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PART I

Forward-Looking Statements

This Annual Report on Form 10-K contains forwardkimg statements within the meaning of the fedszaulrities laws. These forward-
looking statements include, but are not limitedstafements regarding: operating expenses; groggimdiquidity; subscriber acquisition and
retention; churn; developments in downloading andCDformats; revenue per average paying subscribad impacts relating to our pricing
strategy, delivery time, volume of movie rentald growth of the online DVD rental market, our DMBréry investments, marketing expenses,
and subscriber acquisition cost. These forward-lnglstatements are subject to risks and uncertaintinat could cause actual results and
events to differ. A detailed discussion of thegskather risks and uncertainties that could causeialcresults and events to differ materially
from such forwar-looking statements is included throughout thisdiland particularly in Item 1A: “Risk Factors” séon set forth in this
Annual Report on Form -K. All forward-looking statements included in thiscument are based on information available tomshe date
hereof, and we assume no obligation to revise btiply release any revision to any such forwardlimy statement, except as may otherwise
be required by law.

ltem 1. Business

We are the largest online movie rental subscripsienvice providing more than 6,300,000 subscribecgss to a comprehensive librar
more than 70,000 movie, television and other filreatertainment titles on DVD. We offer a varietysobscription plans, starting at $4.99 a
month. There are no due dates, no late fees astipping fees. Subscribers select titles at our Webaided by our proprietary
recommendation service, receive them on DVD by bth&il and return them to us at their conveniendgegugur prepaid mailers. After a DVD
has been returned, we mail the next available DVB subscriber's queue. We also offer certainstiteough our new instant-viewing feature.

Our subscription service has grown rapidly sin@etion. This growth has been fueled by the ragwption of DVDs as a medium for
home entertainment as well as increased awarehesditne DVD rentals. We also believe our growtts eeen driven by our comprehensive
selection of titles, consistently high levels oftamer satisfaction and our effective marketinggpens. We expect that our business will
continue to grow as the market for online DVD réntantinues to grow, a reflection of both the camence and value of the subscription
rental model.

Our core strategy is to grow a large DVD subsaripthusiness and to expand into Internet-based numlieery as that market develops.
We believe that the DVD format, along with its sessor formats of HD DVD and Blu-Ray, will continteebe the main vehicle for watching
movies in the home for the foreseeable future hatllly growing a large DVD subscription business will be well positioned to transition
our subscribers and our business to Internet-basetie delivery as it becomes a mainstream methochfavie distribution. To this end, we
introduced a new feature in January 2007 that allsubscribers to instantly watch movies and televiseries on their personal computers.
expect to roll out this instant-viewing featureatbsubscribers within six months from the datéasinch, and we will continue to improve its
quality, content and functionality. We intend t@&den the distribution capability of this servioanultiple platforms over time.

Our proprietary recommendation service enables gsdate a customized store for each subscribetoagenerate personalized
recommendations which effectively merchandise ampgrehensive library of DVDs. We believe that cezammendation technology, based
on proprietary algorithms and the approximatelyHillfon movie ratings we have collected from oubscribers, enables us to build deep
subscriber relationships and maintain a high lefédbrary utilization.

We continually invest in improvements to our seevig an effort to deepen our subscriber relatiggshis well as to further distinguish
our service from that of our competitors. We foonsmproving our website
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experience and functionality and seek to createeratided features for our subscribers, such asamial networking feature, called Frierftds
and our queue management feature, called Pré&filek addition, we generate a small portion of awenue from the sale of advertising.

We promote our service to consumers through vamaearketing programs, including online promotioms$evision and radio advertising,
package inserts, direct mail and other promotioitis third parties. These programs encourage consutaesubscribe to our service and may
include a free trial period. At the end of the fteal period, subscribers are automatically emalhs paying subscribers, unless they cance
subscription. All paying subscribers are billed rityin advance.

We stock more than 70,000 DVD titles. We have distiadd revenue sharing relationships with sevetaliss and distributors. We also
purchase titles directly from studios, distributarsl independent producers. In addition, we havesritan 1,000 titles available on our web
for instant viewing. We also develop and acquimtent through our wholly-owned subsidiary, Red Hope Entertainment, LLC, which is
dedicated to developing and acquiring original eahproductions.

We ship and receive DVDs throughout the UnitedeStaiVe maintain a nationwide network of shippingtees that allow us to provide
fast delivery and return service to our subscribers

We are focused on growing our subscriber base @rghues and utilizing our proprietary technologyniaimize operating costs. Our
technology is extensively employed to manage atetjmate our business, including our Web site iataf order processing, fulfillment
operations and customer service. We believe thateahnology also allows us to maximize our libratyization and to run our fulfillment
operations in a flexible manner with minimal capiequirements.

We are organized in a single operating segmentoudirevenues are generated in the United Statdsywa 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 throagbeariety of channels. Out-of-home channels inelobvie theaters, airlines and
hotels. In-home distribution channels include hafigleo rental and retail outlets, cable and sagetétevision, pay-per-view, video-on-demand,
or VOD and broadcast television. Currently, studlssribute their filmed entertainment content apgpmately three to six months after
theatrical release to the home video market, sevaine months after theatrical release to payvmrand VOD, one year after theatrical
release to satellite and cable and two to threesyaféer theatrical release to basic cable andisgtedl networks. However, in what continues to
be an emerging trend, the major studios have ghextéhe release window on certain titles, in palticthe theatrical to home video window.
We anticipate that the studios will continue td gesariety of modifications or adjustments to tfeglitional window, including releasing
movies simultaneously on DVD and VOD, but we badi¢lvat DVD, and its high definition successors HBEDand BluRay, will continue to
receive a preferential distribution window in lighftthe large 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 denfandack catalog titles on DVD
create two primary challenges for consumers incsielg titles.

