modifications we makeitalistribution operations will achieve the inteddesults or otherwise be of value to
our subscribers. Future enhancements and modifitatd our proprietary technology could consumesicisrable resources. If we are unable
to maintain and enhance our technology to managernbcessing of DVDs among our shipping centeestimely and efficient manner, our
ability to retain existing subscribers and to agdw/subscribers may be impaired. In addition, thhoogr instant-watching feature, our
subscribers will access titles on our Web siteugtoour proprietary movie player software and nmiaintain their connection to our Web ¢
for an uninterrupted viewing experience. If thisgrietary software fails to satisfactorily displéne available titles, our ability to retain
existing subscribers and to add new subscriberslraagnpaired. Also, any harm to our subscribersspeal computers caused by the
proprietary software could have an adverse effeciw business, results of operations and finarciadition.

If we experience delivery problems or if our subsdbers or potential subscribers lose confidence irhe U.S. mail system, we could lose
subscribers, which could adversely affect our opetang results.

We rely exclusively on the U.S. Postal Servicedativeér DVDs from our shipping centers and to retDwDs to us from our subscribe
We are subject to risks associated with using th®ipmail system to meet our shipping needs, idiclg delays or disruptions caused by
inclement weather, natural disasters, labor actiytsealth epidemics or bioterrorism. Our DVDs ds® subject to risks of breakage during
delivery and handling by the U.S. Postal Servidee Tisk of breakage is also impacted by the maseaiad methods used to replicate our
DVDs. If the entities replicating our DVDs use nrébs and methods more likely to break during defvand handling or we fail to timely
deliver DVDs to our subscribers, our subscriberdabdecome dissatisfied and cancel our serviceghvbould adversely affect our operating
results. In addition, increased breakage ratesdoDVDs will increase our cost of acquiring titles

Increases in the cost of delivering DVDs could adveely affect our gross profit.

Increases in postage delivery rates could advessdgt our gross profit if we elect not to raise subscription fees to offset the
increase. The U.S. Postal Service increased thdaafirst class postage on January 8, 2006 bgn2sc from 37 cents to 39 cents, and then
again in May 2007 by another 2 cents. The U.S.@P&sgrvice has announced an increase in the nafedioclass postage effective in May
2008 by one cent to 42 cents and it is also expabg the U.S. Postal Service will raise ratesragasubsequent years in accordance witl
powers recently given the U.S. Postal Service imegtion with the postal reform legislation. Th&SUPostal Service continues to focus on
plans to reduce its costs and make its service eftient. If the U.S. Postal Service were to apaany policies relative to the requirements
of first-class mail, including changes in size, gigior machinability qualifications of our DVD erepes, such changes could result in
increased shipping costs or higher breakage foDMiDs, and our gross margin could be adverselycédte For example, the Office of
Inspector General at the U.S. Postal Service rcissued a report
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recommending that the U.S. Postal Service revisertachinability qualifications for first class meglated to DVDs or to charge DVD
mailers who don’t comply with the new regulations7acent surcharge on all mail deemed unmachinsidéedo not currently anticipate any
material impact to our operational practices otags delivery rates arising from this report. Alédhe U.S. Postal Service curtails its
services, such as by closing facilities or disauunitig or reducing Saturday delivery service, olilitglio timely deliver DVDs could diminist
and our subscriber satisfaction could be adveisiéécted.

Currently, most filmed entertainment is package@amngle lightweight DVD. Our delivery processlssigned to accommodate the
delivery of one DVD to fulfill a selection. Becausgthe lightweight nature of a DVD, we generallgiione DVD per envelope using
standard first class U.S. postage rates. Studicastanally provide additional content on a secoMiDdr may package a title on two DVDs.
In addition, the studios have begun to releasaicefitms in high definition format on Blu-ray amtD DVDs. These new high definition
format DVDs appear to have higher damage ratesréguiar DVDs. If packaging of filmed entertainment multiple DVDs were to become
more prevalent, if the weight of DVDs were to irese, or the durability of DVDs deteriorate, ourtsa¥ delivery and fulfillment processing
would increase and our costs of replacing damagéd<Omay rise materially which would depress grossgims and profitability and
adversely affect free cash flow.

If we are unable to effectively utilize our recommadation service, our business may suffer.

Based on proprietary algorithms, our recommendat@mice enables us to predict and recommend &ttdseffectively merchandise ¢
library to our subscribers. We believe that in ofte our recommendation service to function mdgatively, it must access a large database
of user ratings. We cannot assure that the pr@pyietigorithms in our recommendation service wathtinue to function effectively to predict
and recommend titles that our subscribers will gnjm that we will continue to be successful ini@ng subscribers to rate enough titles for
our database to effectively predict and recommeawd or existing titles.

We are continually refining our recommendation ggrin an effort to improve its predictive accuraoyd usefulness to our subscribers.
We may experience difficulties in implementing nefiments. In addition, we cannot assure that websitble to continue to make and
implement meaningful refinements to our recommendagervice.

If our recommendation service does not enable psddict and recommend titles that our subscribdtsenjoy or if we are unable to
implement meaningful improvements, our personalimo¥commendation service will be less useful, incl event:

» our subscriber satisfaction may decrease, subssnibay perceive our service to be of lower valug @ur ability to attract and
retain subscribers may be adversely affec

e our ability to effectively merchandise and utilizer library will be adversely affected; a

e our subscribers may default to choosing titles faomong new releases or other titles that cost ue magprovide, and our margins
may be adversely affecte

If we do not acquire sufficient DVD titles, our sulscriber satisfaction and results of operations mape adversely affected.

If we do not acquire sufficient copies of DVDs heit by not correctly anticipating demand or by mtienally acquiring fewer copies
than needed to fully satisfy demand, we may not@pately satisfy subscriber demand, and our gilliscsatisfaction and results of
operations could be adversely affected. Conver#felye attempt to mitigate this risk and acquirerenoopies than needed to satisfy our
subscriber demand, our inventory utilization woliétome less effective and our gross margins woallaidversely affected. Our ability to
accurately predict subscriber demand as well ageh&actors such as exclusive distribution arrang@simay impact our ability to acquire
appropriate quantities of certain DVDs.
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If we are unable to renew or renegotiate our revenel sharing agreements when they expire on terms farable to us, or if the cost of
purchasing titles on a wholesale basis increasesirgjross margins may be adversely affected.

We acquire DVDs through a mix of revenue sharingaments as well as direct purchase arrangemehisthét we enter into a direct
purchase or revenue sharing arrangement deperttie @onomic terms we can negotiate as well asospuidferences. Starting in 2000, we
entered into numerous revenue sharing arrangemathtstudios and distributors which typically enadblus to increase our copy depth of
DVDs on an economical basis because of a low impagment with additional payments made only if subscribers rent the DVD. During
the course of our revenue sharing relationshipsows contract administration issues can ariseth&extent that we are unable to resolve any
of these issues in an amicable manner, our rekltiprwith the studios and distributors may be askigrimpacted.

As the revenue sharing agreements expire, we ransgotiate new terms or shift to direct purchasimgngements, under which we
must pay the full wholesale price regardless oftiwaiethe DVD is rented. We have seen the purchassft toward direct purchasing
arrangements as revenue sharing agreements dkpigecannot renegotiate purchasing arrangementawrable terms, the cost of acquir
content could increase and our gross margins maybersely affected. In addition, the risk assedatith accurately predicting title dema
could increase if we are required to directly pasgimore titles.

If the sales price of DVDs to retail consumers deeases, our ability to attract new subscribers maydadversely affected.

The cost of manufacturing DVDs is substantiallysl#san the price for which new DVDs are generadlg $n the retail market. Thus, \
believe that studios and other resellers of DVDsgelsgnificant flexibility in pricing DVDs for refasale. If the retail price of DVDs decrea
significantly, consumers may choose to purchase ®Wbtead of subscribing to our service.

We may seek additional capital that may result in tockholder dilution or that may have rights seniorto those of our common
stockholders.

From time to time, we may seek to obtain additiarzgdital, either through equity, equiipked or debt securities. The decision to ob
additional capital will depend, among other things,our development efforts, business plans, ojperaerformance and condition of the
capital markets. If we raise additional funds thylothe issuance of equity, equity-linked or delsusiéies, those securities may have rights,
preferences or privileges senior to the rightswofammon stock, and our stockholders may expegi€lilation.

Any significant disruption in service on our Web sie or in our computer systems could result in a lasof subscribers.

Subscribers and potential subscribers access otics¢hrough our Web site, where the title setatirocess is integrated with our
delivery processing systems and software. Our atjout and ability to attract, retain and serve sulyscribers is dependent upon the reliable
performance of our Web site, network infrastructame fulfillment processes. Interruptions in thegstems could make our Web site
unavailable and hinder our ability to fulfill setems. Much of our software is proprietary, andnely on the expertise of our engineering and
software development teams for the continued pexdioce of our software and computer systems. Irtiaddihrough our instant-watching
feature, our subscribers access titles on our Welhsough our proprietary movie player softwangl aust maintain their connection to our
Web site for an uninterrupted viewing experienavige interruptions, errors in our software or timavailability of our Web site could
diminish the overall attractiveness of our subgmipservice to existing and potential subscribers.

Our servers are vulnerable to computer virusessiphl/or electronic break-ins and similar disrupsipwhich could lead to interruptions
and delays in our service and operations as wéddisss misuse or theft of data. Our Web site pécalty experiences directed attacks inten
to cause a disruption in service. Any attempts by
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hackers to disrupt our Web site service or ourirgksystems, if successful, could harm our busines expensive to remedy and damage our
reputation. Our insurance does not cover expemdai®d to direct attacks on our Web site or intespatems. Efforts to prevent hackers from
entering our computer systems are expensive tceimght and may limit the functionality of our seesc Any significant disruption to our

Web site or internal computer systems could rasudtloss of subscribers and adversely affect osiress and results of operations.

Our communications hardware and the computer haslused to operate our Web site and our Internstddelivery of content are
hosted at the facilities of a third party providdardware for our delivery systems is maintainedun shipping centers. Fires, floods,
earthquakes, power losses, telecommunicationgéailloreak-ins and similar events could damagestigstems and hardware or cause them
to fail completely. As we do not maintain entiredundant systems, a disrupting event could réspitolonged downtime of our operations
and could adversely affect our business. Problewed by our third party Web hosting provider, with telecommunications network
providers with whom it contracts or with the sysgelny which it allocates capacity among its cust@niacluding us, could adversely impact
the experience of our subscribers.

Our executive offices and our Sunnyvale-based shipy center are located in the San Francisco Bay Aee In the event of an
earthquake or other natural or man-made disaster, ar operations would be adversely affected.

Our executive offices and our Sunnyvale-based &hipgenter are located in the San Francisco Bap ADeir business and operations
could be adversely affected in the event of eleatitlackouts, fires, floods, earthquakes, powsséds, telecommunications failures, break-ins
or similar events. We may not be able to effecyivalift our fulfillment and delivery operations dteedisruptions in service in the San
Francisco Bay Area or any other facility. Because$an Francisco Bay Area is located in an earitegeansitive area, we are particularly
susceptible to the risk of damage to, or totalrdesibn of, our Sunnyvale-based operations cemntdrthe surrounding transportation
infrastructure. We are not insured against anyel®ss expenses that arise from a disruption tdosiness due to earthquakes.

The loss of our Chief Executive Officer, Chief Finacial Officer or Chief Marketing Officer, or our fa ilure to attract, assimilate and
retain other highly qualified personnel in the future could harm our business and new service develo@nts.

We depend on the continued services and performafnmer key personnel, including Reed Hastings,@hief Executive Officer,
President and Chairman of the Board, Barry McCamlay Chief Financial Officer and Leslie J. Kilgpmur Chief Marketing Officer. In
addition, much of our key technology and systenescastom-made for our business by our personnelldds of key personnel could disrupt
our operations and have an adverse effect on dlitiyab grow our business.

Privacy concerns could limit our ability to leverage our subscriber data.

In the ordinary course of business and in particiml@onnection with providing our personal moveeosmmendation service, we collect
and utilize data supplied by our subscribers. Weertily face certain legal obligations regarding thanner in which we treat such
information. Other businesses have been criticigedrivacy groups and governmental bodies for gitsrto link personal identities and otl
information to data collected on the Internet relgag users’ browsing and other habits. Increasgdlation of data utilization practices,
including self-regulation as well as increased smr#ment of existing laws, could have an adversecefin our business.
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Our reputation and relationships with subscribers would be harmed if our billing data were to be accesed by unauthorized persons.

To secure transmission of confidential informatidmained by us for billing purposes, including striisers’ credit card data, we rely on
licensed encryption and authentication technolérggonjunction with the payment processing companiee take measures to protect against
unauthorized intrusion into our subscribers’ diftadespite these measures, we experience any hwréed intrusion into our subscribers’
data, current and potential subscribers may beaomalling to provide the information to us necegstar them to become subscribers, and
our business could be adversely affected. Similéfrly wellpublicized breach of the consumer data securigngfother major consumer W
site were to occur, there could be a general pliis of confidence in the use of the Internetcfaimmerce transactions which could adver
affect our business.

In addition, because we obtain subscribers’ biliimgrmation on our Web site, we do not obtain sigmes from subscribers in
connection with the use of credit cards by thendésrcurrent credit card practices, to the extentwaot obtain cardholders’ signatures, we
are liable for fraudulent credit card transactiegn when the associated financial institutionreyes payment of the orders. From time to
time, fraudulent credit cards are used on our Wtelt@ obtain service and access our DVD invent®gpically, these credit cards have not
been registered as stolen and are therefore reuttee] by our automatic authorization safeguardsieMre do have a number of other
safeguards in place, we nonetheless experience lsssirom these fraudulent transactions. We daaoently carry insurance against the
risk of fraudulent credit card transactions. Adad to adequately control fraudulent credit caath$actions would harm our business and
results of operations.

Increases in payment processing fees or changesofmerating rules would increase our operating expetes and adversely affect our
business and results of operations.

Our subscribers pay for our subscription servigesipminately using credit cards and debit cards.a@oeptance of these payment
methods requires our payment of certain fees. Rinom to time, these fees may increase, eitherrasut of rate changes by the payment
processing companies or as a result in a changeribusiness practices which increase the feescostgper-transaction basis. These fees
may increase in 2008. Such increases may adveffelt our results of operations.

We are subject to rules, regulations and practioeerning our accepted payment methods, which r@@ominately credit cards and
debit cards. These rules, regulations and practioekl change or be reinterpreted to make it diffior impossible for us to comply. If we fi
to comply with these rules or requirements, we tmagubject to fines and higher transaction feed@salour ability to accept these payment
methods, and our business and results of operationkl be adversely affected.

If our trademarks and other proprietary rights are not adequately protected to prevent use or appropation by our competitors, the
value of our brand and other intangible assets mage diminished, and our business may be adverselyfatted.

We rely and expect to continue to rely on a comtimneof confidentiality and license agreements vaitit employees, consultants and
third parties with whom we have relationships, &l as trademark, copyright, patent and trade s@catection laws, to protect our
proprietary rights. We may also seek to enforceppaprietary rights through court proceedings. Mei$ a registered trademark of Netflix,
Inc. in the United States, Canada, the United KamydJapan and Australia. We have also registeedl#iflix design logo and the service
mark, “Friends,” in the United States and havelfileS. patent applications for certain aspectsuottechnology. We have also filed a
trademark application in the European Union forNeflix name. From time to time we expect to fildditional trademark and patent
applications. Nevertheless, these applications meype approved, third parties may challenge atgnpsissued to or held by us, third patr
may knowingly or unknowingly infringe our patentisgdemarks and other proprietary rights, and we nwdype able to prevent infringement
without substantial expense to us. If the protectibour proprietary rights is inadequate to préven

18



Table of Contents

use or appropriation by third parties, the valuewfbrand and other intangible assets may be dhed, competitors may be able to more
effectively mimic our service and methods of opera, the perception of our business and serviseihscribers and potential subscribers
may become confused in the marketplace, and olityai attract subscribers may be adversely afféct

Intellectual property claims against us could be cstly and result in the loss of significant rights elated to, among other things, our
Web site, our recommendation service, title selecitn processes and marketing activities.

Trademark, copyright, patent and other intellecpraperty rights are important to us and other camngs. Our intellectual property
rights extend to our technology, business procemséshe content on our Web site. We use the @uteial property of third parties in
merchandising our products and marketing our serttioough contractual and other rights. From timgnhe, third parties allege that we h:
violated their intellectual property rights. If vaee unable to obtain sufficient rights, succesgfdéfend our use, or develop non-infringing
intellectual property or otherwise alter our busieractices on a timely basis in response to slaigainst us for infringement,
misappropriation, misuse or other violation of dhirarty intellectual property rights, our busineasl competitive position may be adversely
affected. Many companies are devoting significasburces to developing patents that could poténtiffiect many aspects of our business.
There are numerous patents that broadly claim maadhsnethods of conducting business on the InteWiethave not exhaustively searched
patents relative to our technology. Defending dueseagainst intellectual property claims, whetiey are with or without merit or are
determined in our favor, results in costly litigatiand diversion of technical and management paedoh also may result in our inability to
use our current Web site or our recommendationaes inability to market our service or merchaedour products. As a result of a disp
we may have to develop namfringing technology, enter into royalty or liceng agreements, adjust our merchandising or mangetctivities
or take other actions to resolve the claims. Tlaesens, if required, may be costly or unavailatreterms acceptable to us.

If we are unable to protect our domain names, oureputation and brand could be adversely affected.

We currently hold various domain names relatinguobrand, including Netflix.com. Failure to protecr domain names could
adversely affect our reputation and brand and nitakere difficult for users to find our Web sitedaour service. The acquisition and
maintenance of domain names generally are reguistegbvernmental agencies and their designeesréhaation of domain names in the
United States may change in the near future. Gavgfrodies may establish additional top-level darsaappoint additional domain name
registrars or modify the requirements for holdimgriin names. As a result, we may be unable to ecquimaintain relevant domain names.
Furthermore, the relationship between regulatianeing domain names and laws protecting tradesramnkl similar proprietary rights is
unclear. We may be unable, without significant aosit all, to prevent third parties from acquirthgmain names that are similar to, infringe
upon or otherwise decrease the value of our tradesv@and other proprietary rights.

Forecasting film revenue and associated gross predifrom our films prior to release is extremely dificult and may result in significant
write-offs.

We are required to amortize capitalized film prathut costs over the expected revenue streams asaggnize revenue from the
associated films. The amount of film productiontsdbkat will be amortized each period depends am imaich future revenue we expect to
receive from each film. Unamortized film productiomsts are evaluated for impairment each repogergd on a film-by-film basis. If
estimated remaining revenue is not sufficient tmver the unamortized film production costs, tharaartized film production costs will be
written down to fair value. In any given periodwié lower our previous forecast with respect taltahticipated revenue from any individual
film, we would be required to accelerate amortmaif related film costs. Such accelerated amditimavould adversely impact our busine
operating results and financial condition. In aiddif we base our estimates of revenue on perforenahcomparable titles and our knowlec
of the industry. If the information is incorredbetamount of revenue and related expenses thaaegmize from our films could be wrong,
which could result in fluctuations in our earnings.
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If we become subject to liability for content thatwe publish or distribute through our service, our results of operations would be
adversely affected.