First, despite the large number of available tidaDVD, consumers lack a deep selection of titles existing subscription channels :
traditional video rental outlets. Subscription chels, pay-per-view and video-on-demand servicesirnaa to offer a narrow selection of titles.
Likewise, traditional video rental outlets
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primarily offer new releases and devote limitedcgp® display and stock back catalog titles. Wéelselour selection of over 70,000 titles on
DVD offers an attractive alternative to these tiiadial channels.

Second, even when consumers have access to thewaler of titles available, they generally hawveitéd means to effectively sort
through the titles. We believe our recommendati&Emise and our website features provide our substsithe tools to select titles that appe
their individual preferences. We also recently tzhed our Previews feature, which allows subscriberonveniently and efficiently browse
through promotional trailers of movies they maydfappealing and directly add them to their queue.

Competitive Strengths
We believe that our revenue and subscriber grovgfaaesult of the following competitive strengths:

Comprehensive Library of Title We have developed strategic relationships teithstudios and distributors, enabling u:
establish and maintain a broad and deep selectibDVD titles. Since our service is available natitip, we believe that we can
economically acquire and provide subscribers adepaelection of DVD titles than video rental otd|evideo retailers, subscription
channels, pay-per-view and VOD services. To mayanoiar selection of DVD titles, we continuously adavly released DVD titles
to our library. Our DVD library contains numerouspées of popular new releases, as well as many BNE3 that appeal to more
select audiences. We currently offer more thanG®DVD titles and more than 1,000 titles availahlieugh our instant-viewing
feature.

Personalized Merchandisin ~ We utilize our proprietary recommendation seewio create a custom interface for each subsagber
effectively merchandise our library. Subscribets ti#les on our Web site, and our recommendatémice compares these ratings to
the database of ratings collected from our enter base. For each visitor, these comparisonssac:to make predictions about
specific titles the visitor may enjoy. These préidits are used to merchandise titles to visitorsughout the Web site. As of
December 31, 2006, we had approximately 1.7 billiwvie ratings in our database. We believe thatecommendation service
allows us to create demand for our entire librargt maximize utilization of each DVI

Scalable Business Modi  We believe that we have a scalable,-cost business model designed to maximize our reageanc
minimize our costs. As we continue to expand olisstiber base, we are able to leverage operatoh@aiges in a cost effective
manner which further reduces our operating cosis per subscriber basis. Such cost reductionsdedhcreased automation and
vendor negotiating leverage. Subscribers’ prepaidthly payments and the recurring nature of ousstiption business provide
working capital benefits and significant near-taewenue visibility. Our scalable infrastructure amdine interface allow us to
service our large and expanding subscriber base &raetwork of lo\-cost shipping center

Convenience, Selection and Fast DeliverySubscribers can conveniently select titles lnyding and modifying a personalized
gueue of titles on our Web site. We create a unéyperience for subscribers because most pagesraieb site are tailored to
individual selection and ratings history. Under owsst popular service, subscribers can have upré@ tDVDs out at the same time
with no due dates or late fees. Based on theirgueea send them available DVDs by U.S. mail thasstibers return to us in
prepaid mailers. After receipt of returned DVDs, mvail subscribers the next available DVD in theiege of selected titles. We he
over 70,000 DVD titles to choose from and our natime network of distribution centers allows usfter fast delivery. In addition,
in January of 2007, we introduced our ins-viewing feature which is being made available tbsswibers in a phased t-out.
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Growth Strategy

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

* Providing Compelling Value for Subscribe We provide subscribers access to our comprérestisrary of more than 70,000
DVD titles with no due dates, late fees or shippihgrges for a fixed monthly fee. We merchandidestin easy-to-recognize lists
including new releases, by genre and other targetesjories. We also offer more than 1,000 tithesugh our instant-viewing
feature. Our convenient, easy-to-use Web site allswbscribers to quickly select current titleseres upcoming releases and build
an individual queue for future viewing using ouoprietary personalization technology. We providevise features to our
subscribers that, among other things, enable spetatorking and further individualization of thengee through establishment of
subaccount queues and recommendations. Our recomni@madatvice provides subscribers with recommendataf titles from ou
library and our Previews feature allows subscribbemsxperience recommended titles by viewing préomat trailers in a simple,
easy-to-use format. We quickly deliver DVDs to surii¥ers from our shipping centers located througlioe United States by U.S.
mail and in January 2007, we introduced our in-viewing feature which is being made available tbssuibers in a phased r-out.

» Utilizing Technology to Enhance Subscriber Experéeand Operate Efficientl We utilize proprietary technology develog
internally to manage the processing and distrilutibDVDs from our shipping centers. Our softwantomates the process of
tracking and routing DVDs to and from each of chipping centers and allocates order responsitsldimong them. We continuou
monitor, test and seek to improve the efficiencpwf distribution, processing and inventory manageinsystems as our subscriber
base and shipping volume grows. We operate a naitiemnetwork of shipping centers and continue teettep and grow this netwo
to meet the demands of our operatic

« Building Mutually Beneficial Relationships with Fied Entertainment Provider We have invested substantial resources in
establishing strong ties with various filmed ergamnent providers. We maintain an office in Los Aleg that provides us access to
the major studios. We acquire content either thhowyenue sharing agreements or direct purchasesvaik with the content
providers to determine which method of acquirinigsiis the most beneficial for each party. Oumgng subscriber base provides
studios with an additional distribution outlet foopular movies and television series, as well ekentitles and program

Our Web site—www.netflix.com

We have applied substantial resources to plan,ldewand maintain proprietary technology to implettée features of our Web site,
such as subscription account signup and managep®snalized movie merchandising, inventory optation and customer support. We
offer features such as our social networking fegtoalled Friend8and our queue management feature, called Pré&filem addition, we
recently launched our Previews feature, allowingssubers to browse promotional movie trailers al @s our instant-viewing feature that
allows subscribers to instantly watch certain mewad television series on their personal computgesalso provide our subscribers with the
albilifty to purchase certain previously viewed DV@air software is written in a variety of computiagguages and runs on industry standard
platforms.

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

We believe our dynamic store software optimizessstiber satisfaction and management of our libkgrintegrating the predictions frc
our recommendation service, each subscriber’s gugueeue and viewing history, inventory levels atfier factors to determine which movies
to promote to each subscriber.
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Our account signup and management tools providdscsiber interface familiar to online shoppers. ige a real-time postal address
validator to help our subscribers enter correctgi@ldresses and to determine the additional padtiess fields required to promote speedy
and accurate delivery. Subscribers pay for ourisemqrimarily by a credit or debit card. We utilitérd party services to authorize and process
our payment methods.

Throughout our Web site, we have extensive measemeand testing capabilities, allowing us to caminsly optimize our Web site
according to our needs as well as those of ourcsililess. We use random control testing extensivabtuding testing service levels, plans,
promotions and pricing.

Our Web site is run on hardware and software catkxtat a service provider offering reliable netnvomosnnections, power, air
conditioning and other essential infrastructure. M&mage our Web site 24 hours a day, seven dagek We utilize a variety of proprietary
software and freely available and commercially sufgal tools, integrated in a system designed tmkapnd precisely diagnose and recover
from failures. We conduct upgrades and installatiohsoftware in a manner designed to minimizeughSons to our subscribers.

The terms and conditions by which subscriberszatibur service and a more detailed descriptioroef dur service works can be foun:
www.netflix.com/TermsOfUse.

Merchandising

The key to our merchandising efforts is the persme@mmendations generated by our recommendaginmice. All subscribers and site
visitors are given many opportunities to rate sitkend we have collected approximately 1.7 billiatings. The ratings from our recommenda
service determine which available titles are digpthto a subscriber and in which order. In doingwg®help our subscribers quickly find titles
they are more likely to enjoy. Ratings also deteemihich available titles are featured most promiltyeon our Web site to increase customer
satisfaction and selection activity. Finally, d&tam our recommendation service is used to gendistseof similar titles as well as the
promotional trailers they may see when engaged aittPreviews feature. Subscribers often start fadiammiliar title and use our
“Recommendations” link to find other titles they ynenjoy. This has proven to be a powerful methadcc&dalog browsing and expanding
library utilization.

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

« factual data, including length, rating, cast argixgrspecial DVD features and screen form

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

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

Marketing

We have multiple marketing channels through whiehattract subscribers to our service. Online adsieg is an important channel for
acquiring new subscribers. We advertise our semwdime through paid search listings, banner agd,dn popular Web portals and other Web
sites and permission based e-mails. In additionhawe an affiliate program whereby we make avadladeb-based banner ads and other
advertisements that third parties may retrieve ealfassisted basis from our Web site and pladiein Web sites. We also advertise our
service on various regional and national televigiod radio stations. We utilize direct mail anchpedvertising as well as promote our services
in certain consumer package goods. We also paatesip a variety of cooperative advertising progsamith studios under the terms of which
we receive cash consideration in exchange for fegfuhe studio’s movies in Netflix promotional a&ftising. We believe that our paid
marketing efforts are significantly enhanced by ltbeefits of word-ofnouth advertising, our subscriber referrals andamtive public relation
programs.
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Content Acquisition

We acquire content either through revenue shaigmgesments or direct purchases. Under our reveraringhagreements with studios &
distributors, we generally obtain titles for a Ivitial cost in exchange for a commitment to shewpgercentage of our subscription revenues for
a defined period of time. After the revenue shapagod expires for a title, we generally have dp&on of returning the title to the studio,
destroying the title or purchasing the title. Thimgipal structure of each agreement is similanature but the specific terms are generally
unigue to each studio. In addition to revenue sigaaigreements, we also purchase titles from vagtudios, distributors and other suppliers
a purchase order basis. For titles delivered thraug instant-viewing feature, we license contentidixed fee or per-view basis from various
studios and other content providers.

Fulfillment Operations

We currently stock more than 70,000 titles on ntbes 55 million DVDs. We have allocated substamgéaburces to developing,
maintaining and testing the proprietary technoltggt helps us manage the fulfillment of individoadlers and the integration of our Web site,
transaction processing systems, fulfillment operegj inventory levels and coordination of our srigpcenters.

We ship and receive DVDs from a nationwide netwalfrkhipping centers located throughout the UnitdeS. We believe our shipping
centers allow us to improve the subscription exgrexé for subscribers by shortening the transit fon@ur DVDs through the U.S. Postal
Service. We currently do not ship on weekends tidaygs.

Customer Service

We believe that our ability to establish and maimtang-term relationships with subscribers depeimdpart, on the strength of our
customer support and service operations. We engdgequent communication with our subscribersriden to continually improve our Web
site and our service. Our customer service ceatepén seven days a week. We utilize e-mail andgkervice to communicate with
subscribers. We focus on eliminating the causesistomer support calls and providing certain selfsice features on our Web site, such a
ability to report and correct most shipping probdei/e continue to explore new avenues to delivigieht problem resolution and feedback
channels. Our customer service center is locatédlisboro, Oregon.