As a publisher of content, a host of third partytemt and a distributor of content, we face potiability for negligence, copyright,
patent or trademark infringement or other claimselolaon the nature and content of materials thaiwkdéish or distribute. For example, our
wholly-owned subsidiary, Red Envelope Entertainmeh€C, or REE, LLC, which is dedicated to acquiriagd funding original content
productions, may be exposed to liability for coghtiinfringement and other claims relating to thigioal content. We also may face poter
liability for content uploaded from our users imoection with our community-related content or neorgviews.

If we become liable, then our business may sulféigation to defend these claims could be costg the expenses and damages ar
from any liability could harm our results of opéoats. We cannot assure that we are adequatelyeidg¢arcover claims of these types or to
indemnify us for all liability that may be imposed us.

If government regulation of the Internet or other areas of our business changes or if consumer attited toward use of the Internet
change, we may need to change the manner in whiclewonduct our business, or incur greater operatingxpenses.

The adoption or modification of laws or regulatioafating to the Internet or other areas of ouliress could limit or otherwise
adversely affect the manner in which we currentigduct our business. In addition, the growth ancetbgment of the market for online
commerce may lead to more stringent consumer giotelaws, which may impose additional burdens snliwe are required to comply
with new regulations or legislation or new intemat®ns of existing regulations or legislation sttkbmpliance could cause us to incur
additional expenses or alter our business model.

The manner in which Internet and other legislatitay be interpreted and enforced cannot be predistgrmined and may subject
either us or our customers to potential liabiligshich in turn could have an adverse effect on ausirtess, results of operations and financial
condition. The adoption of any laws or regulatitimst adversely affect the popularity or growth g& wf the Internet, including laws limiting
Internet neutrality, could decrease the demanddiorisubscription service and increase our cosbofglbusiness. In addition, if consumer
attitudes toward use of the Internet change, corssimay become unwilling to select their entert@ntonline or otherwise provide us with
information necessary for them to become subsailbarrther, we may not be able to effectively madke services online to users of the
Internet. If we are unable to interact with conssriBecause of changes in their attitude towardtifee Internet, our subscriber acquisition
and retention may be adversely affected.

We are engaged in legal proceedings that could cauas to incur unforeseen expenses and could occupgignificant amount of our
management’s time and attention.

From time to time, we are subject to litigationctaims that could negatively affect our businesasrapons and financial position. As we
have grown, we have seen a rise in the numbetigdtion matters against us. Most of these mattdege to patent infringement lawsuits,
which are typically expensive to defend. Litigatidisputes could cause us to incur unforeseen egpensuld occupy a significant amount of
our management’s time and attention and could hedgtaffect our business operations and finangaaition.

Changes in securities laws and regulations have ir@ased and may continue to increase our costs.

Changes in the laws and regulations affecting puddimpanies, including the provisions of the Saelsa@xley Act of 2002 and recently
enacted rules promulgated by the Securities antidhge Commission, have increased and may continnerease our expenses as we
devote resources to their requirements.
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Deterioration in the economy could impact our busiess.

Netflix is an entertainment service, and paymenbfa service may be considered discretionary erptirt of many of our current and
potential subscribers. To the extent the overalhemy deteriorates, such as in the case of a iecessir business could be impacted as
subscribers choose either to leave our servicedwrae their service levels. Also, our efforts toaet new subscribers may be adversely
impacted.

Risks Related to Our Stock Ownership
Our officers and directors and their affiliates will exercise significant control over Netflix.

As of December 31, 2007, our executive officers dinelctors, their immediate family members andiatiéd venture capital funds
beneficially owned, in the aggregate, approxima8dly of our outstanding common stock and stoclkoogtthat are exercisable within 60
days. In particular, Jay Hoag, one of our diregtbemeficially owned approximately 23% and Reedtidgs, our Chief Executive Officer,
President and Chairman of the Board, beneficialmed approximately 7%. These stockholders may irdigidual interests that are
different from other stockholders and will be atdeexercise significant control over all matterguieing stockholder approval, including the
election of directors and approval of significaotporate transactions, which could delay or pregenteone from acquiring or merging with
us.

Provisions in our charter documents and under Delaare law could discourage a takeover that stockholde may consider favorable.

Our charter documents may discourage, delay oreptesr merger or acquisition that a stockholder ommsider favorable because they:

» authorize our board of directors, without stockleoldpproval, to issue up to 10,000,000 shares @ésignated preferred stoc

» provide for a classified board of directa

» prohibit our stockholders from acting by writtemsent;

» establish advance notice requirements for propasiatiers to be approved by stockholders at stodenaheetings; an

» prohibit stockholders from calling a special megtii stockholders

In addition, a merger or acquisition may trigggention payments to certain executive employeegutigt terms of our Executive
Severance and Retention Incentive Plan, therelrgasing the cost of such a transaction. As a Dews@rporation, we are also subject to
certain Delaware anti-takeover provisions. Undelaare law, a corporation may not engage in a lessimombination with any holder of

15% or more of its capital stock unless the holdes held the stock for three years or, among dliegs, the board of directors has approved
the transaction. Our board of directors could miyDelaware law to prevent or delay an acquisitibus.

Our stock price is volatile.

The price at which our common stock has tradedesine May 2002 initial public offering has fluctedtsignificantly. The price may
continue to be volatile due to a number of factoctuding the following, some of which are beyond control:

* variations in our operating resul
e variations between our actual operating resultsthaaxpectations of securities analysts, investodsthe financial communit
« announcements of developments affecting our busjrsgstems or expansion plans by us or otl
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» competition, including the introduction of new coatifors, their pricing strategies and servic
* market volatility in genera

» the level of demand for our stock, including theoammt of short interest in our stock; a

» the operating results of our competitc

As a result of these and other factors, investorsur common stock may not be able to resell tiegres at or above their original
purchase price.

Following certain periods of volatility in the matkprice of our securities, we became the subjes¢curities litigation. We may
experience more such litigation following futureipes of volatility. This type of litigation may selt in substantial costs and a diversion of
management’s attention and resources.

We record substantial expenses related to our issnee of stock options that may have a material negae impact on our operating
results for the foreseeable future.

During the second quarter of 2003, we adoptedaimesélue recognition provisions of Statement afdficial Accounting Standards
No. 123* Accounting for Stock-Based Compensati¢gtSFAS No. 123") for stock-based employee comg@ios. In addition, during the
third quarter of 2003, we began granting stockarsito our employees on a monthly basis. The \ggimiods provide for options to vest
immediately, in comparison with the three to foeay vesting periods for stock options granted pgadhe third quarter of 2003. As a result
of immediate vesting, stock-based compensationresgsedetermined under SFAS No. 123 are fully reizegrin the same periods as the
monthly stock option grants. Our stock-based coregiion expenses totaled $12.0 million, $12.7 milémd $14.3 million during 2007, 2006
and 2005, respectively. We expect our stock-basatbensation expenses will continue to be signifieafuture periods, which will have an
adverse impact on our operating results. The &ttioomial model used by us requires the inputigilly subjective assumptions, including
the option’s price volatility of the underlying sta If facts and circumstances change and we entiftarent assumptions for estimating
stock-based compensation expense in future perwdSye decide to use a different valuation modes future period expenses may differ
significantly from what we have recorded in thereut period and could materially affect the failweaestimate of stock-based payments, our
operating income, net income and net income paesha

Financial forecasting by us and financial analystsvho may publish estimates of our performance may €fer materially from actual
results.

Given the dynamic nature of our business and therant limitations in predicting the future, foretsaof our revenues, gross margin,
operating expenses, number of paying subscribarsbar of DVDs shipped per day and other finanai@ aeperating data may differ
materially from actual results. Such discrepancmdd cause a decline in the trading price of @ammon stock.

Item 1B.  Unresolved Staff Comments
None.
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Item 2. Properties

We do not own any real estate. The following taats forth the location, approximate square footkegese expiration and the primary
use of each of our principal properties:

Estimated
Square Lease
Location Footage Expiration Date Primary Use
Sunnyvale, California 115,00( April 2009 Receiving and storage center, processing and sigp@nter for
the San Francisco Bay Ar
Los Gatos, California 81,00 December 2012 Corporate office, general and administrative, mgnkeand
technology and developme
Hillsboro, Oregor 49,00( April 2011 Customer service cent
Beverly Hills, California 18,00( August 201( Content acquisition, general and adminstra

We operate a nationwide network of distributionteesithat serve major metropolitan areas througthmubnited States. These
fulfillment centers are under lease agreementsetkgite at various dates through September 2012al@éeoperate a datacenter in a leased
third-party facility in Santa Clara, California.

In March 2006, we exercised our option to leasaildling adjacent to our headquarters in Los Ga@adifornia. The building will
comprise approximately 80,000 square feet of offjgace and have an initial term of 5 years. Thklimgj is expected to be completed in the
first quarter of 2008.

We believe our properties are suitable and adedoataur present needs, and we periodically evaelwdtether additional facilities are
necessary.

Item 3. Legal Proceedings

Information with respect to this item may be foundNote 5 of the Notes to the Consolidated Findrigfatements in Item 8, which
information is incorporated herein by reference.

Item 4. Submission of Matters to a Vote of Securigis Holders
None.
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PART Il

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Edty Securities

Our common stock has traded on the NASDAQ Globlb®arket and its predecessor, the NASDAQ Natidfarket, under the
symbol “NFLX” since our initial public offering oMay 23, 2002. The following table sets forth thigaday high and low sales prices per
share of our common stock for the periods indicatisdeported by the NASDAQ Global Select Market.

2007 2006

High Low High Low
First quartel $26.8( $20.3( $29.92 $23.0¢
Second quarte 25.9¢ 19.0¢ 33.12 25.8(
Third quartel 22.1(C 15.62 27.5¢ 18.12
Fourth quarte 29.1¢ 20.5¢ 30.0C 21.9¢

As of February 15, 2008, there were approximatdly dtockholders of record of our common stock,alth there is a significantly
larger number of beneficial owners of our commatlst

We have not declared or paid any cash dividendsyanhave no present intention of paying any cagdehds in the foreseeable
future.
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Stock Performance Graph

Notwithstanding any statement to the contrary ig ahour previous or future filings with the Seties and Exchange Commission, the
following information relating to the price perfoance of our common stock shall not be dee“filed” with the Commission or “soliciting
material” under the Securities Exchange Act of 1884 shall not be incorporated by reference inty anch filings.

The following graph compares, for the five yearipgrended December 31, 2007, the total cumulatvekbolder return on the
Company’s common stock with the total cumulativieime of the Nasdaq Composite Index and the GSEriat Index. Measurement points
are the last trading day of each of the Compangtaf years ended December 31, 2002, Decembel0BB, December 31,

2004, December 31, 2005, December 31, 2006 andniiere31, 2007. Total cumulative stockholder reassumes $100 invested at the
beginning of the period in the Company’s commortlstthe stocks represented in the Nasdagq Composiéx and the stocks represented in
the GSTI Internet Index, respectively, and reinwvesit of any dividends. The GSTI Internet Index madified-capitalization weighted index
of 14 stocks representing the Internet industrgluiding Internet content and access providersretesoftware and services companies and e
commerce companies. Historical stock price perforeeashould not be relied upon as an indicatiorutfré stock price performance:

- HASLG Composiio indos e (25 F] Inbems s
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Issuer Purchases of Equity Securities
Stock repurchases during the three months endeeniissr 31, 2007 were as follows:

Total Number of
Shares Purchased ¢

Maximum Dollar Value

Part of Publicly that May Yet Be Purchase
Total Number of Average Price Announced
Period Shares Purchase Paid per Share Programs Under the Program
October 1, 20C—October 31, 200 30,00(¢ $ 26.2i 30,00( $ 33,664,13
November 1, 20(—November 30, 200 1,259,63! 26.61 1,259,63 —
December 1, 20(—December 31, 200 — — — —
Total 1,289,63! $ 26.6( 1,289,63! $ —
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On April 18, 2007, the Company announced a stoplndhase program allowing the Company to repurcbpge $100.0 million of its
common stock through the end of 2007. During ther yemded December 31, 2007, the Company repurcHdasg8, 788 shares of common
stock at an average price of $21.09 per sharenfaggregate amount of $99.9 million, net of expsnse

On January 31, 2008, the Company’s Board of Dirsctothorized a stock repurchase program allowirgdompany to repurchase up
to $100.0 million of its common stock through threl@f 2008. Under this program, the Company remsel 3,847,062 shares of common
stock at an average price of $25.96 per sharenfaggregate amount of $99.9 million, net of expenBer further information regarding stc
repurchase activity, see Note 7 of Notes to codatd#d financial statements.
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ltem 6. Selected Financial Date

The following selected financial data is not neaei§sindicative of results of future operationsdashould be read in conjunction with
“ltem 7, Management’s Discussion and Analysis of Financiahdition and Results of Operationahd “Item 8 Financial Statements and
Supplementary Datd

Year ended December 31,

2007 (2) 2006 2005 (1) 2004 2003
(in thousands, except per share data)

Revenue! $1,205,341 $996,66( $682,21: $500,61: $270,41(
Total cost of revenue 786,16¢ 626,98! 465,77! 331,71 180,35¢
Operating incom: 91,16: 64,41« 2,98¢ 19,35 4,472
Net income $ 6695 $ 49,08. $ 42,020 $ 2159 $ 6,51z
Net income per shar

Basic $ 1.0 $ 07¢ $ 07¢ $ 04z $ 0.14

Diluted $ 097 $ 071 $ 064 $ 03z $ 0.1C
Weightec-average common shares outstand

Basic 67,07¢ 62,57, 53,52¢ 51,98¢ 47,78¢

Diluted 68,90: 69,07t 65,51¢ 64,71: 62,88
Notes:

(1) Netincome for the year includes a benefit of malideferred tax assets of $34.9 million or appnately $0.53 per diluted sha
related to the recognition of the Company’s deftex assets (See Note 8 to Notes to Consolidateth€ial Statements). In addition,
general and administrative expenses includes awaaznf $8.1 million (net of expected insurancegaeds for reimbursement of legal
defense costs of $0.9 million) related to the pemobsettlement costs of tidavez vs. Netflix, Intawsuit (see Note 5 of Notes to
Consolidated Financial Statemen

(2) Operating expenses for the year includes atiomepayment received in the amount of $7.0 milkkena result of resolving a pending
patent litigation with Blockbuster, In

As of December 31,
2007 2006 2005 2004 2003
(in thousands)

Balance Sheet Data:

Cash and cash equivalel $177,43¢ $400,43( $212,25¢ $174,46: $ 89,89
Shor-term investments (z 207,70: — — — 45,29
Working capital 203,95¢ 234,97 106,10« 92,43¢ 75,927
Total asset 647,02( 608,77¢ 364,68 251,79: 176,01:
Other liabilities 3,69¢ 1,121 84z 60C 28t
Stockholder' equity 430,74¢ 414,21 226,25 156,28: 112,70¢

As of December 31,
2007 2006 2005 2004 2003
(in thousands, except subscriber acquisition cost)

Other Data:

Total subscribers at end of peri 7,47¢ 6,31¢ 4,17¢ 2,61( 1,487
Gross subscriber additions during per 5,34( 5,25( 3,72¢ 2,71¢ 1,571
Subscriber acquisition cost ( $ 40.8¢ $ 42.9¢ $ 38.7i $ 37.0Z $ 32.8(

(3) Short-term investments are comprised of comeodabt securities, government and agency secudtid asset and mortgage-backed
securities

(4) Subscriber acquisition cost is defined as totalketamg expenses divided by total gross subscrifiditians during the periot

27



Table of Contents

Item 7. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations
Overview
Our Business

We are the largest online movie rental subscripsienvice in the United States, providing approxeha?.5 million subscribers acces:
approximately 90,000 DVD titles plus a library obra than 6,000 choices that can be watched ingtanttheir PCs. We offer nine
subscription plans, starting at $4.99 a month. &laee no due dates, no late fees and no shippisg Seibscribers select titles at our Web site
aided by our proprietary recommendation servioegive them on DVD by U.S. mail and return themdauttheir convenience using our
prepaid mailers. After a DVD has been returnednvadl the next available DVD in a subscriber’s quétde also offer certain titles through
our instant-watching feature. The terms and comaktiby which subscribers utilize our service amdoae detailed description of how our
service works can be foundwtvw.netflix.com/TermsOfUse

Our core strategy is to grow a large DVD subsariptiusiness and to expand into Internet-basedeatglof content as that market
develops. We believe that the DVD format, alongwit$ high definition successor formats, includBlg-ray, will continue to be the main
vehicle for watching content in the home for theefeeable future and that by growing a large DViBsstiption business, we will be well
positioned to transition our subscribers and owiri®ss to Internet-based delivery of contentlieitomes the preferred consumer medium for
accessing content.

Key Business Metrics

Management periodically reviews certain key busimastrics within the context of our articulatedfpenance goals in order to
evaluate the effectiveness of our operationalegias, allocate resources and maximize the finbpeiformance of our business. The key
business metrics include the following:

e Churn: Churnis a monthly measure defined as custaawecellations in the quarter divided by the surbegfinning subscribers
and gross subscriber additions, then divided bgetlmonths. Management reviews this metric to et@haether we are retaining
our existing subscribers in accordance with ouirass plans

» Subscriber Acquisition Cost: Subscriber acquisition cost is defined as totatketing expense divided by total gross subscribe
additions. Management reviews this metric to evalhaw effective our marketing programs are in &oog new subscribers on an
economical basis in the context of estimated sithsclifetime value

« Gross Margin: Management reviews gross margin to monitoraide costs and operating efficien

Management believes it is useful to monitor thes¢ries together and not individually as it doesmake business decisions based 1
any single metric. Please see “Results of Opersitibelow for further discussion on these key bussmaetrics.

Performance Highlights
The following represents our 2007 performance fgis:

2007 2006 2005
Revenue! $1,205,34 $996,66( $682,21:
Net income 66,95 49,08: 42,027
Net income per sha—diluted $ 0.97 $ 071 $ 0.64
Total subscribers at end of peri 7,47¢ 6,31¢ 4,17¢
Churn (annualizec 4.2% 4.1% 4.5%
Subscriber acquisition co $  40.8¢ $ 42.9¢ $ 38.7i
Gross margir 34.&% 37.1% 31.7%%
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Recent Developments

We believe that the DVD format, along with its hidéfinition successor formats, including Blu-rayll wontinue to be the main vehicle
for watching content in the home for the foreseedinlure. We introduced a new feature in Januay 2Bat allows subscribers to instantly
watch movies and television series on their PCsindad to broaden the distribution capability luktfeature to multiple platforms over tir
and, as a result, in January 2008 we announcededogignent arrangement with LG Electronics. While thrms of this arrangement have not
been finalized, we anticipate developing, in coojion with LG, a set-top box device that will enalolur instant-watching feature to be
viewed directly through subscribers’ televisions.