Competition

The market for ifhiome filmed entertainment is intensely competitinel subject to rapid change. Many consumers maistaiultaneou
relationships with multiple in-home filmed entertaient providers and can easily shift spending foora provider to another. For example,
consumers may subscribe to HBO, rent a DVD froncBbaster, buy or download a DVD from Wal-Mart or Aron and subscribe to Netflix,
or some combination thereof, all in the same month.

Video rental outlets and retailers with whom we pete include Blockbuster, Movie Gallery, Amazon.¢affal-Mart Stores and Best
Buy. We believe that we compete with these videdaleoutlets and movie retailers primarily on tleesis of title selection, convenience and
price. We believe that our scalable business madelsubscription service with home delivery andess to our comprehensive library of m
than 70,000 DVD titles compete favorably agairadlitional video rental outlets and retailers.

We also compete against other online DVD subsaoripsiervices, such as Blockbuster Online, subsorigtertainment services, such as
HBO and Showtime, pay-per-view and VOD providerd aable and satellite providers. It remains posdilsait other potential online entrants
will offer competing services, either directly oréonjunction with others.

6



Table of Contents

In late 2006, Blockbuster launched its integratedesbased and online program, Total Access, wiyeBdtckbuster online subscribers
may return DVDs delivered to them from BlockbusDerline to Blockbuster stores in exchange for astore rental. This latest initiative by
Blockbuster follows a similar initiative aimed avkraging their store-based business with theinerdffering through the use of coupons for
free in-store rentals for online subscribers. Agedr end, Blockbuster has grown their on-line hess to approximately 2 million subscribers.
We have seen Blockbuster aggressively promote Treeal Access program through in-store promotiams sign-ups as well as advertising on
television and other mass-media channels.

We believe we are able to provide greater satisfador consumers who subscribe to our servicetdwrir focused attention to the
business of online subscription rental, the braadideep selection of DVD titles we offer subscrih@ur ability to personalize our library to
each subscriber based on the subscriber’s seldustory, personal ratings and the tastes and yameées of similar users through our
recommendation service and extensive databaseeopusferences, the unique features we offer sildessr such as our instant-viewing
feature, Previews, Frien8&nd Profiles$™, as well as the ease and speed with which sulessrédre able to select, receive and return DVDs.
We continue to focus on retaining our leadershigitipn and growing our business.

VOD and downloading of movies over the Internettgares to receive considerable media attention.l&pwideo iPod, Amazon’s
Unbox, Wal-Marts DVD download offerings and announcements fronelotlompanies ranging from Google and Yahoo! to boft and Inte
regarding their efforts in digital delivery of cemt fuels public interest in the future of videdestainment delivery. Progress in digital delive
although slow and scattered, continues to be M&0®, for example, is now widely available to digitable subscribers in major metropoli
areas, such as New York, Boston, Los Angeles and=&ancisco. Downloading of movies over the Intetoea personal computer is currently
available from providers, such as iTunes, Vongoyidiink and CinemaNow. To this end, we introducetes feature in January 2007 that
allows subscribers to instantly watch movies ahelvision series on their personal computers. Weeixio roll out this instant-viewing feature
to all subscribers within six months from the datéaunch, and we will continue to improve its gtyglcontent and functionality. We intend to
broaden the distribution capability of this servioenultiple platforms over time.

While we anticipate that new devices and servioeslélivery of content will proliferate over theraing years, we believe that DVD, and
its high definition successors, HD-DVD and BluRewl] continue to dominate the home entertainmemtegience in the near term. At some
point in the future, digital delivery directly theé home will surpass DVD. Our ability to personal@ur library to each subscriber by leveraging
our extensive database of user preferences anstrategy of developing a large and growing subsctitase for DVD rentals positions us
favorably to further develop our digital distribani offering as that market develops. The downlogdiarket is segmented into rental of online
delivered content, the download-to-own segmentthaddvertising-supported online delivery segmamnd, we believe we will lead the rental
segment with our instant-viewing feature as it deps.

Employees

As of December 31, 2006, we had 1,300 full-time yges. We also utilize part-time and temporary leyges, primarily in our
fulfillment operations, to respond to the fluctuatidemand for DVD shipments. As of December 31620 had 646 temporary employees.
Our employees are not covered by a collective hairgaagreement, and we consider our relations aithemployees to be good.

Intellectual Property

We use a combination of patent, trademark, copyagh trade secret laws and confidentiality agregs protect our proprietary
intellectual property. We have filed patents in th&. and abroad. In the U.S., we were issued Hpoathess method patents covering, among
other things, our subscription rental service i02@nd 2006, and we were issued a patent covetingailing and response envelope in 2005.
While our patents are an important element of ausiriess, our business as a whole is not matedejendent on any one or a
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combination of patents. We have a registered semiark for the Netflix name and have filed applwag for additional trademarks and sen
marks. Our software, the content of our Web sitd @her material which we create is protected lpyydght. We also protect certain details
about our business methods, processes and stsategimde secrets, and keep confidential infoonmatiat we believe gives us a competitive
advantage.

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

From time to time, we encounter disputes over sgimnd obligations concerning intellectual propeWe cannot assure you that we will
prevail in any intellectual property dispute.

Other Information

We were incorporated in Delaware in August 1997 emdpleted our initial public offering in May 200Qur principal executive offices
are located at 100 Winchester Circle, Los Gato$ifdaia 95032, and our telephone number is (408)-3700. We maintain a Web site at
www.netflix.com. The contents of our Web site aot incorporated in, or otherwise to be regardegaasof, this Annual Report on Form ¥0-
In this Annual Report on Form 10-K, “Netflix,” tH€ompany,” “we” and the “registrant” refer to Nexf] Inc.

Our investor relations Web site is located at Hitmetflix.com. We make available, free of charga our investor relations Web site
under “SEC Filings” our Annual Reports on Form 10efdarterly reports on Form 10-Q, current report$orm 8-K and amendments to these
reports as soon as reasonably practicable aftetratécally filing or furnishing those reports tioet Securities and Exchange Commission.
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Iltem 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 succssful, our revenues will be adversely affected.

We must continue to attract new subscribers. Toesrt, we must continue to attract a large numbsul$cribers who have traditionally
used video retailers, video rental outlets, cabknaels, such as HBO and Showtime, pay-per-viewai for in-home filmed entertainment.
In addition, we face direct competition to our seey namely from services like Blockbuster Onlitiegt will likely impact our ability to attract
subscribers. Our ability to attract subscribers @éjpend in part on our ability to consistentlyyad® our subscribers with a valuable and qu:
experience for selecting, viewing, receiving andimgng titles, including providing accurate recoemdations through our recommendation
service. Furthermore, the relative service levaiging and related features of competitors tosmmvice may adversely impact our ability to
attract subscribers. If consumers do not perceiveservice offering to be of value, or if we intca® new services that are not favorably
received by them, we may not be able to attracsailiiers. In addition, many of our new subscrilmgiginate from word-of-mouth advertising
and referrals from existing subscribers. If oupgH to satisfy our existing subscribers are notsasful, we may not be able to attract new
subscribers, and as a result, our revenues wdldversely affected.

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

We must minimize the rate of loss of existing suirsrs while adding new subscribers. Subscribensaaheir subscription to our
service for many reasons, including a perceptian ttiey do not use the service sufficiently, delviakes too long, the service is a poor value,
competitive services provide a better value ane¥perience and customer service issues are nstagatirily resolved. We must continually
add new subscribers both to replace subscriberscahcel and to grow our business beyond our cusiddcriber base. If too many of our
subscribers cancel our service, or if we are ungbégtract new subscribers in numbers sufficiergrow our business, our operating results
will be adversely affected. If we are unable tocassfully compete with current and new competitotsoth retaining our existing subscribers
and attracting new subscribers, our churn willlijkaecrease and our business will be adverselycsdfi Further, if excessive numbers of
subscribers cancel our service, we may be reqtiréttur significantly higher marketing expenditsitban we currently anticipate to replace
these subscribers with new subscribers.

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

The market for in-home filmed entertainment is rsely competitive and subject to rapid change. imhinologies for delivery of in-
home filmed entertainment, such as VOD and digi#dilvery of content over the Internet, continuedoeive considerable media and investor
attention. Many of our competitors have longer afiag histories, larger customer bases, greatedaorecognition and significantly greater
financial, marketing and other resources than weltie rapid growth of our online entertainment smipsion business since our inception may
continue to attract direct competition from largempanies with significantly greater financial reszes and national brand recognition. We
could also face competition from potential new ants into the online DVD rental or movie downloadrkets. For example, we have seen the
entry of direct competition from Blockbuster, whietunched its online service in August 2004 andiooes to augment its online offering w
differentiated services, such as its Total Accesgiam, which allows customers to exchange onkmals with in-store rentals. In addition,
Apple’s video iPod, Amazon’s Unbox, Wal-Mart's D\Mibwnload offerings and announcements from otherpeones ranging from Google
and Yahoo! to Microsoft and Intel regarding thdfods in digital delivery of content highlight trextremely dynamic environment in which
operate our
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business. If we are unable to successfully or fablfy compete with current and new competitorsgmms and technologies, our business will
be adversely affected, and we may not be ablecte@se or maintain market share, revenues or gipdfit/.

In addition, many consumers maintain simultaneelegionships with multiple in-home filmed entertaient providers and can easily
shift spending from one provider to another. Faragle, consumers may subscribe to HBO, rent a D'éB Blockbuster, buy or download a
DVD from Wal-Mart or Amazon and subscribe to Netflor some combination thereof, all in the same timoNew competitors may be able to
launch new businesses at relatively low cost. D¥bd downloading represent only two of many existind potential new technologies for
viewing filmed entertainment. In addition, the gtbvin adoption of DVD and downloading technologynat mutually exclusive from the
growth of other technologies. If we are unableuocgssfully compete with current and new competjtprograms and technologies, we may
not be able to achieve adequate market share agei@ur revenues or maintain profitability. Ounpipal competitors include, or could
include:

» video rental outlets, such as Blockbuster and M@adlery;

« online DVD subscription rental sites, such as Bmgter Online

* pay-perview and VOD service:

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

» subscription entertainment services, such as HBDSiowtime;

* Internet movie providers, such as iTunes, Amazan,ddovielink, CinemaNow.com and Vong

» 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 mayroato adopt, aggressive pricing policies and desabstantially more resources to
marketing and Web site and systems developmentieatio. There can be no assurance that we wilbketa compete effectively against
current or new competitors at our existing priciegels or at even lower price points in the futlrerthermore, we may need to adjust the level

of service provided to our subscribers and/or irgignificantly higher marketing expenditures tham eurrently anticipate. As a result of
increased competition, we may see a reduction @naijmg margins and market share.