In late 2006, Blockbuster launched its integratedesbased and online program, Total Access, wlyeBddickbuster online subscribers
may return DVDs delivered to them from Blockbusdmline to Blockbuster stores in exchange for astore rental. Total Access was
aggressively priced and experienced rapid subsagifmevth and large operating losses in the firdt @&2007. In the second half of 2007,
Blockbuster adopted a new competitive strategy wkimphasized profitable growth. As part of this retsategy, Blockbuster reduced their
marketing spending and raised prices on Total As0gkich we believe contributed to an acceleratioour subscriber growth.

Critical Accounting Policies and Estimates

The preparation of consolidated financial statesmé@ntonformity with accounting principles geneyalkcepted in the United States
requires estimates and assumptions that affeceffmted amounts of assets and liabilities, reveanel expenses and related disclosures of
contingent assets and liabilities in our consobddtnancial statements and accompanying notesS€bkarities and Exchange Commission
(“SEC") has defined a company’s critical accountaiicies as the ones that are most importantagtrtrayal of a company’s financial
condition and results of operations, and which rega company to make its most difficult and sutijecjudgments. Based on this definition,
we have identified the critical accounting policésl judgments addressed below. Although we betieateour estimates, assumptions and
judgments are reasonable, they are based upomiafian presently available. Actual results mayatifignificantly from these estimat
under different assumptions, judgments or condition

Amortization of Content Library and Upfront Costs

We acquire content from studios and distributorsubh direct purchases, revenue sharing agreeroelitense agreements. We acq
content for the purpose of rental to our subscsilagrd earning subscription rental revenues, angljas we consider our content library to be
a productive asset, and classify our content ljbasra non-current asset. Additionally, in accocganith Statement of Financial Accounting
Standards (“SFAS”) No. 95%tatement of Cash Flowseg classify cash outflows for the acquisition ¢ tontent library, net of changes in
related accounts payable, as cash flows from imgsictivities on our consolidated statements ghddows. This is inclusive of any upfront
non-refundable payments required under revenuénghagreements.

We amortize our DVDs, less estimated salvage valng, “sum-of-the-months” accelerated basis over #stimated useful lives. The
useful life of the new-release DVDs and back-ca@&¥/Ds is estimated to be 1 year and 3 years, otisdy. In estimating the useful life of
our DVDs, we take into account library utilizatias well as an estimate for lost or damaged DVDsuiMe purchase discounts received from
studios on the purchase of titles are recordedradwction of DVD inventory when earned.

For those direct purchase DVDs that we estimatavilVesell at the end of their useful lives, a sajeavalue of $3.00 per DVD has been
provided. For those DVDs that we do not expeceth so salvage value is provided.

We periodically evaluate the useful lives and sgévealues of our DVDs.
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Under revenue sharing agreements with studios etidbditors, we generally obtain titles for a lomitial cost in exchange for a
commitment to share a percentage of our subsanipéeenues or a fee based on utilization overedfigeriod of time, or the Title Term,
which is typically between 6 and 12 months for eitbh At the end of the Title Term, we generdilgve the option of returning the DVD ti
to the studio, destroying the title or purchasing title. In addition, we remit an upfront paymémacquire titles from the studios and
distributors under revenue sharing agreements. @ayment includes a contractually specified inifiidd license fee that is capitalized and
amortized in accordance with our content libraryodimation policy. In some cases, this payment aistudes a contractually specified
prepayment of future revenue sharing obligatioas i classified as prepaid revenue sharing expamdés charged to expense as future
revenue sharing obligations are incurred.

We amortize license fees on Internet-based cooteatstraight-line basis consistent with the teofrthe license agreements.

Stock-Based Compensation

We adopted the provisions of SFAS No. 123@are-Based Paymen{'SFAS No. 123(R)") on January 1, 2006. Underftie value
recognition provisions of this statement, stockeasbsompensation cost is estimated at the grantdated on the fair value of the awards
expected to vest and is recognized as expensdyratady the requisite service period, which is Wlesting period. We adopted the fair value
recognition provisions of SFAS No. 128¢counting for Stock-Based Compensat{t8FAS No 123") as amended by SFAS No. 148,
Accounting for Sto-Based Compensation—Transition and Disclosure, me#dment of FASB Statement No. ib2Be second quarter of
2003, and restated prior periods at that time. Bee#he fair value recognition provisions of SFAG W23 and SFAS No. 123(R) were
materially consistent under our equity plans, thepdion of SFAS No. 123(R) did not have a significenpact on our financial position or
results of operations.

We changed our method of calculating the fair valfuieew stock-based compensation awards undertock plans from a Black-
Scholes model to a lattice-binomial model on JaydaR007. We continue to use a Black-Scholes optiodel to determine the fair value of
employee stock purchase plan shares. The lattii@sbial model has been applied prospectively toomgtigranted subsequent to January 1,
2007. The lattice-binomial model requires the inpiuitighly subjective assumptions, including théi@p's price volatility of the underlying
stock. Changes in the subjective input assumptiansmaterially affect the estimate of fair valuepfions granted and our results of
operations could be materially impacted.

» Expected Volatility Our computation of expected volatility is baseda blend of historical volatility of our commetock and
implied volatility of tradable forward call optioris purchase shares of our common stock. Our aectsiincorporate implied
volatility was based on our assessment that implgddtility of publicly traded options in our commatock is more reflective of
market conditions and, therefore, can reasonabBxpected to be a better indicator of expectedtiityahan historical volatility of
our common stock

e Suboptimal Exercise Factor: Our computation of the suboptimal exercise facddyased on historical option exercise behaviol
the terms and vesting periods of the options gohrated is determined for both executives anc-executives

We grant stock options to our employees on a mgitasis. We have elected to grant all options asqualified stock options which
vest immediately. As a result of immediate veststgck-based compensation expense determined 8fde® No. 123(R) is fully recognized
on the grant date and no estimate is requireddst-pesting option forfeitures. See Note 7 to thesolidated financial statements for further
information regarding the SFAS No. 123(R) disclesur
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Income Taxes

We record a tax provision for the anticipated tarsequences of our reported results of operatioresccordance with SFAS No. 109,
Accounting for Income Taxethe provision for income taxes is computed usirggabset and liability method, under which defeteedassets
and liabilities are recognized for the expectedreitax consequences of temporary differences leetwree financial reporting and tax base
assets and liabilities, and for operating lossyfarwards. Deferred tax assets and liabilitiesrasasured using the currently enacted tax rates
that apply to taxable income in effect for the waarwhich those tax assets are expected to bieedalr settled. We record a valuation
allowance to reduce deferred tax assets to the aintioat is believed more likely than not to be iz=d.

At December 31, 2007, our deferred tax assets $He million. As of December 31, 2006, deferreddasets did not include the tax
benefits attributable to approximately $56 milliohexcess tax deductions related to stock optitn®2007, these benefits were realized as a
reduction of taxes payable and credited to equity.

In evaluating our ability to recover our deferrad aissets, in full or in part, we consider all &akle positive and negative evidence,
including our past operating results, and our fastof future market growth, forecasted earninggiré taxable income and prudent and
feasible tax planning strategies. The assumptitiizad in determining future taxable income regusignificant judgment and are consistent
with the plans and estimates we are using to mategenderlying businesses. We believe that therckf tax assets recorded on our balance
sheet will ultimately be realized. In the eventwere to determine that we would not be able tazealll or part of our net deferred tax assets
in the future, an adjustment to the deferred taetsswould be charged to earnings in the periadhich we make such determination.

Descriptions of Consolidated Statements of Operations Components
Revenues

We generate all our revenues in the United St&teesderive substantially all of our revenues frormithdy subscription fees and
recognize subscription revenues ratably over eabhcsiber's monthly subscription period. We recafiinds to subscribers as a reduction of
revenues.

Cost of Revenues
Subscription

We acquire titles from studios and distributorstiyh direct purchases, revenue sharing agreemelitgse agreements. Direct
purchases of DVDs normally result in higher upfroosts than titles obtained through revenue shagngements. Cost of subscription
revenues consists of postage and packaging céstsddo shipping titles to paying subscribers, dgiration of our content library and
revenue sharing expenses. Costs related to fredestibscribers are allocated to marketing expenses.

Postage and Packaging. Postage and packaging expenses consist obliage costs to mail DVDs to and from our payingsstiber:
and the packaging and label costs for the mailérs.rate for first-class postage was $0.37 betweee 29, 2002 and January 7, 2006.
Between January 8, 2006 and May 13, 2007, thefoafest-class postage was $0.39. The U.S. P&alice increased the rate of first class
postage by 2 cents to $0.41 effective May 14, 208¥ by one cent to $0.42 effective May 12, 2008.rééeive discounts on outbound
postage costs related to our mail preparation joesct

Amortization of Content Library. The useful life of the new release DVDs andckbeatalog DVDs is estimated to be 1 year and 3
years, respectively. We provide a salvage valu&3diO per DVD for those direct purchase DVDs thatestimate will sell at the end of th
useful lives. For those DVDs that we do not expedctell, no salvage value is provided. We amoltcanse fees on Internet-based content on
a straight-line basis consistent with the termgheflicense agreements.
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Revenue Sharing ExpensesOur revenue sharing agreements generally comsri pay an initial upfront fee for content acgdiand
either a percentage of revenue earned from sucalsefior a defined period of time or to pay a fesdx on utilization. A portion of the initial
upfront fees are non-recoupable for revenue sharimgoses and are capitalized and amortized inrdanoe with our content library
amortization policy. The remaining portion of timétial upfront fee represents prepaid revenue sgadnd this amount is expensed as rev
sharing expense as content subject to revenuengregreements is shipped to or watched by subssrilbhe terms of some revenue sharing
agreements with studios obligate us to make minimenanue sharing payments for certain titles. Weréime minimum revenue sharing
prepayments (or accrete an amount payable to stiftioe payment is due in arrears) as revenudrghabligations are incurred. A provision
for estimated shortfall, if any, on minimum reverslaring payments is made in the period in whiehstiortfall becomes probable and cau
reasonably estimated. Additionally, the terms oheaevenue sharing agreements with studios prdeidebates based on achieving
specified performance levels. Volume purchase distoreceived from studios on the purchase oftile accrued when earned based on
historical title performance and estimates of dedirfan the titles over the remainder of the titlente

Fulfillment expenses

Fulfillment expenses represent those expensesrettir operating and staffing our shipping and @ungtr service centers, including
costs attributable to receiving, inspecting andelvausing our content library. Fulfillment expenaks® include credit card fees.

Operating Expenses

Technology and Development.Technology and development expenses consfsyabll and related costs incurred in testing,
maintaining and modifying our Web site, our recomueion service, developing solutions for the Inétrbased delivery of content to
subscribers, telecommunications systems and infictste and other internal-use software systemshi@ogy and development expenses
also include depreciation of the computer hardveaue capitalized software we use to run our Webasitestore our data.

Marketing. Marketing expenses consist primarily of adweang expenses. Advertising expenses include makgtiogram
expenditures and other promotional activities,udatg revenue sharing expenses, postage and pagkagpenses and content amortization
related to free trial periods. Marketing expendss mclude payroll and related expenses for marggiersonnel.

General and Administrative. General and administrative expenses consigawfoll and related expenses for executive, finance
content acquisition and administrative personrelyall as recruiting, professional fees and otlegregal corporate expenses.

Stock-Based Compensation.Effective January 1, 2006, we adopted theviaine recognition provisions of SFAS No. 123(R)ngsihe
modified prospective method. We had previously agdphe fair value recognition provisions of SFA8.1423 as amended by SFAS No.
and restated prior periods at that time.

We grant stock options to our employees on a mgitasis. We have elected to grant all options asqualified stock options which
vest immediately. As a result of immediate veststgck-based compensation expense determined 8fde® No. 123(R) is fully recognized
on the grant date, and no estimate is requiregdst-vesting option forfeitures.

Gain on disposal of DVDs. Gain on disposal of DVDs represents the difieecbetween proceeds from sales of DVDs and assdcia
cost of DVD sales. Cost of DVD sales includes teebook value of the DVDs sold, shipping charges arhere applicable, a contractually
specified fee for the DVDs that are subject to resesharing agreements.
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Results of Operations

The following table sets forth, for the periodsgaeted, the line items in our consolidated statésnafroperations as a percentage of
total revenues. The information contained in thetdelow should be read in conjunction with thraficial statements and notes thereto
included in Item 8Financial Statements and Supplementary Dxtthis Annual Report on Form 10-K.

Year Ended December 31,

2007 2006 2005
Revenue! 100.% 100.0% 100.(%
Cost of revenues

Subscriptior 55.1 53.4 57.7

Fulfillment expense 10.1 9.5 10.€

Total cost of revenue 65.2 62.€ 68.3

Gross profit 34.¢ 37.1 31.7
Operating expense

Technology and developme 5.6 4.9 5.2

Marketing 18.1 22.¢ 21.2

General and administratiy 4.4 3.€ 5.2

Gain on disposal of DVD (0.€) (0.5 0.3

Gain on legal settleme (0.6) — —

Total operating expens 27.2 30.€ 31.5

Operating incom: 7.€ 6.5 0.4
Other income (expense

Interest and other income (expen 1.7 1.€ 0.8
Income before income tax 9.3 8.1 1.2
Provision for (benefit from) income tax 3.7 3.2 (5.0
Net income 5.6% 4.%% 6.2%
Revenues

Year Ended December 31,
2007 2006 2005
(in thousands, except percentages and average molyth
subscription revenue per paying subscriber)

Revenue: $1,205,34! $ 996,66( $ 682,21
Percentage change over prior pel 20.9% 46.1%
Other data

Average number of paying subscrib 6,71¢ 5,08: 3,16¢

Percentage change over prior pel 32.2% 60.4%

Average monthly revenue per paying subscr $ 149t $ 16.3¢ $ 17.9¢

Percentage change over prior pel (8.5% (8.9%

We currently generate all of our revenues in th@ddinStates. We derive substantially all of oureraves from monthly subscription fe
and recognize subscription revenues ratably dweadn subscriber's monthly subscription period.

The increase in our revenues in 2007 as compar2d6 was primarily a result of the substantiakgioin the average number of
paying subscribers arising from increased conswawareness of the benefits of online
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DVD rentals. This increase was offset in part ljealine in average monthly revenue per paying siliesg resulting from the continued
growth in our lower cost subscription plans, aslasla price reduction for our most popular sulpsicm plans during the second quarter of
2007. We expect the average revenue per payingshbbsto continue to decline until the mix of neubscribers and existing subscribers is
approximately equivalent by subscription plan ppomt.

The increase in our revenues in 2006 as compar2dd was primarily a result of the substantiamgioin the average number of
paying subscribers offset in part by a declinevierage monthly subscription revenue per paying@ier. We believe the increase in the
number of paying subscribers was driven primanhirtcreased consumer awareness of the benefitslioledDVD rentals and continuing
improvements in our service. The decline in theaye monthly revenue per paying subscriber wasdtref the continued popularity of our

lower cost subscription plans.
Churn was 4.3% as of December 31, 2007 and remagtetively flat as compared to 2006 and 2005.

The following table presents our ending subscrbirmation:

As of December 31,

2007 2006 2005
(in thousands, except percentages)
Free subscribel 158 162 iBE
As a percentage of total subscrib 2.C% 2.6% 3.7%
Paid subscriber 7,32¢ 6,154 4,02¢
As a percentage of total subscrib 98.(% 97.4% 96.2%
Total subscriber 7,47¢ 6,31¢ 4,17¢
Percentage change over prior pel 18.4% 51.1%

Cost of Revenues

Subscription
Year Ended December 31,
2007 2006 2005
(in thousands, except percentages)
Subscriptior $664,40° $532,62: $393,78t
As a percentage of revent 55.1% 53.2% 57. 1%
Percentage change over prior pel 24.1% 35.2%

The increase in cost of subscription revenues $olale dollars for 2007 as compared to 2006 wamsaily attributable to the following
factors:

» The number of DVDs mailed to paying subscribersdgased 20%. This was driven by a 32% increasecimtimber of average

paying subscribers, partially offset by a declimenonthly movie rentals per average paying subscaliributed to the continued
growth of our lower priced plan

» Postage and packaging expenses increased by 248awa# primarily attributable to the increase ie ttumber of DVDs mailed to
paying subscribers, as well as an increase inatieeaf first class postage of 2 cents in May 2(

« Content amortization increased by 39% primarily tuicreased acquisitions of our content libraviile revenue sharing expen
remained flat. In addition, costs related to ostamt-watching feature have been included in cbstibscription revenues since its
introduction in January 200
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The increase in cost of subscription revenues solalte dollars for 2006 as compared to 2005 wasgoily attributable to the following
factors:

* The number of DVDs mailed to paying subscribersdased 42%. This was driven by a 60% increasecimtimber of average
paying subscribers offset by a slight decline imthty movie rentals per average paying subscritiebated to the increased
popularity of our lower priced plan

» Postage and packaging expenses increased by 488awa$ primarily attributable to the increase ie ttumber of DVDs mailed to
paying subscribers, as well as the first classgmestate increase of 2 cents that was effectiveaigr8, 2006

» DVD amortization increased by 47% primarily duértoreased acquisitions for our DVD libra

» Revenue sharing expenses increased by 10%. Thease was primarily attributable to the increasthénnumber of average pay
subscribers offset by a decreiin the percentage of DVDs subject to revenue shagreements mailed to paying subscrit

Fulfillment Expenses

Year Ended December 31,

2007 2006 2005
(in thousands, except percentages)
Fulfillment expense $121,76: $94,36¢ $71,98:
As a percentage of revent 10.1% 9.5% 10.€%
Percentage change over prior pel 29.(% 31.1%

The increase in fulfillment expenses in absolutbadein 2007 as compared to 2006 was primarilitattable to an increase in
personnel-related costs resulting from the higlodume of activities in our customer service angphiig centers, coupled with higher credit
card fees as a result of 32% growth in the avenageber of paying subscribers. In addition, theaase in fulfilment expenses was
attributable to an increase in facility-relatedtsagsulting from the expansion of our customevisercenter, the expansion of certain of our
shipping centers and the addition of new ones.

The increase in fulfillment expenses in absolutbadein 2006 as compared to 2005 was primarilitattable to an increase in
personnel-related costs resulting from the higlodume of activities in our customer service angphiig centers, coupled with higher credit
card fees as a result of 60% growth in the avenageber of paying subscribers. In addition, theaase in fulfillment expenses was
attributable to an increase in facility-relatedtsagsulting from the expansion of certain of duipping centers and the addition of new ones.

We anticipate that fulfillment expenses will incsean 2008 due to higher volume of shipped discscamtinued expansion of our
network of distribution centers.