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

Some digital cable providers and Internet conteatiders 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@d content, including feature-length movies, omspaal computers over the Internet. In
addition, other technologies have been developadatlow alternative means for consumers to recangwatch movies or other
entertainment, such as on cell phones or otherhteddlevices such as Apple’s iPod. Although wecipdite providing solutions for online
delivery of content, as evidenced by the recemtdawof our instant-viewing feature, VOD or otheettrologies may become more affordable
and viable alternative methods of content delivaat are widely supported by studios and adoptecbimgumers. If this happens more quickly
than we anticipate or more quickly than our owriredelivery offerings, or if other providers aretier able to meet studio and consumer
needs and expectations our business could be ativeffected.
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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. At present,D¥ales account for
approximately 43% of studio revenues. While thendhoof DVD sales has slowed, we believe that theDCfgrmat, including any successor
formats such as HD-DVD and BluRay, will be valualaleg-term consumer propositions and studio pasitters. However, if DVD sales were
to decrease, whether because of a shift away fromiewatching or because new or existing technewgiere to become more popular at the
expense of DVD enjoyment, studios and retailers redyce their support of the DVD format. Our sulisargrowth will be substantially
influenced by future popularity of the DVD formaftd if such popularity wanes, our subscriber grow#ty also slow.

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

Our ability to attract and retain subscribers latexl to our ability to offer new releases of fiinentertainment 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 Y@&zause of the early distribution window for DVD&e window for DVD rental and
retail sales is generally exclusive against otbems of non-theatrical movie distribution, suctpag-per-view, premium television, basic cable
and network and syndicated television. The lengtihe exclusive window for movie rental and retales varies. Our business could suffer
increased competition if:

» the window for rental were no longer the first éolling the theatrical release;
» the length of this window was shorten

The order, length and exclusivity of each windowdach distribution channel is determined solelyH®ystudio releasing the title, and
cannot assure you that the studios will not chahgie policies in the future in a manner that wolbddadverse to our business and results of
operations. Currently, studios distribute theim#d entertainment content approximately threexXonsinths after theatrical release to the home
video market, seven to nine months after theatriedahse to pay-per-view and VOD, one year afteatifical release to satellite and cable and
two to three years after theatrical release tocheable and syndicated networks. In what continad® an emerging trend, however, the major
studios have shortened the release window on oditigs, in particular the theatrical to home vadeindow. In addition, some studios have
discussed eliminating the release window on cetitd@s, in particular releasing movies simultanggiwon DVD and VOD.

If U.S. Copyright law were altered to amend or elinmate the First Sale Doctrine or if studios were toelease titles on DVD in a manner
that attempts to circumvent or limit the affects ofthe First Sale Doctrine, our business could be advsely affected.

Under U.S. Copyright Law, once a copyright owndlsse copy of his work to another, the copyrightm@wrelinquishes all further rights
to sell or otherwise dispose of that copy. While topyright owner retains the underlying copyrighthe expression fixed in the work, the
copyright owner gives up his ability to control a¢e of the work once it had been sold. As sudeea DVD is sold into the market, those
obtaining the DVD are permitted to re-sell it, rérdr otherwise dispose of it. If Congress or tioeirts were to change or substantially limit this
First Sale Doctrine, our ability to obtain contand then rent it could be adversely affected. Likewif studios agree to limit the sale of their
content in ways that try to limit the affects oéthirst Sale Doctrine, our business could be aélyeeffected. For example, in late 2006, the
Weinstein Company announced an arrangement witbkBlester by which Weinstein would distribute comtem DVDs for rental exclusively
by Blockbuster. In so doing, they contractuallytphited certain distributors from selling the DVRsrental establishments. Nonetheless, the
content was being distributed to retail vendors disttibutors. While this structure does not pratils from obtaining and renting Weinstein
DVDs under the First Sale Doctrine, it does imgagat ability to obtain Weinstein content in the meficient manner and, in some cases, in
enough quantities to satisfy demand. If such aearents were to become more commonplace or if additimpediments to obtaining content
were created, our ability to obtain content cowddrbpacted and our business could be adverselgtafie
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If we experience increased demand for titles whictve are unable to offset with increased subscriberetention or operating margins, out
operating results may be adversely affected.

With our unlimited plans, there is no establishiedtlto the number of movies that subscribers nemt.rwWe are continually adjusting our
service in ways that may impact subscriber movagasSuch adjustments include new Web site featurésnerchandising practices,
computer-based instant viewing of select titlestigh our instant-viewing feature, an expanded D\4Irithution network and software and
process changes. In addition, demand for titles imetgase for a variety of reasons beyond our ogritrcluding promotion by studios and
seasonal variations or shifts in consumer moviekag.

If our subscriber retention does not increase ooperating margins do not improve to an extenessary to offset the effect of any
increased operating costs associated with increassge, our operating results will be adverselgcéd. In addition, our subscriber growth
retention may be adversely affected if we atteraptlter our service or increase our monthly supsion fees to offset any increased costs of
acquiring or delivering titles.

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 resugireater revenue sharing expenses, depending @otinee from whom they are acquired
and the terms on which they are acquired. If subsis select these titles more often on a propaatibasis compared to all titles selected, our
revenue sharing and other content acquisition esggenould increase, and our gross margins couddibersely affected. In addition, films
released on the new high definition DVD formats,-BMD and BluRay, and those released for onlinevéeji may be more expensive to
acquire than in DVD format. The rate of customeregtance and adoption of these new formats is taioelf subscribers select these formats
on a proportional basis more often than the exjgsiivD format, our DVD acquisition expenses couldrease, 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 succaee must continue to attract and
retain a large number of owners of DVD players whwoe traditionally relied on stotgased rental outlets and persuade them to subgorte
service through our Web site. In addition, we Wwidlve to compete for subscribers against other Branich have greater recognition than o
such as Blockbuster. We believe that the importafidegand loyalty will only increase in light of ogpetition, both for online subscription
services and other means of distributing titleshsas VOD. From time-to-time, our subscribers egpmissatisfaction with our service,
including among other things, our inventory allé@atand delivery processing. To the extent dis&atigon with our service is widespread or
not adequately addressed, our brand may be adyémgshcted. If our efforts to promote and maintaim brand are not successful, our
operating results and our ability to attract antdiresubscribers may be adversely affected.

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

We utilize a broad mix of marketing programs torpote our service to potential new subscribers. Wteain new subscribers through our
online marketing efforts, including third party lveem ads, pop-under placements, direct links anchission-based e-mails as well as our active
affiliate program. In addition, we have engagesanious offline marketing programs, including téten and radio advertising, direct mail ¢
print campaigns, consumer package and mailingtiosst We also acquire a number of subscribers ngjmin our service having previously
cancelled their membership. We maintain an actiddip relations program to

12



Table of Contents

increase awareness of our service and drive sliesacquisition. We opportunistically adjust ouxraf marketing programs to acquire new
subscribers at a reasonable cost with the inteti@chieving overall financial goals. If we areabite to maintain or replace our sources of
subscribers with similarly effective sources, ahié cost of our existing sources increases, dusaiber levels and marketing expenses may 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 niengx@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 similar
business or decide to exclusively support our cditgre, we may no longer be given access to suehméls. In addition, if ad rates increase,
we may curtail marketing expenses or otherwise @gpee an increase in our cost per subscriber. laawlsregulations impose restrictions on
the use of certain channels, including commercialad and direct mail. We may limit or discontinuge or support of e-mail and other
activities if we become concerned that subscribegotential subscribers deem such activities gty which could affect our goodwill or
brand. If the available marketing channels areadled, our ability to attract new subscribers mayabversely affected.

If we are not able to manage our growth, our busings could be adversely affected.

We have expanded rapidly since we launched our $ifebin April 1998. We anticipate further expandimg operations to help grow our
subscriber base and to take advantage of favonastket opportunities. Any future expansion willdii place significant demands on our
managerial, operational, administrative and finahasources. If we are not able to respond effelgtito new or increased demands that arise
because of our growth, or, if in responding, ounagement is materially distracted from our curaggrations, our business may be adversely
affected. In addition, if we do not have sufficiémeadth and depth of DVD and online titles neagstasatisfy increased demand arising from
growth in our subscriber base, our subscriberfsation may be adversely affected.

We rely heavily on our proprietary technology to process deliveries and returns of our DVDs and to mage other aspects of our
operations, and the failure of this technology to perate effectively could adversely affect our busigss.

We use complex proprietary software to procesveeés and returns of our DVDs and to manage ahpects of our operations. Our
proprietary technology is intended to allow ourioavide network of shipping centers to be operatedn integrated basis. We continually
enhance or modify the software used for our distidm operations. We cannot be sure that any emmeits or other modifications we make
to our distribution operations will achieve theeintled results or otherwise be of value to our siliExs. Future enhancements and
modifications to our proprietary technology couthsume considerable resources. If we are unabt@totain and enhance our technology to
manage the processing of DVDs among our shippintecgin a timely and efficient manner, our abitiyretain existing subscribers and to
new subscribers may be impaired. In addition, tghoour new instant-viewing feature, our subscrilvgtisaccess titles on our Web site
through our proprietary movie player software angtimaintain their connection to our Web site foruainterrupted viewing experience. If
this proprietary software fails to satisfactoriligplay the available titles, our ability to retairisting subscribers and to add new subscribers
may be impaired. Also, any harm to our subscribpessonal computers caused by the proprietary soéwould have an adverse effect on our
business, results of operations and financial ¢omrdi

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 opetag results.

We rely exclusively on the U.S. Postal Servicedbweér DVDs from our shipping centers and to retDMDs to us from our subscribers.
We are subject to risks associated with using th®ip mail system to meet
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our shipping needs, including delays or disrupticassed by inclement weather, natural disasterer kactivism, health epidemics or
bioterrorism. Our DVDs are also subject to risk&afakage during delivery and handling by the B&stal Service. The risk of breakage is
also impacted by the materials and methods usegpticate our DVDs. If the entities replicating dd¥Ds use materials and methods more
likely to break during delivery and handling or ¥ad to timely deliver DVDs to our subscribers, aubscribers could become dissatisfied and
cancel our service, which could adversely affectaperating results. In addition, increased breakages for our DVDs will increase our cost
of acquiring titles.

Increases in the cost of delivering DVDs could adveely affect our gross profit and marketing expense

Increases in postage delivery rates could adveedtdgt our gross profit if we elect not to raise subscription fees to offset the incre:
The U.S. Postal Service increased the rate fdrdiess postage on January 8, 2006 by 2 cents, 3iboents to 39 cents, and proposed another
increase in the amount of 3 cents. If approvedijrtbeease is expected to take place in mid-200@dtition, the U.S. Congress recently passed
postal reform legislation which provides the U.8stal Service with more flexibility in establishipgstal rates. It is unclear at this point the
extent to which this new legislation may impact operations and costs, but it does appear thabpected 2007 increase in postage will take
place. The U.S. Postal Service continues to foouglans to reduce its costs and make its serviae efficient. If the U.S. Postal Service were
to change any policies relative to the requiremehfgst-class mail, including changes in sizejgi® or machinability qualifications of our
DVD envelopes, such changes could result in ineeasipping costs or higher breakage for our DVl @ur gross margin could be adver
affected. Also, if the U.S. Postal Service curtdsservices, such as by closing facilities ocdiginuing or reducing Saturday delivery service,
our ability to timely deliver DVDs could diminislnd our subscriber satisfaction could be adversidcted.