Gross Margin

Year Ended December 31,

2007 2006 2005
(in thousands, except percentages)
Gross profit $419,17. $369,67! $216,43!
Gross margir 34.&% 37.1% 31.7%%

The decrease in gross margin in 2007 as compar2@0® was primarily due to an increase in postatgsreffective May 2007 and a
reduction in the prices of our most popular sulpsizn plans during the second quarter of 2007 difiteon, costs related to our instant-
watching feature have been included in cost of &iftions beginning January 2007.
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The increase in gross margin in 2006 as compar28@6 was primarily due to a decrease in revenadrgicost per paid shipment,
which includes a decline in the percentage of D¢Digject to revenue sharing agreements mailed tmg@aybscribers, as well as an increase
in revenue per paid shipment as a result of ankedah overall usage and the continued popularityusflower priced plans. The increase in
postage rates by 2 cents effective January 8, B6Q&tively impacted gross margin, however, thisactpvas offset by a decline in fulfillme
costs as a result of increased operational effiogsn

We anticipate that gross margin will decline in 206ue to the impact of lower prices coupled whith postage rate increase of one cent,
which is effective May 2008.

Operating Expenses
Technology and Devel opment

Year Ended December 31,

2007 2006 2005
(in thousands, except percentages)
Technology and developme $71,39¢ $48,37¢ $35,38¢
As a percentage of revent 5.% 4.%% 5.2%
Percentage change over prior pel 47.€% 36.7%

The increase in technology and development expensdssolute dollars for 2007 as compared to 2086 primarily the result of an
increase in personnel-related costs due to grawtleadcount and expenses related to the develomhsalutions for the Internet-based
delivery of content.

The increase in technology and development expensdssolute dollars for 2006 as compared to 20886 primarily the result of an
increase in personnel and facility-related costsyell as expenses related to the developmentiati@as for the Internet-based delivery of
content.

We continuously research and test a variety ofrgiateimprovements to our internal hardware andvemfe systems in an effort to
improve our productivity and enhance our subscsibexperience. Additionally, we continue to develoqm enhance solutions for the Internet-
based delivery of content to our subscribers. Assalt, we expect our technology and developmepéeses to increase in absolute dollars in
2008.

Marketing
Year Ended December 31,
2007 2006 2005
(in thousands, except percentages and

subscriber acquisition cost)

Marketing $218,28( $225,52- $144,56.
As a percentage of revent 18.1% 22.6% 21.2%

Percentage change over prior pel (3.2% 56.(%
Other data:
Gross subscriber additio 5,34( 5,25( 3,72¢
Percentage change over prior pel 1.7% 40.8%
Subscriber acquisition ca $ 40.8¢ $ 42.9¢ $ 38.7i
Percentage change over prior pel (4.9% 10.8%

The decrease in marketing expenses in absolutardail 2007 as compared to 2006 was primarilytaitaible to a decrease in marke!
program costs, principally in television advertgsgnd direct mail. In the second half of 2007, exedred prices on our most popular
subscription plans and decided to partially oftket
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cost of our investment in lower prices by reduadug spending on marketing programs. Subscriberisitipm cost decreased in 2007 as
compared to 2006 primarily due to a mix of loweces and more efficient marketing spending.

The increase in marketing expenses in absolutarddth 2006 as compared to 2005 was primarilybaitable to an increase in
marketing program costs, which included direct pr@iline advertising and television advertisingativact new subscribers. Subscriber
acquisition cost increased in 2006 as compare®@® primarily due to an increase in marketing pangspending offset in part by a decrease
in cost of providing free trials associated with tawer priced plans coupled with a slight declingpersonnel-related costs.

We anticipate that our marketing expense will daseein absolute dollars in 2008 due to more efficisse of our marketing dollars.

General and Administrative
Year Ended December 31,

2007 2006 2005
(in thousands, except percentages)
General and administratiy $52,53: $36,15¢ $35,48¢
As a percentage of revent 4.4% 3.€% 5.2%
Percentage change over prior pel 45.2% 1.%%

The increase in general and administrative expeinsassolute dollars in 2007 as compared to 2006 pvanarily attributable to an
increase in personnel-related costs due to grawtleadcount. The increase was also attributaliiggteer costs related to legal proceedings.

The increase in general and administrative expensassolute dollars in 2006 as compared to 20@Bimarily attributable to an
increase in costs related to ongoing legal procggsdipersonnel costs and professional fees to suppogrowing operations.

We expect that our general and administrative es@&will continue to increase in absolute dollar2008 in order to support our
growing operations.

Gain on Disposal of DVDs

Year Ended December 31,

2007 2006 2005
(in thousands, except percentages)
Gain on disposal of DVD $(7,19¢) $(4,797) $(1,987)
As a percentage of revent (0.6)% (0.5)% (0.9%
Percentage change over prior pel 50.(% 141.2%

The increase in gain on disposal of DVDs in absotidllars in 2007 and 2006 as compared to 200®6608, respectively, was
primarily attributable to an increase in the voluaf®VDs sold, offset in part by an increase in tist of DVD sales.

Gain on Legal Settlement

On June 25, 2007, we resolved a pending pategatitin with Blockbuster, Inc. As part of the setint, we received a one-time
payment of $7.0 million during the second quarfe2@07.
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Interest and Other I ncome (Expense)
Year Ended December 31,

2007 2006 2005
(in thousands, except percentages)
Interest and other income (expen $20,34( $15,90¢ $5,34¢
As a percentage of revent 1.7% 1.€% 0.8%
Percentage change over prior pel 27.%% 197.5%

The increase in interest and other income in 2@0doanpared to 2006 was primarily a result of owrlpénvested shorterm investmer
portfolio which was higher yielding than our momagrket funds. Interest and other income (experm®ist primarily of interest and
dividend income generated from invested cash aod-sérm investments. Interest and dividend incavas approximately $19.7 million,
$15.9 million and $5.8 million in 2007, 2006 and30respectively.

The increase in interest and other income in 2@0&anpared to 2005 was primarily due to higher@gtincome earned on our cash
and cash equivalents due to increased interest aatevell as higher average cash balances resfritimga net increase in cash flows and net
proceeds of $101.1 million from the secondary pubffering of our common stock in May 2006.

Provision for (Benefit from) Income Taxes
Year Ended December 31,

2007 2006 2005
(in thousands, except percentages)

Provision for (benefit from) income tax $44,54¢ $31,23¢ $(33,697)

Effective tax rate 40.(% 38.% (404.9%

In 2007 and 2006, our effective tax rate differaahf the federal statutory rate of 35% principallyedo state income taxes. In 2005, we
recorded an income tax benefit of $33.7 millionpoetax income of $8.3 million. Our 2005 income beenefit includes a tax benefit for the
reduction in the valuation allowance of $34.9 roitli In 2005 we reduced the valuation allowance afg¢ermining that substantially all
deferred tax assets are more likely than not teebbzable due to expected future income.

Liquidity and Capital Resources

We have generated net cash from operations dusacly guarter since the second quarter of 2001. Nestgrs will impact our ability to
continue to generate and grow cash from our opersincluding, but not limited to, the number dbscribers who sign up for our service,
growth or reduction in our subscriber base andability to develop new revenue sources. In addjtvea may have to or otherwise choose to
lower our prices and increase our marketing expeimserder to grow faster or respond to competitidlthough we currently anticipate that
cash flows from operations, together with our aaa# funds, will be sufficient to meet our cashdefor the foreseeable future, we may
require or choose to obtain additional financingr @bility to obtain financing will depend on, angpother things, our development efforts,
business plans, operating performance and the tomdif the capital markets at the time we see#irfiing.

Our primary source of liquidity has been cash frgmerations, which consists primarily of net incoatgusted for non-cash items such
as amortization of our content library and the dejattion of property and equipment. Our primarysusiecash include the acquisition of
content, marketing and fulfillment expenses.

In 2008, operating cash flows will be a significantirce of liquidity, while the acquisition of cent, marketing and fulfillment
expenses will continue to be significant uses shc#én addition, on January 31, 2008, our BoarBioéctors authorized a stock repurchase
program allowing us to repurchase up to $100.0ianilbf
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our common stock through the end of 2008. We coraglthis stock repurchase program in February 2008.following table highlights
selected measures of our liquidity and capital weses as of December 31, 2007, 2006 and 2005:

Year Ended December 31,

2007 2006 2005
(in thousands)

Cash and cash equivalel $177,43¢ $ 400,43( $ 212,25¢

Shor-term investment 207,70 — —
$ 385,14 $ 400,43( $ 212,25t

Net cash provided by operating activit $ 291,82 $ 247,86 $ 157,50

Net cash used in investing activiti $(450,81)) $(185,86¢) $(133,24)

Net cash (used in) provided by financing activi $ (64,00 $ 126,18: $ 13,31

Operating Activities

Our operating activities consisted primarily of mtome of $67.0 million, increased by non-cashusients of $194.8 million and net
changes in operating assets and liabilities of G8&tllion during 2007. The majority of the non-castjustments came from the amortization
of the content library of $203.4 million which irased by $62.3 million over the prior period asceetinue to purchase additional titles,
including Internet-delivered content in 2007, id@rto support our larger subscriber base. Cashided by operating activities increased
$44.0 million in 2007 as compared to 2006. This prasarily due to an increase in net income of $1iillion, increased non-cash
adjustments of $31.2 million and a decrease irchahges in operating assets and liabilities of $illlon.

Our operating activities consisted primarily of iretome of $49.1 million, increased by non-castlusitents of $163.7 million and net
changes in operating assets and liabilities of B&%llion during 2006. The majority of the non-castjustments came from the amortization
of the content library of $141.2 million, which meased $44.3 million over the prior period as weticwme to purchase additional titles in
order to support our larger subscriber base. Camhided by operating activities increased $90.4iomlin 2006 as compared to 2005 due to
higher net income of $7.1 million, non-cash adjwestts of $80.8 million and net changes in assetdiabilities of $2.5 million.

Investing Activities

Our investing activities consisted primarily of phases and sales of available-for-sale securé@gjisitions of content library,
including Internet-delivered content in 2007, amdghases of property and equipment. Cash used@stimg activities increased $264.9
million in 2007 as compared to 2006. During thstfgjuarter of 2007, we started an investment platiehich is comprised of short-term
investments consisting of corporate debt secuyitjegernment and agency securities and asset artdage-backed securities. The majority
of the portfolio is invested in “AAA” rated residéal and commercial mortgage-backed securities.Mbegage bonds owned represent the
senior tranches of the capital structure and pmei@dit enhancement through over-collateralizadiot their subordinated characteristics.

We continue to purchase additional titles, inclgdinternet-delivered content in 2007, for our comtérary in order to support our
larger subscriber base. Content acquisitions w&83$million higher in 2007 as compared to 2006cRases of property and equipment
consisted of expenditures related to Company expangrimarily to our headquarters in Los Gatosljif@ania. In March 2006, we exercised
our option to lease a building adjacent to our headters in Los Gatos, California. The buildinglwdmprise approximately 80,000 square
feet of office space and have an initial term gg&rs. The building is expected to be completatierfirst quarter of 2008. Additionally,
purchases of property and equipment consistedtofraation equipment for our various shipping centersrder to achieve increased
operational efficiencies.
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Cash used in investing activities increased $52lébmin 2006 as compared to 2005. Investing atiég primarily consisted of
additional titles being purchased for our contémtly in order to support our larger subscribeseband purchases of property and equipment
in order to support our growing operations. Consaguisitions were $58.1 million higher in 2006campared to 2005 while purchases of
property and equipment were flat.

Financing Activities

Our financing activities consisted primarily ofuséce of common stock, repurchases of our comnomk sind the excess tax benefit
from stock-based compensation. Cash provided lanéimg activities decreased by $190.2 million i02@s compared to 2006 primarily due
to stock repurchases of $99.9 million in 2007 am#erease of $103.4 million in issuances of comstook as we had raised $101.1 million
in a secondary offering in 2006. On April 18, 200/g, announced a stock repurchase program allovsrtg tepurchase up to $100.0 million
of our common stock through the end of 2007. Aslafember 2007, we completed our stock repurchasgram. We did not have any stock
repurchases during 2006. This use of cash wastdiffsthe excess tax benefits from stock-based cosgimn of $26.2 million.

Cash provided by financing activities increased2$2nillion in 2006 as compared to 2005 primariledo the proceeds of $101.1
million from the secondary public offering of ousramon stock in May 2006, as well as $13.2 milliétex benefits from stock-based
compensation.

Contractual Obligations

For the purposes of this table, contractual ohiliget for purchases of goods or services are defiseajreements that are enforceable
and legally binding and that specify all signifita@rms, including: fixed or minimum quantitiestie purchased; fixed, minimum or variable
price provisions; and the approximate timing of ttamsaction. The expected timing of payment ofdbkgations discussed above is
estimated based on information available to us &eoember 31, 2007. Timing of payments and aduoadunts paid may be different
depending on the time of receipt of goods or ses/mr changes to agreed-upon amounts for someatiblig. The following table
summarizes our contractual obligations at DecerBbeP007 (in thousands):

Payments due by Period

Less thar More than
Contractual obligations (in thousands): Total 1 year 1-3 Years 3-5 Years 5 years
Operating lease obligatiol $ 54,22¢ $15,13¢ $24,23: $14,16: $ 697
Other purchase obligations ( 68,70: 49,82( 16,13: 2,75( —
Total $122,93: $64,95: $40,36¢ $16,91° $ 697

(1) Other purchase obligations relate primarily to asijons for our content library. Our purchase osdare based on our current needs
are generally fulfilled by our vendors within shtirhe horizons

License Agreements

In addition to the above contractual obligations,vave certain license agreements with studiosrntbkide a maximum number of titl
that we may or may not receive in the future. Asdesthese titles is based on the discretion okthdios and, as such, we may not receive
these titles. If we did receive access to the marimumber of titles, we would incur up to an addiél $25.5 million in commitments.

Off-Balance Sheet Arrangements

As part of our ongoing business, we do not engagensactions that generate relationships wittonsalidated entities or financial
partnerships, such as entities often referred &irastured finance or special purpose entitiesofdingly, our operating results, financial
condition and cash flows are not subject to offabak sheet risks.
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Indemnifications

In the ordinary course of business, we enter intdractual arrangements under which we agree wigeondemnification of varying
scope and terms to business partners and othéwaith respect to certain matters, including, itlimited to, losses arising out of our
breach of such agreements and out of intellectugdgaty infringement claims made by third partiesthese circumstances, payment may be
conditional on the other party making a claim pargito the procedures specified in the particutaatract, which procedures typically allow
us to challenge the other party’s claim. Further,abligations under these agreements may be tintitéerms of time and/or amount, and in
some instances, we may have recourse againstpthities for certain payments made by it under thgseements. In addition, we have
entered into indemnification agreements with ouectors and certain of our officers that will reguiis, among other things, to indemnify
them against certain liabilities that may ariserdgson of their status or service as directordfaress. The terms of such obligations vary.

Recent Accounting Pronouncements

In December 2007, the Financial Accounting Stansl&alard (“FASB”) issued SFAS No. 141-Bysiness CombinatiofSFAS
No. 147-R), to replace SFAS No. 14Business CombinationsSFAS No. 141-R requires the use of the acquisiti@thod of accounting,
defines the acquirer, establishes the acquisitaia dnd broadens the scope to all transactionsthed events in which one entity obtains
control over one or more other businesses. Thisrseent is effective for financial statements issfoediscal years beginning on or after
December 15, 2008. We do not expect the adoptithi®Etandard to have a material effect on owarfaial position or results of operations.

In February 2007, the FASB issued SFAS No. T8® Fair Value Option for Financial Assets and Fioel Liabilities. SFAS No. 159
allows companies to choose to measure many finkinsiauments and certain other items at fair valilee statement requires that unrealized
gains and losses on items for which the fair valpgion has been elected to be reported in earn8igaS No. 159 also amends certain
provisions of SFAS No. 11%ccounting for Certain Investments in Debt and Bg8ecurities SFAS No. 159 is effective for fiscal years
beginning after November 15, 2007, although eaddaption is permitted. We do not expect the adopdif this standard to have a material
effect on our financial position or results of agions.

In September 2006, the FASB issued SFAS No. E&if,Value MeasurementSFAS No. 157 establishes a framework for measuring
the fair value of assets and liabilities. This feamork is intended to provide increased consistéméyww fair value determinations are made
under various existing accounting standards whéeimjt, or in some cases require, estimates offaikket value. SFAS No. 157 was effec
for fiscal years beginning after November 15, 2G0W interim periods within those fiscal years.lieaapplication is encouraged, provided
that the reporting entity has not yet issued fing@rstatements for that fiscal year, including dimancial statements for an interim period
within that fiscal year. In December 2007, the FAS&ied proposed FASB Staff Position (“FSP”) No7-b5(FSP No. 157-b), which would
delay the effective date of SFAS No. 157 for alhfimancial assets and non-financial liabilitiescept those that are recognized or disclosed
at fair value in the financial statements on a néeg basis. FSP No. 157-b partially defers the@ffe date of SFAS No. 157 to fiscal years
beginning after November 15, 2008 and interim giviwithin those fiscal years for items within tloege of FSP No. 157-b. We do not
expect the adoption of this standard to have anmhtdfect on our financial position or resultsagerations.

In June 2006, the FASB issued FASB Interpretation48,Accounting for Uncertainty in Income Tax€eBhe interpretation clarifies the
accounting for uncertainty in income taxes recogaiin a company’s financial statements in accordavith SFAS No. 109%ccounting for
Income Taxe. Specifically, the pronouncement prescribes ageition threshold and a measurement attributelferfinancial statement
recognition and measurement of a tax position takesxpected to be taken in a tax return. The imédation also provides guidance on the
related derecognition, classification, interest padalties, accounting for interim periods,
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disclosure and transition of uncertain tax posgiorhe interpretation was effective for fiscal yebeginning after December 15, 2006. The
adoption of this standard did not have a mateffateon our financial position or results of op@oas.

ltem 7A.  Quantitative and Qualitative Disclosures about Marlet Risk

The primary objective of our investment activitisgo preserve principal, while at the same tim&im&ing income we receive from
investments without significantly increased risk. achieve this objective, we maintain a portfolicash equivalents and short-term
investments in a variety of securities. These seesiare classified as available-for-sale andrecerded at fair value with unrealized gains
and losses, net of tax, included in accumulatedratbmprehensive income within stockholders equitye consolidated balance sheet.

Some of the securities we invest in may be sulbbjentarket risk. This means that a change in prievpihterest rates may cause the
principal amount of the investment to fluctuater Ewample, if we hold a security that was issuetth wifixed interest rate at the then-
prevailing rate and the prevailing interest rateraises, the value of our investment will declie minimize this risk, we intend to maintain
our portfolio of cash equivalents and short-termestments in a variety of securities. At Decemtler2007, our cash equivalents were
generally invested in money market funds, whichreresubject to market risk because the interast@asuch funds fluctuates with the
prevailing interest rate. Our short-term investrsemére comprised of corporate debt securities, mowent and agency securities and asset
and mortgage-backed securities. The majority opthrgfolio is invested in “AAA” rated residentiahd commercial mortgage-backed
securities. A hypothetical 1.00% (100 basis pdmtyease in interest rates would have resulteddecaease in the fair market value of our
short-term investments of approximately $3.5 millio

Item 8. Financial Statements and Supplementary Dat
See “Financial Statements” beginning on page F-ithvare incorporated herein by reference.

Item 9. Changes in and Disagreements with Accountémon Accounting and Financial Disclosure
None.

Item 9A.  Controls and Procedures
(a) Evaluation of Disclosure Controls and Procedure

Our management, with the participation of our Cligécutive Officer and Chief Financial Officer, &vated the effectiveness of our
disclosure controls and procedures (as defineduiedR13a-15(e) and 15d-15(e) under the Securitiekdhge Act of 1934, as amended) as of
the end of the period covered by this Annual RepnrEorm 10-K. Based on that evaluation, our CEiafcutive Officer and Chief Financial
Officer concluded that our disclosure controls pratcedures as of the end of the period coveretiisyAnnual Report on Form 10-K were
effective in providing reasonable assurance tHatimation required to be disclosed by us in reptivés we file or submit under the Securities
Exchange Act of 1934, as amended, is recordedepsed, summarized and reported within the timegds$pecified in the Securities and
Exchange Commissiosirules and forms, and that such information isiaedated and communicated to our management, imguwalr Chie
Executive Officer and Chief Financial Officer, ggpeopriate, to allow timely decisions regardinguiegd disclosures.

Our management, including our Chief Executive @ifiand Chief Financial Officer, does not expect tha disclosure controls and
procedures or our internal controls will prevemteator and all fraud. A control system, no mattew well conceived and operated, can
provide only reasonable, not absolute, assuraratdttb objectives of the control system are metthen, the design of a control system must
reflect the fact that there
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are resource constraints, and the benefits of alsminust be considered relative to their costsaBse of the inherent limitations in all control
systems, no evaluation of controls can provide labs@assurance that all control issues and instaotfraud, if any, within Netflix have been
detected.

(b) Managemen’s Annual Report on Internal Control Over Financial Reporting

Our management is responsible for establishingnaaidtaining adequate internal control over finaha@orting (as defined in Rule
13a-15(f) of the Securities Exchange Act of 1934mgnded (the Exchange Act)). Our management &sktes effectiveness of our internal
control over financial reporting as of December&10Q7. In making this assessment, our managemedtthe criteria set forth by the
Committee of Sponsoring Organizations of the Tremgd@ommission (“COSQ”) itnternal Control—Integrated FrameworkBased on our
assessment under the frameworkniternal Control—Integrated Frameworlour management concluded that our internal cbotrer
financial reporting was effective as of DecemberZ107. The effectiveness of our internal contra@rdinancial reporting as of December
2007 has been audited by KPMG LLP, an independsistered public accounting firm, as stated inrtregport that is included herein.

(c) Changes in Internal Control Over Financial Reporting

There was no change in our internal control ovgairftial reporting that occurred during the quagteted December 31, 2007 that has
materially affected, or is reasonably likely to evally affect, our internal control over financialporting.

Item 9B. Other Information
None.
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PART IlI

Item 10. Directors, Executive Officers and Corpora¢ Governance

Information regarding our directors and executiffecers is incorporated by reference from the infation contained under the sections
“Proposal One: Election of Directors,” “Section dpBeneficial Ownership Compliance” and “Code dfiE$” in our Proxy Statement for the
Annual Meeting of Stockholders.

ltem 11.  Executive Compensatior

Information required by this item is incorporatedrbference from information contained under thetisa “Compensation of Executive
Officers and Other Matters” in our Proxy Statemfenthe Annual Meeting of Stockholders.

ltem 12.  Security Ownership of Certain Beneficial @vners and Management and Related Stockholder Matter

Information required by this item is incorporatedrbference from information contained under thetisas “Security Ownership of
Certain Beneficial Owners and Management” and “BgGompensation Plan Information” in our Proxy 8taént for the Annual Meeting of
Stockholders.

Item 13.  Certain Relationships and Related Transactions an®irector Independence

Information required by this item is incorporatedrbference from information contained under thetisa “Certain Relationships and
Related Transactions” and “Director Independennesur Proxy Statement for the Annual Meeting ofcBtmlders.

Iltem 14.  Principal Accountant Fees and Service

Information with respect to principal independesgistered public accounting firm fees and servis@scorporated by reference from
the information under the caption “Proposal TwotifRation of Appointment of Independent RegisteRublic Accounting Firm” in our
Proxy Statement for the Annual Meeting of Stockleodd
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Item 15.

PART IV

Exhibits and Financial Statement Schedules

(@) The following documents are filed as part of thisal Report on Form -K:

(1) Financial Statement
The financial statements are filed as pathisf Annual Report on Form 10-K under “Item 8. Fioml Statements and
Supplementary Dat”
(2) Financial Statement Schedul
The financial statement schedules are ométethey are either not applicable or the infornmataxguired is presented in the
financial statements and notes thereto u“ltem 8. Financial Statements and Supplementary.”
(3) Exhibits:
Exhibit Incorporated by Reference Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith
3.1 Amended and Restated Certificate of Incorpora 10-Q 00C-49802 3.1 August 2, 200«
3.2 Amended and Restated Byla S-1/A 333-83878 34 April 16, 2002
3.3 Certificate of Amendment to the Amended and Redtate
Certificate of Incorporatiol 10-Q 00C-49802 3.3 August 2, 200
4.1 Form of Common Stock Certifica S-1/A 333-83878 4.1 April 16, 2002
10.1t Form of Indemnification Agreement entered into by t
registrant with each of its executive officers aliectors S-1/A 333-83878 10.1  March 20, 200:
10.2t 2002 Employee Stock Purchase F 10-Q 00C-49802 10.16 August 9, 200t
10.3t Amended and Restated 1997 Stock f S-1/A 33:3-83878 10.3 May 16, 200z
10.4t Amended and Restated 2002 Stock F Def 14A 00C-49802 A March 31, 200t
10.5 Amended and Restated Stockhol’ Rights Agreemer S-1 333-83878 10.5  March 6, 200z
10.6 Lease between Sobrato Land Holdings and Netflix, 10-Q 00C-49802 10.15 August 2, 200¢
10.7 Lease between Sobrato Interests Il and Netflix, 10-Q 00C-49802 10.16 August 2, 200«
10.8 Lease between Sobrato Interest Il and Netflix, trated June
26, 200¢€ 10-Q 00C-49802 10.16 August 9, 200¢
10.9t Description of Director Equity Compensation P 8-K 00C-49802 10.1 July 5, 200¢
10.10t Executive Severance and Retention Incentive 8-K 00C-49802 10.2 July 5, 200¢
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Exhibit Incorporated by Reference Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith

23.1 Consent of Independent Registered Public Accouriing X

24 Power of Attorney (see signature pa

31.1 Certification of Chief Executive Officer Pursuant$ectior X
302 of the Sarban-Oxley Act of 200z

31.2 Certification of Chief Financial Officer Pursuant$ection X
302 of the Sarban-Oxley Act of 200z

32.1* Certifications of Chief Executive Officer and Chief X

Financial Officer Pursuant to Section 906 of the
Sarbane-Oxley Act of 2002

*  These certifications are not deemed filed by $ti€C and are not to be incorporated by referenaayrfiling we make under the
Securities Act of 1933 or the Securities Exchangedk 1934, irrespective of any general incorparatanguage in any filing:

T Indicates a management contract or compensatom
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Netflix, Inc.:

We have audited the accompanying consolidated balsineets of Netflix, Inc. and subsidiary (the Cany) as of December 31, 2007
and 2006, and the related consolidated stateménfsetations, stockholders’ equity and comprehengiecome, and cash flows for each of
the years in the three-year period ended Decenthet0®7. We also have audited Netflix, Inc’s intdroontrol over financial reporting as of
December 31, 2007, based on criteria establishbdemal Control—Integrated Framewoiksued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSOJ}fliXglnc.’s management is responsible for these consolidiataacial statements, fc
maintaining effective internal control over finaalcieporting, and for its assessment of the effeatss of internal control over financial
reporting, included in the accompanying ManagenseRgport on Internal Control Over Financial Repgrtappearing under item 9A(b). Our
responsibility is to express an opinion on thegesoblidated financial statements and an opiniorhenGompany’s internal control over
financial reporting based on our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighafBioUnited States). Those
standards require that we plan and perform thetgtmlobtain reasonable assurance about whethén#reial statements are free of material
misstatement and whether effective internal corgvelr financial reporting was maintained in all evél respects. Our audits of the
consolidated financial statements included exarginim a test basis, evidence supporting the amaunatslisclosures in the financial
statements, assessing the accounting principlesarggsignificant estimates made by managementaadating the overall financial
statement presentation. Our audit of internal admtver financial reporting included obtaining amderstanding of internal control over
financial reporting, assessing the risk that a netereakness exists, and testing and evaluatiaglésign and operating effectiveness of
internal control based on the assessed risk. Qiitsaaiso included performing such other procedasewe considered necessary in the
circumstances. We believe that our audits provitEagonable basis for our opinions.

A company’s internal control over financial repogiis a process designed to provide reasonablesassuregarding the reliability of
financial reporting and the preparation of finahstatements for external purposes in accordanttegenerally accepted accounting
principles. A company'’s internal control over fircéal reporting includes those policies and proceduhat (1) pertain to the maintenance of
records that, in reasonable detail, accuratelyfainly reflect the transactions and dispositionshaf assets of the company; (2) provide
reasonable assurance that transactions are recasdeztessary to permit preparation of financétkestents in accordance with generally
accepted accounting principles, and that receipdsexpenditures of the company are being madeinrdgcordance with authorizations of
management and directors of the company; and (8jige reasonable assurance regarding preventibmely detection of unauthorized
acquisition, use, or disposition of the companygseds that could have a material effect on then@izé statements.

Because of its inherent limitations, internal cohtiver financial reporting may not prevent or detisstatements. Also, projections of
any evaluation of effectiveness to future periogssabject to the risk that controls may becomdenqaate because of changes in conditions,
or that the degree of compliance with the policeprocedures may deteriorate.

In our opinion, the consolidated financial statetegrferred to above present fairly, in all matenégpects, the financial position of
Netflix, Inc. and subsidiary as of December 31,286d 2006, and the results of their operationstlagid cash flows for each of the year:
the three-year period ended December 31, 2007 @nfoanity with accounting principles generally aptadl in the United States of America.
Also in our opinion, Netflix, Inc. maintained, itl enaterial respects, effective internal controkofinancial reporting as of December 31,
2007, based on criteria establishedniternal Control—Integrated Frameworksued by the Committee of Sponsoring Organizatifribe
Treadway Commission.

/sl KPMG LLP
Mountain View, California
February 26, 2008
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NETFLIX, INC.

CONSOLIDATED BALANCE SHEETS
(in thousands, except share and per share data)

Assets
Current asset:
Cash and cash equivalel
Shor-term investment
Prepaid expenst
Prepaid revenue sharing expen
Deferred tax asse
Other current asse
Total current asse
Content library, ne
Property and equipment, r
Deferred tax asse
Other asset

Total asset

Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl
Accrued expense
Deferred revenu
Total current liabilities
Other liabilities
Total liabilities
Commitments and contingenci
Stockholder' equity:
Preferred stock, $0.001 par value; 10,000,000 steauthorized at December 31, 2007 and 2006; n@sh
issued and outstanding at December 31, 2007 angl
Common stock, $0.001 par value; 160,000,000 slar®rized at December 31, 2007 and 2006,
respectively; 64,912,915 and 68,612,463 issuedatatanding at December 31, 2007 and 2006,
respectively
Additional paic-in capital
Accumulated other comprehensive inca
Retained earnings (accumulated defi
Total stockholder equity

Total liabilities and stockholde’ equity

See accompanying notes to consolidated finanassients.
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As of December 31,

2007 2006
$177,43¢  $400,43(
207,70 —

6,11¢€ 4,742
6,98 9,45¢
2,25 3,15¢
16,03 10,63
416,53: 428,41t
132,45! 104,90t
77,326 55,50
16,24: 15,60
4,46¢ 4,35(
$647,02(  $608,77¢
$104,44:  $ 93,86
36,46t 29,90
71,66 69,67
21257 193,44
3,69t 1,121
216,27.  194,56¢
65 69
402,71( 454,73
1,611 —
26,360 (40,589
430,74¢ 414,21
$647,02(  $608,77¢
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CONSOLIDATED STATEMENTS OF OPERATIONS

Revenue!
Cost of revenues
Subscriptior
Fulfillment expenses
Total cost of revenue
Gross profit
Operating expense
Technology and developmer
Marketing*
General and administrative
Gain on disposal of DVD
Gain on legal settleme
Total operating expens
Operating incom:
Other income (expense
Interest and other income (expen
Income before income tax
Provision for (benefit from) income tax
Net income

Net income per shar
Basic

Diluted

Weightec-average common shares outstand

Basic
Diluted

NETFLIX, INC.

(in thousands, except per share data)

* Stock-based compensation included in expense line it

Fulfillment expense
Technology and developme
Marketing

General and administratiy

Year ended December 31,

2007 2006 2005
$1,205,34  $996,66(  $682,21:
664,40 532,62: 393,78¢
121,76: 94,36 71,98
786,16 626,98! 465,77!
419,17: 369,67 216,43t
71,39 48,37¢ 35,38¢
218,28 225,52 144,56:
52,53 36,15t 35,48t
(7,196) (4,797 (1,987
(7,000) — —
328,01 305,26: 213,44¢
91,16 64,41 2,98¢
20,34( 15,90« 5,34¢
111,50: 80,31 8,33t
4454 31,23 (33,69)
$ 66,95 $ 49,08, $ 42,02
$ 100 $ 076 $ 0.7¢
$ 097 $ 071 $ 0.6
67,07¢ 62,57 53,52t
68,90: 69,07 65,51¢
$ 427 $ 928§ 1,22
3,69t 3,60¢ 4,44¢
2,16( 2,13¢ 2,56¢
5,69¢ 6,02t 6,091

See accompanying notes to consolidated financitdsients.
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NETFLIX, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY AND COMPREHENSIVE INCOME

(in thousands, except share data)

Accumulated
Common Stock Other
Additional Comprehensive

Retained Earnings

Total
Stockholders’

Paid-in (Accumulated
Shares Amount Capital Income Deficit) Equity
Balances as of December 31, 2( 52,732,02 $ 53 $288,15( $ (222) $ (131,699 $ 156,28:
Net income — — — — 42,027 42,027
Reclassification adjustment for realized lossehuohed
in net income — — — 222 — 222
Comprehensive incorr 42,24¢
Exercise of option 1,629,11! 2 10,117 — — 10,11¢
Issuance of common stock under employee stock paech
plan 349,22¢ — 2,82¢ — — 2,82¢
Issuance of common stock upon exercise of warl 45,36: — 45C — — 45C
Stocl-based compensation expel — — 14,327 — — 14,327
Balances as of December 31, 2( 54,755,73 $ 55 $315,86¢ $ — 3 (89,67) $ 226,25:
Net income and comprehensive inca — — — — 49,08: 49,08:
Exercise of option 1,379,01. 2 8,37z — — 8,37¢
Issuance of common stock under employee stock peech
plan 378,36 — 3,72¢ — — 3,72¢
Issuance of common stock upon exercise of warl 8,599,35! 8 (8) — — —
Issuance of common stock, net of cc 3,500,001 4 100,86 — — 100,86¢
Stocl-based compensation expel — — 12,69¢ — — 12,69¢
Excess tax benefits from stock optic — — 13,217 — — 13,217
Balances as of December 31, 2( 68,612,46 $ 69 $454,73. $ — 3 (40,589 $ 414,21:
Net income — — — — 66,95: 66,95:
Unrealized gains on available-for-sale securities,of
tax — — — 1,611 — 1,611
Comprehensive incorr — — — — — 68,56
Exercise of option 828,82: — 5,82 — — 5,82:
Issuance of common stock under employee stock peech
plan 205,41¢ — 3,78¢ — — 3,78¢
Repurchases of common stc (4,733,78) (4) (99,856 (99,86()
Stocl-based compensation expel — — 11,97¢ — — 11,97¢
Excess tax benefits from stock optic — — 26,24¢ — — 26,24¢
Balances as of December 31, 2( 64,912,91 $ 65 $402,71( $ 1,611 $ 26,361 $ 430,74¢

See accompanying notes to consolidated finanassients.
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NETFLIX, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Year Ended December 31,

2007 2006 2005
Cash flows from operating activities:
Net income $ 66,95: $ 49,08: $ 42,027
Adjustments to reconcile net income to net caskigeal by operating activitie:
Depreciation of property and equipm 21,39¢ 15,90: 9,13¢
Amortization of content librar 203,41! 141,16( 96,88:
Amortization of intangible asse 15z 73 98t
Amortization of discounts and premiums on investts 24 — —
Stocl-based compensation expel 11,97¢ 12,69¢ 14,327
Excess tax benefits from stc-based compensatic (26,249 (13,219 —
Loss (gain) on disposal of property and equipn 14z (23 —
Gain on sale of shc-term investment (687) — —
Gain on disposal of DVD (14,637 (9,089 (3,589
Non-cash interest expen — — 11
Deferred taxe (661) 16,15( (34,905
Changes in operating assets and liabilit
Prepaid expenses and other current a: (4,309 (7,069 (4,889
Accounts payabl (1,217 3,20¢ 8,24¢
Accrued expense 32,80¢ 17,55¢ 12,43:
Deferred revenu 1,98 21,14¢ 16,597
Other liabilities 724 27¢ 242
Net cash provided by operating activit 291,82: 247,86: 157,50°
Cash flows from investing activities:
Purchases of shterm investment (405,34() — —
Proceeds from sale of sh-term investment 200,83 — —
Purchases of property and equipm (44,256 (27,337 (27,657
Acquisition of intangible ass: (550 (585) (481)
Acquisitions of content librar (223,43 (169,52%) (111,446
Proceeds from sale of DVL 21,64( 12,88¢ 5,781
Proceeds from disposal of property and equipr 15 23 —
Other asset 282 (1,332 551
Net cash used in investing activiti (450,81 (185,869 (133,24
Cash flows from financing activities:
Proceeds from issuance of common sl 9,611 112,96« 13,39:
Excess tax benefits from stc-based compensatic 26,24¢ 13,217 —
Repurchases of common stc (99,860) — —
Principal payments on notes payable and capitaklealigation: — — (79)
Net cash (used in) provided by financing activi (64,007 126,18: 13,31«
Effect of exchange rate changes on cash and casvadnts — 222
Net (decrease) increase in cash and cash equis (222,99) 188,17- 37,79¢
Cash and cash equivalents, beginning of 400,43( 212,25¢ 174,46:
Cash and cash equivalents, end of $177,43¢ $ 400,43( $ 212,25¢
Supplemental disclosure
Cash paid for intere: — — 17C
Income taxes pai (15,77%) (2,329 (977)

See accompanying notes to consolidated financgsients.
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NETFLIX, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Organization and Summary of Significant Acconting Policies
Description of Business

Netflix, Inc. (the “Company”) was incorporated omgust 29, 1997 and began operations on April 1881%he Company is an online
movie rental subscription service, providing appme¢ely 7.5 million subscribers access to approxéty00,000 DVD titles plus a library of
more than 6,000 choices that can be watched img@amtheir PCs. The Company offers nine subsaipplans, starting at $4.99 a month.
There are no due dates, no late fees and no shifges. Subscribers select titles at the Compangb site aided by its proprietary
recommendation service, receive them on DVD by th&ll and return them to the Company at their caierece using the Company’s
prepaid mailers. After a DVD has been returned Gbempany mails the next available DVD in a subsathqueue. The Company also offers
certain titles through its instant-watching featuké of the Company’s revenues are generatedéntthited States.

Basis of Presentation

The consolidated financial statements include to®ants of the Company and its wholly-owned subsydilntercompany balances and
transactions have been eliminated.

Reclassification

Amounts for the year ended December 31, 2006 hegg teclassified to conform to our current pregentavhen necessary. These
reclassifications did not impact any prior amouwsftseported total assets, total liabilities, stoakiers’ equity, results of operations or cash
flows.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethia United States of America
requires management to make estimates and assas et affect the reported amounts of assetsiabitities, disclosure of contingent
assets and liabilities at the date of the finarstialements, and the reported amounts of revemaksxgpenses during the reporting periods.
Significant items subject to such estimates andrapsions include the estimate of useful lives asgidual value of its content library; the
valuation of stock-based compensation; and thegrdton and measurement of income tax assets ahilifies. On an ongoing basis, the
Company evaluates its estimates, including thdsg¢e to the useful lives and residual values sunding the Compang’content library. Th
Company bases its estimates on historical experiand on various other assumptions that the Comipeligves to be reasonable under the
circumstances. Actual results may differ from thesémates.

Fair Value of Financial | nstruments

The fair value of the Company’s cash and cash edgiins, shorterm investments, accounts payable and accrueds&papproximat
their carrying value due to their short maturities.

Cash Equivalents and Short-term I nvestments

The Company classifies cash equivalents and shortinvestments in accordance with Statement adrigial Accounting Standards
(“SFAS”) No. 115,Accounting for Certain Investments in Debt and Bg8ecurities The Company considers investments in instruments
purchased with an original maturity of 90 daysessl|to be cash equivalents. The Company classHms-term investments as available-for-
sale, which consists of marketable securities witinal maturities in excess of 90 days. Shonmrt@rvestments are reported at fair

F-7



Table of Contents

NETFLIX, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

value with unrealized gains and losses includeatoumulated other comprehensive income within $tolclers’ equity in the consolidated
balance sheet. The amortization of premiums antbdigs on the investments, realized gains anddpssel declines in value judged to be
other-than-temporary on available-feale securities are included in interest and atiwme in the consolidated statements of operatibime
Company uses the specific identification methoddtermine cost in calculating realized gains asdds upon the sale of short-term
investments.

Short-term investments are reviewed periodicallidemtify possible other-than-temporary impairmeéfithen evaluating the
investments, the Company reviews factors suchetettgth of time and extent to which fair value haen below cost basis, the financial
condition of the issuer and the Company’s abilitgd antent to hold the investment for a period ofdgiwhich may be sufficient for anticipated
recovery in market value.

Restricted Cash

As of December 31, 2007 and 2006, other assetsdadlrestricted cash of $1.9 million and $1.5 wrilirespectively, related to
workers' compensation insurance deposits. In agditis of December 31, 2007 and 2006, other cuassgts included $2.3 million and $2.2
million, respectively, set aside for plaintiffstatneys’ fees and expenses in Cleavez vs. Netflix, Intawsuit. See Note 5 for further
discussion.

Content Library

The Company acquires content from studios andilsligtrs through direct purchases, revenue shagngements or license agreeme
The Company acquires content for the purpose dgarémits subscribers and earns subscription teet@nues, and, as such, the Company
considers its content library to be a productive@easAccordingly, the Company classifies its cohtdmary as a non-current asset on its
consolidated balance sheets. Additionally, in adance with SFAS No. 9%5tatement of Cash Flowsash outflows for the acquisition of the
content library, net of changes in accounts payatkclassified as cash flows from investing dtigis in the Company’s consolidated
statements of cash flows. This is inclusive of apfront non-refundable payments required undermegesharing agreements.

The Company amortizes its DVDs, less estimatedagalwalue, on a “sum-of-the-months” accelerate@slma®r their estimated useful
lives. The useful life of the new release DVDs &adk catalog DVDs is estimated to be 1 year andaBsy respectively. In estimating the
useful life of its DVDs, the Company takes into @eat library utilization as well as an estimate lfst or damaged DVDs. Volume purchase
discounts received from studios on the purchasiles are recorded as a reduction of DVD inventwhen earned.

The Company provides a salvage value of $3.00 p Br those direct purchase DVDs that the Compestymates it will sell at the
end of their useful lives. For those DVDs that @@mmpany does not expect to sell, no salvage valpeovided.

Under revenue sharing agreements with studios etidbaditors, the Company generally obtains titleslbéw initial cost in exchange for
a commitment to share a percentage of our subggriptvenues or a fee, based on utilization, overeal period, or the Title Term, which
typically ranges from six to twelve months for ed&@¥D title. The revenue sharing expense associattdthe use of each title is expensed to
cost of revenues. At the end of the Title Term,@oenpany generally has the option of returningDM® title to the studio, destroying the
title or purchasing the title. In addition, the Quemny remits an upfront non-refundable payment tpaie titles from the studios and
distributors under revenue sharing agreements. @adyment includes a contractually specified inifiidd license fee that is capitalized and
amortized in accordance with the
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Company’s DVD amortization policy. This payment naso include a contractually specified prepaynuérititure revenue sharing
obligations that is classified as prepaid reverhaing expense and is charged to expense as fewgaue sharing obligations are incurred.

The Company amortizes license fees on Internetebesetent on a straighiie basis consistent with the terms of the licemgeement

Amortization of I ntangible Assets

Intangible assets are carried at cost less acctedudamortization. The Company amortizes the intalegissets with finite lives using
the straight-line method over the estimated ecoadivés of the assets, ranging from approximat@yadars to 14 years. Intangible assets are
included as part of other assets in the consolida#tance sheets. In the first quarter of 2007 hmpany wrote off fully amortized
intangible assets of $11.9 million. See Note 3dother discussion.

Property and Equipment

Property and equipment are carried at cost leamaglated depreciation. Depreciation is calculatsidgithe straight-line method over
the shorter of the estimated useful lives of tlepeetive assets, generally up to 5 years, or teeleerm for leasehold improvements, if
applicable. See Note 3 for further discussion.

I mpairment of Long-Lived Assets

In accordance with SFAS No. 144¢counting for the Impairment or Disposal of Lonigdd Assetslong-lived assets such as content
library, property and equipment and intangible #ssabject to amortization, are reviewed for impa&nt whenever events or changes in
circumstances indicate that the carrying amouminohisset group may not be recoverable. Recovéyatiilasset groups to be held and used is
measured by a comparison of the carrying amouahafsset group to estimated undiscounted fututeftags expected to be generated by
the asset group. If the carrying amount of an ag®etp exceeds its estimated future cash flowsngairment charge is recognized by the
amount by which the carrying amount of an assatfgexceeds fair value of the asset group. The Comneaaluated its longived assets, ar
impairment charges were not material for any ofytbars presented.

Capitalized Software Costs

The Company accounts for software development ciostisiding costs to develop software productsherdoftware component of
products to be marketed to external users, asasedbftware programs to be used solely to meeTtmepany’s internal needs in accordance
with SFAS No. 86Accounting for the Costs of Computer Software t&Blel, Leased, or Otherwise Marketeahd Statement of Position
(SOP) No. 98-1Accounting for Costs of Computer Software Develape@btained for Internal UseCosts incurred during the application
development stage for software programs to be sslketly to meet our internal needs are capitalig=gitalized software costs are include:
property and equipment, net and are amortized tineeestimated useful life of the software, gengnal to three years. The net book value of
capitalized software costs is not significant aBetember 31, 2007 and 2006.

Revenue Recognition

Subscription revenues are recognized ratably caehn subscriber’'s monthly subscription period. Rdfuto subscribers are recorded as
a reduction of revenues. Revenues from sales artsivng are recognized upon completion of the caigimp Revenues are presented net of
the taxes that are collected from customers andttezihio governmental authorities. Deferred reveoamsists of subscriptions revenues bi
to subscribers that have not been recognized dnsglufiscriptions that have not been redeemed.
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Cost of Revenues

Subscription. Cost of subscription revenues consists of gestand packaging expenses, amortization of theenbfibrary and
revenue sharing expenses. Revenue sharing expeesescorded when either DVDs are shipped to sildessror Internet-based content is
viewed by subscribers.

The terms of some revenue sharing agreements twidios obligate the Company to make minimum reveshaing payments for
certain titles. The Company amortizes minimum rexesharing prepayments (or accretes an amount feagastudios if the payment is due
in arrears) as revenue sharing obligations arerieduA provision for estimated shortfall, if amn minimum revenue sharing payments is
made in the period in which the shortfall becomebable and can be reasonably estimated. Additigrthke terms of certain purchase
agreements with studios provide for rebates baseathieving specified performance levels. The Cam@eccrues for these rebates as ea
based on historical title performance and estimatemand for the titles over the remainder oftithe term. Actual rebates may vary which
could result in an increase or reduction in thexested amounts previously accrued.

Fulfillment Expenses. Fulfillment expenses represent those costgiiadun operating and staffing the Company’s flifént and
customer service centers, including costs attriidatto receiving, inspecting and warehousing then@any’s content library. Fulfillment
expenses also include credit card fees.

Technology and Devel opment

Technology and development expenses consist objpayrd related costs incurred in testing, maintajrand modifying the Compars/’
Web site, its recommendation service, developirgtiems for the Internet-based delivery of contensubscribers, telecommunications
systems and infrastructure and other internal-afievare systems. Technology and development exgaxise include depreciation of the
computer hardware and capitalized software usedrtdts Web site and store its data.

Marketing

Marketing expenses consist primarily of advertistxgenses. Advertising expenses include marketiogram expenditures and other
promotional activities, including revenue sharixgenses, postage and packaging expenses and camteriization related to free trial
periods. Advertising costs are expensed as incaxedpt for advertising production costs, whichexpensed the first time the advertising is
run. Advertising expense totaled approximately $20fillion, $215.3 million and $135.9 million in @@, 2006 and 2005, respectively.

The Company and its vendors participate in a wanétooperative advertising programs and othemmtional programs in which the
vendors provide the Company with cash considerati@xchange for marketing and advertising of taedor’s products. If the consideration
received represents reimbursement of specific mergal and identifiable costs incurred to prombtevendor’s product, it is recorded as an
offset to the associated marketing expense incufed reimbursement greater than the specific imenetal and identifiable costs incurred is
recognized as a reduction of cost of revenues wdergnized in the Company’s consolidated statenwfraperations.

Income Taxes

The Company accounts for income taxes using thet assl liability method. Deferred income taxesramgnized by applying enacted
statutory tax rates applicable to future yearsiffergnces between the financial statement carrgimgunts of existing assets and liabilities
and their respective tax bases and operating lo$s a
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tax credit carryforwards. The effect on deferreddasets and liabilities of a change in tax rategdognized in income in the period that
includes the enactment date. The measurement efrddftax assets is reduced, if necessary, byuatiah allowance for any tax benefits for
which future realization is uncertain. The Compasgognizes interest and penalties related to usioerix positions in income tax expense.

Comprehensive | ncome

The Company reports comprehensive income or loasdordance with the provisions of SFAS No. 1B@porting Comprehensive
Income, which establishes standards for reporting congmsive income and its components in the finanté&éments. Other comprehensive
income consists of unrealized gains and lossevaitahle-for-sale securities, net of tax. Total grehensive income and the components of
accumulated other comprehensive income are prasenthe accompanying consolidated statementsookbblders’ equity.

Net Income Per Share

Basic net income per share is computed using thghtexl-average number of outstanding shares of aamstock during the period.
Diluted net income per share is computed usingvitighted-average number of outstanding sharesrofraan stock and, when dilutive,
potential common shares outstanding during theodeRotential common shares consist primarily ofémental shares issuable upon the
assumed exercise of stock options, warrants tchaseecommon stock and shares currently purchagaldaant to our employee stock
purchase plan using the treasury stock methodc®hgutation of net income per share is as follows:

Year ended December 31,
2007 2006 2005
(in thousands, except per share data)

Basic earnings per shal

Net income $ 66,95: $ 49,08: $ 42,02°
Shares used in computatic
Weightec-average common shares outstanc 67,07¢ 62,57 53,52¢
Basic earnings per she $ 1.0C $ 0.7¢ $ 0.7¢
Diluted earnings per shar
Net income $ 66,95: $ 49,08: $ 42,02°
Shares used in computatic
Weighte-average common shares outstant 67,07¢ 62,577 53,52¢
Warrants — 4,09: 8,35¢
Employee stock options and employee stock purcplaseshare 1,82¢ 2,40¢ 3,63¢€
Weightec-average number of shar 68,90: 69,07t 65,51¢
Diluted earnings per sha $ 0.97 $ 071 $ 0.64

Employee stock options with exercise prices gretign the average market price of the common st@rk excluded from the diluted
calculation as their inclusion would have been-dittitive. There were no outstanding warrants duthgyyear ended December 31, 2007.
the years ended December 31, 2006 and 2005, nmodiisg warrants were excluded from the dilutedwdakion as their exercise prices were
lower than the average market price of the comntacks The following table summarizes the potert@hmon shares excluded from the
diluted calculation:

Year ended December 31

2007 2006 2005
(in thousands)
Employee stock optior 1,97: 1,19¢ 1,02z
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The weighted average exercise price of excludestanding stock options was $27.83, $29.84 and $28r3the years ended
December 31, 2007, 2006 and 2005, respectively.

Stock-Based Compensation

Effective January 1, 2006, the Company adoptedatin@alue recognition provisions of SFAS No. 12B(Bhare-Based Payméen
(“SFAS No. 123(R)"), using the modified prospectimethod. The Company had previously adopted thevédiie recognition provisions of
SFAS No. 123Accounting for Stock-Based CompensafiBRAS No. 123”), as amended by SFAS No. 14&;counting for Stock-Based
Compensation—Transition and Disclosure, an AmendiofedrASB Statement No. 1282003, and restated prior periods at that timexeBise
the fair value recognition provisions of SFAS N83land SFAS No. 123(R) were generally consistaetatoption of SFAS No. 123(R) did
not have a significant impact on the Company’sritial position or results of operations.

Recent Accounting Pronouncements

In December 2007, the Financial Accounting Stansi&uoiard (“FASB”) issued SFAS No. 141-R, Busin€ssnbination{SFAS
No. 147-R), to replace SFAS No. 14Business CombinationsSFAS No. 141-R requires the use of the acquisiti@thod of accounting,
defines the acquirer, establishes the acquisitida dnd broadens the scope to all transactionsthed events in which one entity obtains
control over one or more other businesses. Thisrsent is effective for financial statements issfoediscal years beginning on or after
December 15, 2008. The Company does not expeetdihgtion of this standard to have a material efbedits financial position or results of
operations.

In February 2007, the FASB issued SFAS No. T8® Fair Value Option for Financial Assets and Fiol Liabilities. SFAS No. 159
allows companies to choose to measure many finkinsiuments and certain other items at fair valtlee statement requires that unrealized
gains and losses on items for which the fair valpgion has been elected to be reported in earn8igaS No. 159 also amends certain
provisions of SFAS No. 11%\ccounting for Certain Investments in Debt and BgBecurities SFAS No. 159 is effective for fiscal years
beginning after November 15, 2007, although eaddoption is permitted. The Company does not exipecadoption of this standard to have
a material effect on its financial position or rikswf operations.

In September 2006, the FASB issued SFAS No. E&if,Value MeasurementSFAS No. 157 establishes a framework for measuring
the fair value of assets and liabilities. This feamork is intended to provide increased consistéméyw fair value determinations are made
under various existing accounting standards whemjg, or in some cases require, estimates oftfiaitket value. SFAS No. 157 was effec
for fiscal years beginning after November 15, 2G0W interim periods within those fiscal years.lieaapplication is encouraged, provided
that the reporting entity has not yet issued fin@mnstatements for that fiscal year, including &ingncial statements for an interim period
within that fiscal year. In December 2007, the FAS&ied proposed FASB Staff Position (“FSP”) NoZ-b5(FSP No. 157-b), which would
delay the effective date of SFAS No. 157 for alhfimancial assets and non-financial liabilitiescept those that are recognized or disclosed
at fair value in the financial statements on a néeg basis. FSP No. 157-b partially defers the@f{e date of SFAS No. 157 to fiscal years
beginning after November 15, 2008 and interim piiwithin those fiscal years for items within tloege of FSP No. 157-b. The Company
does not expect the adoption of this standard ¥e hamaterial effect on our financial position esults of operations.

In June 2006, the FASB issued FASB Interpretation48,Accounting for Uncertainty in Income Tax€eBhe interpretation clarifies the
accounting for uncertainty in income taxes recoeghiin a company'’s financial statements in accordavith Statement of Financial
Accounting Standards No. 108¢counting for Income
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Taxes. Specifically, the pronouncement prescribes ageition threshold and a measurement attributeHerfinancial statement recognition
and measurement of a tax position taken or expeotbd taken in a tax return. The interpretati@o gdrovides guidance on the related

derecognition, classification, interest and peaaltaccounting for interim periods, disclosure @adsition of uncertain tax positions. The

interpretation was effective for fiscal years begigy after December 15, 2006. The adoption of$tasdard did not have a material effect on
our financial position or results of operations.

2. Short-term Investments

At December 31, 2007, short-term investments wixgsiied as available-for-sale securities and@perted at fair value as follows:

Gross Gross

Gross Unrealized Unrealized
Amortized Estimated
Cost Gains Losses Fair Value

(in thousands)

Corporate debt securiti $ 36,44¢ $ 31t $ (89 $ 36,67t
Government and agency securi 130,88« 2,15¢ (33 133,00¢
Asset and mortgage backed securi 37,84 307 (127) 38,02:
$205,17: $ 2,771 $ (245 $207,70:

The Company recognized gross realized gains of dlion and gross realized losses of $0.05 millchrring 2007 from the sales of
available-for-sale securities. The Company recaghinterest income related to available-for-sataisges of $9.6 million during 2007.
Realized gains and losses and interest incomanalglied in interest and other income (expense).

The estimated fair value of short-term investmémytsontractual maturity as of December 31, 200&ifollows:

(in thousands’

Due within one yea $ 22,95(
Due after one year and through 5 ye 165,69!
Due after 5 years and through 10 ye 2,95(
Due after 10 yeat 16,10¢
Total shor-term investment $ 207,70:

As the portfolio has been in existence for less thiae year as of December 31, 2007, there arevestiments which have been in a
continuous loss position for more than twelve menth

3. Balance Sheet Components
Content Library, Net
Content library and accumulated amortization cdedisf the following:

As of December 31,

2007 2006

(in thousands)
Content library, gros $ 698,70 $ 484,03«
Less accumulated amortizati (566,249 (379,129
Content library, ne $ 132,45! $ 104,90¢
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Property and Equipment, Net
Property and equipment and accumulated depreciatinsisted of the following:

As of December 31,

2007 2006
(in thousands)
Computer equipmet 3year $ 35,58t $ 28,23]
Other equipmer 3-5 year 41,14( 25,00(
Computer software, including inter-use softwart 1-3 year 22,05¢ 16,88:
Furniture and fixture 3 year 7,882 4,85¢
Leasehold improvemen Over life of leas 18,44( 14,38¢
Capital worl-in-progress 18,45: 11,48:
Property and equipment, grc 143,55 100,84¢
Less: Accumulated depreciati (66,23) (45,349
Property and equipment, r $ 77,32¢  $ 55,50

Capital work-in-progress consists primarily of apgmately $10.2 million of capital expenditures et in service and approximately
$8.2 million of leasehold improvements associatét the leasing of the building adjacent to the @amy’s headquarters in Los Gatos,
California. The building is expected to be compdatethe first quarter of 2008, at which time thenpany will commence depreciation of
related leasehold improvements. The leasehold imgmnents will be depreciated over the shorter ofehse term or the estimated useful life
of the related assets.

Intangible Assets
Intangible assets and accumulated amortizationisteassof the following:

As of December 31,

2007 2006
(in thousands)
Patents, gros $1,56¢€ $1,06¢
Less accumulated amortizati (200 97
Patents, ne $1,36¢€ $ 96¢

The weightedaverage remaining estimated lives of the pateetsipproximately 9 years. The annual amortizatigreage of the paten
that existed as of December 31, 2007 is expectéd tpproximately $0.2 million for each of the fugcceeding years.

Accrued Expenses
Accrued expenses consisted of the following:

As of December 31,

2007 2006
(in thousands)
Accrued state sales and use $ 9,46¢ $ 9,01¢
Accrued payroll and employee bene 4,607 5,08(
Accrued settlement cos 6,73 6,61%
Other 15,65¢ 9,191
Total accrued expens $36,46¢ $29,90¢
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4. Warrants

In July 2001, in connection with borrowings undebardinated promissory notes, the Company issugtetoote holders warrants to
purchase 13,637,894 shares of the Company’s consiochk at $1.50 per share. The Company accountetidédair value of the warrants of
$10.9 million as an increase to additional paidapital with a corresponding discount on subordidatotes payable. As of December 31,
2004, warrants to purchase 9,100,120 shares @dhgany’s common stock remained outstanding. Westarpurchase 1,894 shares were
exercised in 2005 and accordingly, as of Decembe2B05, warrants to purchase 9,098,226 shardeedfdmpanys common stock remain
outstanding. In 2006, the remaining warrants wesga@sed, and accordingly, there were no warrantstanding as of December 31, 2006.
There were no warrants issued in 2007.

5. Commitments and Contingencies
Lease Commitments

The Company leases facilities under non-canceladeating leases with various expiration datesutina?013. The facilities generally
require the Company to pay property taxes, inswamet maintenance costs. Further, several leaseragnts contain rent escalation clauses
or rent holidays. For purposes of recognizing mimmrental expenses on a straight-line basis owetettms of the leases, the Company uses
the date of initial possession to begin amortizgtishich is generally when the Company enters plaes and begins to make improvemen
preparation of intended use. For scheduled remiasen clauses during the lease terms or for fg@gments commencing at a date other
than the date of initial occupancy, the Companpms minimum rental expenses on a straight-linéstmager the terms of the leases in the
consolidated statements of operations. The Compasyhe option to extend or renew most of its leagach may increase the future
minimum lease commitments.

Future minimum lease payments under non-cancetaipiéal and operating leases as of December 3%, @@0as follows:

Operating

Year Ending December 31, Leases
(in thousands’
2008 $ 15,13¢
2009 13,60:
2010 10,62¢
2011 7,75¢
2012 6,40¢
Thereatftel 697
Total minimum payment $ 54,22¢

Rent expense associated with the operating leaag$%4.9 million, $10.8 million and $7.5 milliorrfthe years ended December 31,
2007, 2006 and 2005, respectively.

Litigation
From time to time, in the normal course of its @iens, the Company is a party to litigation matt@nd claims, including claims
relating to employee relations and business prsticitigation can be expensive and disruptivediommal business operations. Moreover, the

results of complex legal proceedings are diffitalpredict and we cannot reasonably estimate kiediHiood or potential dollar amount of any
adverse results. The
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Company expenses legal fees as incurred. Listexhbale material legal proceedings to which the Camygds a party. An unfavorable
outcome of any of these matters could have a nahgediverse effect on the Company’s financial positliquidity or results of operations.

On September 23, 2004, Frank Chavez, individually @n behalf of others similarly situated, filedlass action lawsuit against the
Company in California Superior Court, City and Ctyuof San Francisco. The complaint asserts claifparoong other things, false
advertising, unfair and deceptive trade practibesach of contract as well as claims relating ®@ompany’s statements regarding DVD
delivery times. The Company entered into an amesdétement under which Netflix subscribers whoevenrolled in a paid membership
before January 15, 2005 and were a member on Qci8h@005 are eligible to receive a free one-mapifirade in service level, and Netflix
subscribers who were enrolled in a paid membeiséipre January 15, 2005 and were not a member wbercl9, 2005 are eligible to
receive a free one-month Netflix membership ofagitie 1, 2 or 3 DVDs atme unlimited program. The Court issued final jodnt on the
settlement on July 28, 2006, awarding plaintiff$bemeys’ fees and expenses of $2.1 million. Thalfjudgment has been appealed to the
California Court of Appeals, First Appellate DisttiThe Appellate Court has not set a hearing dataccordance with SFAS No. 5,
Accounting for Contingenci¢, the Company estimated and recorded a chargesagamings in general and administrative expenses
associated with the legal fees and the incremenjadcted costs for the free one month membersHirieer subscribers, of which $6.7
million is included in accrued expenses as of Ddmam31, 2007. The charge for the free one monthagegto the next level program for
existing subscribers will be recorded when the sribsrs utilize the upgrade. The actual cost ofstiilement will be dependent upon many
unknown factors such as the number of former Nesflibscribers who will actually redeem the settlenienefit when it is made available
following the appeal period. The Company deniesvargngdoing.

On January 2, 2007, Lycos, Inc. filed a complagmtdatent infringement against the Company, TiVie, Bnd Blockbuster, Inc. in the
United States District Court for the Eastern Dgdtaf Virginia. The complaint alleges that the Camp infringed U.S. Patents Nos. 5,867,799
and 5,983,214, entitled “Information System and ietfor Filtering a Massive Flow of Information Higs to Meet User Information
Classification Needs” and “System and Method Emipigyndividual User Content-Based Data and Usefaboration Feedback Data to
Evaluate the Content of an Information Entity ibaage Information Communication Network&spectively. The complaint seeks unspec
compensatory and enhanced damages, interest andrfdeseeks to permanently enjoin the defendamtsififringing the patents in the
future. On August 6, 2007, the case was transfaadite District of Massachusetts.

On January 31, 2007, Dennis Dilbeck filed a putatilass action lawsuit against the Company in thigeld States District Court for the
Northern District of California captioneDennis Dilbeck vs. Netflix, In¢ Civil Case No. C 07 00643 PVT. The complaintgdie that the
Company violated antitrust and unfair competitiaws in seeking to enforce two of its patents agdfeckbuster, Inc. and other potential
competitors, which patents were allegedly obtaimgdeceiving the U.S. Patent and Trademark Offite complaint alleges that the
Company’s subscribers have paid artificially infldisubscription prices because potential compstit@re allegedly deterred from entering
the online DVD rental market by the Compasipatents. The complaint purports to be on belalkisting and past subscribers who allege
would have paid lower subscription rates but fer adleged anticompetitive conduct. The complaieksanjunctive relief, restitution and
damages in an unspecified amount. Subsequentlyotingy consumer class actions were filed in theddnGtates District Court for the
Northern District of Californi— Melanie Polk-Stamps and Babacar Diene vs. Netfiix,, Civil Case C 07-01266 argteven Dassa v.
Netflix, Inc., Civil Case C 07 1978 RS — each of which alledgmdsame causes of actions and made the same réaqudsnages as those set
forth in theDilbeckcase. On March 17, 2007, the court entered an caieolidating all of the class actions. Netflbbsaquently filed a
motion to

F-16



Table of Contents

NETFLIX, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

dismiss the consolidated case. On June 14, 208¢drt entered an order granting Netflix’'s motiordismiss but allowing plaintiffs leave to
file an amended complaint. After conducting sonseavery, the plaintiffs did not amend their complaind the parties requested that the
case be dismissed. On October 22, 2007, the coamtayl the request that the case be dismissed.

On April 9, 2007, SBJ Holdings 1, LLC filed a corapit for patent infringement against the CompanghaéUnited States District Col
for the Eastern District of Texas, captior&8J Holdings 1, LLC v. Netflix, Inc., Amazon.cams, BarnesandNoble.com, LLC, and Borders
Group, Inc., Civil Action No. 2:07-cv-120-TJW. The complai@iteges that the Company infringed U.S. Patent@\230,592 B1 entitled
“Method, Memory, Product, and Code for Displayingfustomized Content Associated with Visitor DataSued on December 11, 2001.
The complaint seeks unspecified compensatory ahdrexed damages, interest and fees, and seeksnampantly enjoin the defendants from
infringing the patent in the future.

On August 23, 2007, Constellation IP, LLC filedamplaint for patent infringement against the Comypiarthe United States District
Court for the Eastern District of Texas, captiomhstellation IP, LLC v. The Allstate Corporatiat,al.,Civil Action No. 5:07-cv-00134.
The complaint alleges that the Company infringe8l.Patent No. 6,453,302 entitled “Computer GendrBtesentation System”, issued on
September 17, 2002. The complaint seeks unspecifieghensatory and enhanced damages, interestesicafed seeks to permanently enjoin
the defendants from infringing the patent in thierfe. On November 30, 2007, the Company enteredairsiettiement agreement with the
plaintiff. On December 6, 2007 the plaintiff filedmotion to dismiss the Company from the litigati®m January 9, 2008, the court entere
Order dismissing all claims against the Companypitjudice.

On October 16, 2007, Refined Recommendation Cotiparéiled a complaint for patent infringement aggtithe Company in the Unit
States District Court for the Eastern District el Jersey, captiondflefined Recommendation Corporation v. Netflix,, |80l Action
No. 2:0%-cv-04981-DMC-MF. The complaint alleges that ther@any infringed U.S. Patent No. 6,606,102 entitledtimizing Interest
Potential”, issued on August 12, 2003. The complséeks unspecified compensatory and enhanced éafiaterest and fees, and seeks to
permanently enjoin the defendants from infringihg patent in the future. On February 15, 2008¢#s® was transferred to the Northern
District of California.

On December 28, 2007, Parallel Networks, LLC fiecomplaint for patent infringement against the @any in the United States
District Court for the Eastern District of TexaaptionedParallel Networks, LLC v. Netflix, Inc., et. aCivil Action No 2:07-cv-562-LED.
The complaint alleges that the Company infringesl.Patent Nos. 5,894,554 and 6,415,335 B1 entitigdtem For Managing Dynamic W
Page Generation Requests by Intercepting RequégtltServer and Routing to Page Server TherebyaRielg Web Server to Process Other
Requests” and “System and Method for Managing Dyoalteb Page Generation Requests”, issued on ABril299 and July 2, 2002,
respectively. The complaint seeks unspecified corsatry and enhanced damages, interest and fekseaks to permanently enjoin the
defendants from infringing the patent in the future

6. Guarantees—Intellectual Property Indemnificaton Obligations

In the ordinary course of business, the Companyehtered into contractual arrangements under wihitds agreed to provide
indemnification of varying scope and terms to basspartners and other parties with respect tainartatters, including, but not limited to,
losses arising out of the Company’s breach of sugbements and out of intellectual property infeimgnt claims made by third parties. In
these circumstances, payment by the Company istaomal on the other party making a claim pursuarthe procedures specified in the
particular contract, which procedures typicallyalithe Company to challenge the other party’s cdaim
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Further, the Company’s obligations under theseeagesnts may be limited in terms of time and/or amoand in some instances, the
Company may have recourse against third partieseidain payments made by it under these agreemniardddition, the Company has

entered into indemnification agreements with itecliors and certain of its officers that will reguit, among other things, to indemnify them
against certain liabilities that may arise by reasbtheir status or service as directors or oficdhe terms of such obligations vary.

It is not possible to make a reasonable estimatieenimaximum potential amount of future paymeneurthese or similar agreements
due to the conditional nature of the Company’sgailons and the unique facts and circumstancedviegton each particular agreement. No
amount has been accrued in the accompanying fialsteitements with respect to these indemnificagigerantees.

7. Stockholders’ Equity
On May 3, 2006, the Company issued 3,500,000 slodresmmon stock upon the closing of a secondablipwffering for net proceer
of $101.1 million.

On April 18, 2007, the Company announced a stopln@hase program allowing the Company to repurcbpge $100.0 million of its
common stock through the end of 2007. During ther yeded December 31, 2007, the Company repurcHdasg8,788 shares of common
stock at an average price of $21.09 per sharenfaiggregate amount of $99.9 million, net of expenSéock repurchases are accounted for
under the retirement method as all shares repurdhasve been retired. There were no unsettled sbpuechases as of December 31, 2007.

On January 31, 2008, the Company’s Board of Dirscaoithorized a stock repurchase program allowiegdompany to repurchase up
to $100.0 million of its common stock through thedeof 2008. Under this program, the Company remsetl 3,847,062 shares of common
stock at an average price of $25.96 per sharenfaiggregate amount of $99.9 million, net of expsnse

Preferred Stock

The Company has authorized 10,000,000 shares efsigrhted preferred stock with par value of $08€dshare. None of the prefer
shares were issued and outstanding at Decemb@08T,and 2006.

Voting Rights

The holders of each share of common stock shahitiled to one vote per share on all matters tedted upon by the Company’s
stockholders.

Employee Stock Purchase Plan

In February 2002, the Company adopted the 2002 &yaplStock Purchase Plan (“ESP®hich reserved a total of 1,166,666 share
common stock for issuance. The 2002 Employee Stockhase Plan also provides for annual increastse inumber of shares available for
issuance on the first day of each year, beginniitiy 2003, equal to the lesser of:

* 2% of the outstanding shares of the common stodkefirst day of the applicable yei
* 666,666 shares; ar
e such other amount as the Comg’s Board of Directors may determir
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Under the Company’s ESPP, employees may purchasmon stock of the Company through accumulated flageductions. The
purchase price of the common stock acquired bythgloyees participating in the ESPP is 85% of thsiteg price on either the first day of
the offering period or the last day of the purchaseod, whichever is lower. Through May 1, 2006eng periods were twentfeur months
and the purchase periods were six months. Theredah offering period included four sixenth purchase periods, and the purchase pri
each six-month period was determined by compaheglosing prices on the first day of the offerpagiod and the last day of the applicable
purchase period. In this manner, the look-bacld&iermining the purchase price was up to twenty-foonths. However, effective May 1,
2006, the ESPP was amended so that offering aruth@se periods take place concurrently in conseegivmonth increments. Under the
amended ESPP, therefore, the look-back for detémgithe purchase price is six months. Employeesimagst up to 15% of their gross
compensation through payroll deductions. In no eghall an employee be permitted to purchase ninane 8,334 shares of common stock
during any six-month purchase period. During thargended December 31, 2007, 2006 and 2005, engg@echased approximately
205,416, 378,361 and 349,229 shares at averagesmic$18.43, $9.84 and $8.09 per share, respbct®ash received from purchases under
the ESPP for the years ended December 31, 2008,&0D2005 was $3.8 million, $3.7 million and $&h#lion, respectively. As of
December 31, 2007, 2,630,931 shares were availabfature issuance under the 2002 Employee Stackiase Plan.

Stock Option Plans

In December 1997, the Company adopted the 199k Blam, which was amended and restated in Octdb@t.2ZT'he 1997 Stock Plan
provides for the issuance of stock purchase right¢gntive stock options or non-statutory stockap. In November 2007, the 1997 Stock
Plan expired and, as a result, there were no shesesved for future issuance upon the exerciseistanding options under the 1997 Stock
Plan as of December 31, 2007.

In February 2002, the Company adopted the 200k Rtam, which was amended and restated in May 200§ 2002 Stock Plan
provides for the grant of incentive stock optiom®mployees and for the grant of non-statutorykstqitions and stock purchase rights to
employees, directors and consultants. As of Dece®be2007, 3,994,866 shares were reserved fordussuance under the 2002 Stock Plan.
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A summary of the activities related to the Compargptions is as follows:

Options Outstanding Weighted-Average

Remaining Aggregate
Shares Available Number of Weighted-Average Contractual Term Intrinsic Value
for Grant Shares Exercise Price (in Years) (in Thousands'
Balances as of December 31, 2! 4,251,01; 5,815,75: 7.91
Authorized 2,000,001 — —
Granted (1,741,31) 1,741,31! 15.3(
Exercisec — (1,629,11) 6.22
Cancelec 73,14( (73,140 19.6¢
Balances as of December 31, 2! 4,582,83. 5,854,81I 10.4:
Authorized 2,000,001 — —
Granted (1,043,911 1,043,91I 25.7(C
Exercisec — (1,379,01) 6.07
Cancelec 66,26 (66,267) 28.5¢
Balances as of December 31, 2! 5,605,18: 5,453,45: 14.2:
Grantec (1,103,52) 1,103,52: 21.72
Exercisec — (828,829 7.0%
Cancelec 108,51 (108,519 29.4¢
Expired (615,309 — —
Balances as of December 31, 2! 3,994,86! 5,619,63! 16.47 6.52 60,85¢
Vested and exercisable at December 31,
2007 5,619,63i 16.47 6.5% 60,85¢

The aggregate intrinsic value in the table abopeasents the total pretax intrinsic value (theeddhce between the Company’s closing
stock price on the last trading day of 2007 andetkercise price, multiplied by the number of in-theney options) that would have been
received by the option holders had all option hddexercised their options on December 31, 200i& dimount changes based on the fair
market value of the Company’s common stock. Tatidrisic value of options exercised for the yeardesl December 31, 2007, 2006 and
2005 was $13.7 million, $29.2 million and $24.0lioil, respectively.

Cash received from option exercises for the yeade@ December 31, 2007, 2006 and 2005 was $5.@mi$§8.4 million and $10.1
million, respectively.

The following table summarizes information on oaitgting and exercisable options as of December®17:2

Options Outstanding and Exercisable
Weighted-Average

Remaining
Number of Contractual Life Weighted-Average
Exercise Price Options (Years) Exerices Price

$0.08- $1.50 1,411,32! 3.7t $ 1.5C
$1.51-$5.51 144,93¢ 4.27 4.01
$5.52- $11.48 406,23! 6.7C 10.6¢
$11.49- $16.33 425,15! 6.6 13.4:
$16.34- $21.45 1,006,25: 8.1¢ 19.1¢
$21.46- $26.29 893,12¢ 8.67 23.7¢
$26.30- $29.60 1,006,78: 7.2 27.7¢
$29.61- $36.37 325,82( 6.0¢ 34.9(
5,619,63! 6.5 16.47
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Stock-Based Compensation

Vested stock options granted before June 30, 2804e exercised up to three months following teatidm of employment. Vested
stock options granted after June 30, 2004 and éefanuary 1, 2007 can be exercised up to one ghawving termination of employment.
For newly granted options, beginning in January72@dnployee stock options will remain exercisabletfie full ten year contractual term
regardless of employment status. In conjunctiom wits change, the Company changed its methodlcfileéing the fair value of new stock-
based compensation awards granted under its spiii@lans from a Black-Scholes model to a latbegomial model. The Company
believes that the lattice-binomial model is morpatae of incorporating the features of the Compsugyhployee stock options than closed-
form models such as the Black-Scholes model. Titiedabinomial model has been applied prospectitelgptions granted in 2007. The
following table summarizes the assumptions usedhae option grants using the Black-Scholes mad@005 and 2006 and a lattice-
binomial model in 2007:

2007 2006 2005
Dividend yield 0% 0% 0%
Expected volatility 43%—-52% 48% 59%
Risk-free interest rat 4.40%— 4.92% 4.76% 3.67%
Expected life (in years — 3.9 3.0¢
Suboptimal exercise fact: 1.77-2.0¢ — —

The fair value of shares issued under the ESP§tima&ed using the Black-Scholes option pricing slo@ihe following table
summarizes the assumptions used to value shaueslissider the ESPP:

Year Ended December 31,

2007 2006 2005
Dividend yield 0% 0% 0%
Expected volatility 42% 39% 45%
Risk-free interest rat 4.62% 5.07% 3.8(%
Expected life (in years 0.5 0.t 1.3

The Company estimates expected volatility based biend of historical volatility of the Company’sramon stock and implied
volatility of tradable forward call options to pii@se shares of its common stock. The Company lesligat implied volatility of publicly
traded options in its common stock is expectecetonore reflective of market conditions and, therefean reasonably be expected to be a
better indicator of expected volatility than histat volatility of its common stock.

The Company bifurcates its option grants into tmpkyee groupings (executive and non-executivegthas exercise behavior and
considers several factors in determining the esérohexpected life for each group, including tligtdrical option exercise behavior, the te
and vesting periods of the options granted. Inytker ended December 31, 2007, under the latticeatiad model, the Company used a
suboptimal exercise factor ranging from 2.06 t®Zdr executives and 1.77 to 1.78 for nexecutives, which resulted in a calculated expe
life of the option grants of 5 years for executiaesl 4 years for non-executives. From the secoadeuthrough the fourth quarter of 2006,
under the Black-Scholes model, the Company usezttimate of expected life of 5 years for executaed 3 years for non-executives. The
Company used an estimate of expected life of 4syfearexecutives and 3 years for non-executives fitee second quarter of 2005 through
the first quarter of 2006.

The Company bases the risk-free interest rate 8 Treasury zero-coupon issues with remaining teimgar to the expected term on
the options. The Company does not anticipate pagitygcash dividends in the
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foreseeable future and therefore uses an expeitieiénd yield of zero in the option valuation madBhe Company does not use a post-
vesting termination rate as options are fully véstpon grant date.

The weighted-average fair value of employee stqitions granted during 2007, 2006 and 2005 was $$58.76 and $6.16 per share,

respectively. The weighted-average fair value @frsh granted under the employee stock purchaselptarg 2007, 2006 and 2005 was
$6.70, $7.49 and $6.68 per share, respectively.

The following table summarizes stock-based comp@rsaxpense, net of tax, related to stock optiampand employee stock
purchases under SFAS No. 123(R) which was allocatddllows:

Year Ended December 31,

2007 2006 2005
(in thousands)

Fulfillment expense $ 427 $ 92t $ 1,22¢
Technology and developme 3,69¢ 3,60¢ 4,44¢
Marketing 2,16( 2,13¢ 2,56t
General and administrati\ 5,694 6,02¢ 6,091
Stocl-based compensation expense before income 11,97¢ 12,69¢ 14,327
Income tax benef (4,757 (4,939 —

Total stocl-based compensation after income te $ 7,21¢ $ 7,75¢ $14,321

8. Income Taxes
The components of provision for (benefit from) inmtaxes for all periods presented were as follows:
Year Ended December 31,

2007 2006 2005
(in thousands)

Current tax provision

Federal $38,00: $10,28: $ 638
State 7,20¢ 4,80« 58C
Total curren 45,21( 15,08¢ 1,21:

Deferred tax provisior
Federal (419 15,00¢ (31,45
State (24¢€) 1,14¢ (3,452)
Total deferrec (661) 16,15( (34,905
Provision for (benefit from) income tax $44,54¢ $31,23¢ $(33,697)

Provision for (benefit from) income taxes diffefedm the amounts computed by applying the U.S.rf@dacome tax rate of 35 percent

to pretax income as a result of the following:

Year Ended December 31,

2007 2006 2005
(in thousands)

Expected tax expense at U.S. federal statutoryof36% $39,02¢ $28,11: $ 2,917
State income taxes, net of Federal income tax 5,81¢ 3,86¢ 377
Valuation allowanct (80) (16) (35,59¢)
Stocl-based compensatic (24%) (87¢) (1,439
Other 34 158 43
Provision for (benefit from) income tax 44,54¢ $31,23¢ $(33,697)
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The tax effects of temporary differences and taxyéarwards that give rise to significant portioofsthe deferred tax assets and
liabilities are presented below:

Year Ended December 31,

2007 2006
Deferred tax asset
Accruals and reserve $ 2,98¢ $ 3,10¢
Depreciatior 473 1,39:
Stocl-based compensatic 15,73¢ 12,76¢
Other (69€) 1,56¢
Gross deferred tax ass: 18,49¢ 18,83t
Valuation allowance against deferred tax as — (80)
Net deferred tax asse $ 18,49¢ $ 18,75¢

The total valuation allowance for the years endeddmber 31, 2007 and 2006 decreased by $0.08 mréliid $0.016 million,
respectively.

As a result of the Company’s analysis of expectedré income at December 31, 2005, it was considerare likely than not that
substantially all deferred tax assets would bezed] resulting in the release of the previoustorded valuation allowance and generating a
$34.9 million tax benefit. In evaluating its abjlio realize the deferred tax assets, the Compangidered all available positive and negative
evidence, including its past operating results thedforecast of future market growth, forecastadiegs, future taxable income, and prudent
and feasible tax planning strategies. As of Decerlhe2007 it was considered more likely than hat substantially all deferred tax assets
would be realized, and no valuation allowance veasmded.

As of December 31, 2006, the Company had unrecedmiet operating loss carryforwards for federalpasposes of approximately $
million attributable to excess tax deductions edaib stock options. In 2007 all of the unrecogtimet operating loss was used to reduce the
taxable income and the benefit was credited totgqui

The Company files income tax returns in the U.8efal jurisdiction and all of the states where meaax is imposed. The Company is
subject to U.S. federal or state income tax exatioina by tax authorities for years after 1997.

9. Employee Benefit Plan

The Company maintains a 401(k) savings plan cogesubstantially all of its employees. Eligible emy#es may contribute up to 60%
of their annual salary through payroll deductidng, not more than the statutory limits set by titerdnal Revenue Service. The Company
matches employee contributions at the discretich@Board of Directors. During 2007, 2006 and 20886 Company’s matching
contributions totaled $1.5 million, $1.4 millionc#®0.9 million, respectively.
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10. Related Party Transaction

In April 2007, Netflix entered into a license agresnt with a company in which an employee had aifsignt ownership interest at that
time. Pursuant to this agreement, Netflix recordetharge of $2.5 million in technology and develeptrexpense. In January 2008, in
conjunction with various arrangements Netflix paitbtal of $6.0 million to this same company, ofiebh$5.7 million will be accounted for
an investment under the cost method. In conjunctitin these arrangements, the employee with thafigignt ownership interest in the same
company terminated his employment with Netflix.

11. Selected Quarterly Financial Data (Unaudited

Quarter Ended

December 3. September 3l June 30 March 31
2007
Total revenue $ 302,358 $ 293,97. $303,69: $305,32(
Gross profi $ 102,30 $ 99,51¢ $107,00( $110,34¢
Net income $ 15,77¢ $ 15,73: $2558( $ 09,86¢
Net income per shar
Basic $ 022 % 022 $ 03 $ 0.14
Diluted $ 022 % 02: $ 037 $ 0.14
Subscribers at end of peri 7,47¢ 7,02¢ 6,742 6,797
2006
Total revenue $ 277,23 $ 255,95( $239,35. $224,12¢
Gross profi $ 107,888 $ 97,157 $ 88,77: $ 75,86
Net income $ 1486( $ 12,78 $ 17,037 $ 4,40¢
Net income per shar
Basic $ 02z $ 01¢ $ 02¢ $ 0.0¢
Diluted $ 021 $ 01 $ 028 $ 0.07
Subscribers at end of peri 6,31¢ 5,662 5,16¢ 4,86¢
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f{the Securities Exchange Act of 1934, the regigthas duly caused this report to
be signed on its behalf by the undersigned, théoedmly authorized.

Netflix, Inc.

Dated: February 27, 2008 By: /s/ REEDH ASTINGS
Reed Hastings
Chief Executive Officer
(principal executive officel

Dated: February 27, 2008 By: /s/ BARRYM c C ARTHY
Barry McCarthy
Chief Financial Officer
(principal financial and accounting office

POWER OF ATTORNEY

KNOWN ALL PERSONS BY THESE PRESENTS, that each penshose signature appears below constitutes gouirap Reed
Hastings and Barry McCarthy, and each of themjstrie and lawful attorneys-in-fact and agentshwiill power of substitution and
resubstitution, for him and in his name, place, stedd, in any and all capacities, to sign anyalnaimendments to this Report, and to file the
same, with all exhibits thereto, and other docusi@ntonnection therewith, with the Securities &xdhange Commission, granting unto ¢
attorneys-in-fact and agents, and each of therp&wler and authority to do and perform each aratyesct and thing requisite and necessary
to be done in connection therewith, as fully toisténts and purposes as he might or could dorisope hereby ratifying and confirming that
all said attorneys-in-fact and agents, or any efrttor their or his substitute or substituted, naayfllly do or cause to be done by virtue
thereof.

Pursuant to the requirements of the SecuritiesEmtiange Act of 1934, this Annual Report on ForrrKlifas been signed below by
following persons on behalf of the registrant amthie capacities and on the dates indicated.

Signature Title. Date
/s/ REEDH ASTINGS President, Chief Executive Officer and Director February 27, 2008
Reed Hasting (principal executive officer)
/s/  BARRY M c C ARTHY Chief Financial Officer (principal financial and February 27, 2008
Barry McCarthy accounting officer)
/s RICHARD B ARTON Director February 27, 2008
Richard Bartor
/s|  TimMOTHY M. H ALEY Director February 27, 2008
Timothy M. Haley
/sl Jay C. HoAG Director February 27, 2008
Jay C. Hoa(
/s/ GREGS TANGER Director February 27, 2008

Greg Stange

/s/  MicHAEL N. SCHUH Director February 27, 2008
Michael N. Schut

/s/  CHARLESH. GIANCARLO Director February 27, 2008
Charles H. Giancarl

/s| A. GEORGEB ATTLE Director February 27, 2008
A. George Battle
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EXHIBIT INDEX

Exhibit Description
Amended and Restated Certificate of Incorpora

Amended and Restated Byla

Certificate of Amendment to the Amended and Redtate
Certificate of Incorporatiol

Form of Common Stock Certifica

Form of Indemnification Agreement entered into bg t
registrant with each of its executive officers alctors

2002 Employee Stock Purchase F

Amended and Restated 1997 Stock F

Amended and Restated 2002 Stock f

Amended and Restated Stockhol’ Rights Agreemer
Lease between Sobrato Land Holdings and Netflix,
Lease between Sobrato Interests Il and Netflix,

Lease between Sobrato Interest Il and Netflix, dated June
26, 200€

Description of Director Equity Compensation P
Executive Severance and Retention Incentive
Consent of Independent Registered Public Accouriing
Power of Attorney (see signature pa

Certification of Chief Executive Officer Pursuant$ection 30
of the Sarban«-Oxley Act of 200z

Certification of Chief Financial Officer Pursuant$ection 302
of the Sarban«-Oxley Act of 200z

Certifications of Chief Executive Officer and Chlghancial
Officer Pursuant to Section 906 of the SarbaDgkey Act of
2002

Incorporated by Reference Filed
Form File No. Exhibit Filing Date Herewith
16-Q 00C-49802 3.1 August 2, 200«
S-1/A 33383878 34 April 16, 2002
10-Q 000-49802 3.3 August 2, 2004
S-1/A 33383878 4.1 April 16, 2002
S-1/A 333-83878 10.1  March 20, 2002
16-Q 00C-49802 10.16 August 9, 200¢
S-1/A 3383878 10.3 May 16, 200z
Def 14A 00C-49802 A March 31, 200¢
S-1 33383878 10.5 March 6, 200z
16-Q 00C-49802 10.15 August 2, 200«
16-Q 00C-49802 10.16 August 2, 200«
10-Q 000-49802 10.16 August9, 2006
8-K 00C-49802 10.1 July 5, 200t
8-K 00C-49802 10.2 July 5, 200t
X
X
X
X

*  These certifications are not deemed filed by $t€C and are not to be incorporated by referenaayrfiling we make under the

Securities Act of 1933 or the Securities Exchangedk 1934, irrespective of any general incorparatanguage in any filing:

T Indicates a management contract or compensatom



EXHIBIT 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
Netflix, Inc.:

We consent to the incorporation by reference irrdggstration statements (No. 333-89024, 333-1042388-113198, 333-123501, 333-
136403, and 333-145147) on Forn8 ®f Netflix, Inc. of our report dated February 2608, with respect to the consolidated balancetshsd
Netflix, Inc. as of December 31, 2007 and 2006, twedelated consolidated statements of operatsioskholder equity and comprehensi
income, and cash flows, for each of the yearsérthinee-year period ended December 31, 2007, aneftiactiveness of internal control over
financial reporting as of December 31, 2007, whighort appears in the December 31, 2007 annuaitrepd-orm 10-K of Netflix, Inc.

/s/ KPMG LLP
Mountain View, California
February 26, 2008



EXHIBIT 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Reed Hastings, certify that:
1. I have reviewed this Annual Report on Form 10fWetflix, Inc.;

2. Based on my knowledge, this report does notatomny untrue statement of a material fact ortamstate a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememd other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amngtfe@ periods presented in this report;

4. The registrant’s other certifying officer andre responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirag @defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the registrant and we have

a) designed such disclosure controls and procedareaused such disclosure controls and procedaoitee designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhibsidiaries, is made known to us by
others within those entities, particularly durihg toeriod in which this report is being prepared;

b) designed such internal control over finanaggarting, or caused such internal control overrfaial reporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repogiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles;

c) evaluated the effectiveness of the registratisslosure controls and procedures and presentisi report our conclusions
about the effectiveness of the disclosure contints procedures, as of the end of the period coveyehis report based on such
evaluation; and

d) disclosed in this report any change in thestegint’s internal control over financial reportitiat occurred during the
registrant’s most recent fiscal quarter that haten@lly affected, or is reasonably likely to maadly affect, the registrant’s internal
control over financial reporting; and

5. The registrant’s other certifying officer anddve disclosed, based on our most recent evatuatimternal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of registrant’s board of directors p@rsons performing the equivalent function):

a) all significant deficiencies and material weadses in the design or operation of internal cbotrer financial reporting which
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial information; and

b) any fraud, whether or not material, that inesl\management or other employees who have a samiifiole in the registrant’s
internal control over financial reporting.

Dated: February 27, 2008 By: /s/ REEDH ASTINGS
Reed Hasting
Chief Executive Office




EXHIBIT 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Barry McCarthy, certify that:
1. I have reviewed this Annual Report on FormKLOf Netflix, Inc.;

2. Based on my knowledge, this report does notato any untrue statement of a material fact oit torstate a material fact necessary
to make the statements made, in light of the cistarmces under which such statements were madmisleding with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememtd other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this report;

4. The registrant’s other certifying officer ahare responsible for establishing and maintaimisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirag @defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the registrant and we have

a) designed such disclosure controls and procedareaused such disclosure controls and procedaoitee designed under our
supervision, to ensure that material informatidatmeg to the registrant, including its consolidhsibsidiaries, is made known to us by
others within those entities, particularly durihg toeriod in which this report is being prepared;

b) designed such internal control over finanagglarting, or caused such internal control overrfaial reporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repogiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles;

c) evaluated the effectiveness of the registratisslosure controls and procedures and presentisi report our conclusions
about the effectiveness of the disclosure contints procedures, as of the end of the period coveyehis report based on such
evaluation; and

d) disclosed in this report any change in thestegint’s internal control over financial reportitiiat occurred during the
registrant’s most recent fiscal quarter that hatenally affected, or is reasonably likely to madly affect, the registrant’s internal
control over financial reporting; and

5. The registrant’s other certifying officer anddve disclosed, based on our most recent evatuatimternal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of registrant’s board of directors p@rsons performing the equivalent function):

a) all significant deficiencies and material weadses in the design or operation of internal cbotrer financial reporting which
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial information; and

b) any fraud, whether or not material, that inesmanagement or other employees who have a sagmiifiole in the registrant’s
internal control over financial reporting.

Dated: February 27, 2008 By: /s/  BARRY M c C ARTHY
Barry McCarthy
Chief Financial Office




EXHIBIT 32.1

CERTIFICATIONS OF CHIEF EXECUTIVE OFFICER AND CHIEF FINANCIAL OFFICER
PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

I, Reed Hastings, certify, pursuant to 18 U.S.GtiSa 1350, as adopted pursuant to Section 90B6eoSarbane®xley Act of 2002, the
the Annual Report on Form 10-K of Netflix, Inc. fitre year ended December 31, 2007 fully compligb thie requirements of Section 13(a)
or 15(d) of the Securities Exchange Act of 1934 tirad information contained in such report fairhggents, in all material respects, the
financial condition and results of operations otfhile Inc.

Dated: February 27, 2008 By: /s| ReeDH ASTINGS

Reed Hastings
Chief Executive Office

I, Barry McCarthy, certify, pursuant to 18 U.S.@cBon 1350, as adopted pursuant to Section 9@itedbarbanes-Oxley Act of 2002,
that the Annual Report on Form 10-K of Netflix, Irior the year ended December 31, 2007 fully coesplvith the requirements of Section 13
(a) or 15(d) of the Securities Exchange Act of 1884 that information contained in such reportygiresents, in all material respects, the
financial condition and results of operations otfhilg Inc.

Dated: February 27, 2008 By: /s|  BARRY M c C ARTHY

Barry McCarthy
Chief Financial Office