Currently, most filmed entertainment is package@aingle lightweight DVD. Our delivery processl&ssigned to accommodate the
delivery of one DVD to fulfill a selection. Becausgthe lightweight nature of a DVD, we generallgiirone DVD per envelope using standard
U.S. postage. Studios occasionally provide addificontent on a second DVD or may package a titlerxm DVDs. In addition, the studios
have begun to release certain films in high deafiniformat on HD-DVDs and BluRay DVDs. These newD8/have characteristics that are
different than those currently in circulation. Tadsgh-definition format DVDs may be heavier andtare fragile than current DVDs. If
packaging of filmed entertainment on multiple DVibsre to become more prevalent, if the weight of B\MiZere to increase, or the durability
of DVDs deteriorate, our costs of delivery andiflifent processing would increase and our costeplfacing damaged DVDs may rise
materially which would depress gross margins anditability 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@nice enables us to predict and recommend &tidseffectively merchandise our
library to our subscribers. We believe that in orde our recommendation service to function mdgatively, it must access a large database
of user ratings. We cannot assure you that therigtapy algorithms in our recommendation servick @gntinue to function effectively to
predict and recommend titles that our subscribéiienjoy, or that we will continue to be succedsfuenticing subscribers to rate enough ti
for our database to effectively predict and recomdneew or existing titles.

We are continually refining our recommendation &&nin an effort to improve its predictive accuraoyd usefulness to our subscribers.
For example, in 2006 we launched a contest intetmledcourage the development of algorithms thhtsiginificantly improve the predictive
accuracy of our recommendation service, and wadihte use the results of this contest to furthénesdits utility. We may experience
difficulties in implementing refinements. In additi, we cannot assure you that we will be able tdicoe to make and implement meaningful
refinements to our recommendation service.
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If our recommendation service does not enable psedict and recommend titles that our subscribéfenjoy or if we are unable to
implement meaningful improvements, our personalimogcommendation service will be less useful, imol 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

» our ability to effectively merchandise and utiliaer library will be adversely affected; a

» our subscribers may default to choosing titles famong new releases or other titles that cost ug mogprovide, and our margins
may be adversely affecte

If we do not correctly anticipate our short- and Iong-term needs for DVD titles, our subscriber satisfagon and results of operations ma
be adversely affected.

If we do not acquire sufficient copies of DVDs, may not satisfy subscriber demand, and our sulescsifitisfaction and results of
operations could be adversely affected. Conver#falye attempt to mitigate this risk and acquirermoopies than needed to satisfy our
subscriber demand, our inventory utilization wolietome less effective and our gross margins woelladversely affected. Our ability to
accurately predict subscriber demand as well agehéaictors such as exclusive distribution arrangisimay impact our ability to acquire
appropriate quantities of certain DVDs.

If we are unable to renew or renegotiate our reveneli sharing agreements when they expire on terms farable to us, or if the cost of
purchasing titles on a wholesale basis increasesirgyross margins may be adversely affected.

We acquire DVDs through a mix of revenue sharingagents as well as direct purchase arrangemeimisthéf we enter into a direct
purchase or revenue sharing arrangement deperttie @onomic terms we can negotiate as well asospdferences. Starting in 2000, we
entered into numerous revenue sharing arrangeméthtstudios and distributors which typically enadblus to increase our copy depth of
DVDs on an economical basis because of a low Ippaigment with additional payments made only if subscribers rent the DVD. During the
course of our revenue sharing relationships, var@mntract administration issues can arise. T@xent that we are unable to resolve any of
these issues in an amicable manner, our relatipngitih the studios and distributors may be advgreepacted.

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 oétivar the DVD is rented. We have seen the puramisshift toward direct purchasing
arrangements as revenue sharing agreements efpieecannot renegotiate purchasing arrangementavarable terms, the cost of acquiring
content could increase and our gross margins maybersely affected. In addition, the risk assedatith accurately predicting title demand
could increase if we are required to directly pass#more titles.

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

The cost of manufacturing DVDs is substantiallyslésan the price for which new DVDs are generatlyl $n the retail market. Thus, we
believe that studios and other resellers of DVDeehsgnificant flexibility in pricing DVDs for reibsale. If the retail price of DVDs decreases
significantly, consumers may choose to purchase ®WiBtead of subscribing to our service.

We may seek additional capital that may result int®ckholder dilution or that may have rights seniorto those of our common
stockholders.

From time to time, we may seek to obtain additiaragital, either through equity, equity-linked a@thd securities. The decision to obtain
additional capital will depend, among other things,our development efforts,
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business plans, operating performance and condifitime capital markets. If we raise additionaldanhrough the issuance of equity, equity-
linked or debt securities, those securities mayehahts, preferences or privileges senior to iglets of our common stock, and our
stockholders may experience dilution.

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

Subscribers and potential subscribers access oticas¢hrough our Web site, where the title setatiirocess is integrated with our
delivery processing systems and software. Our agjout 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 seteams. Much of our software is proprietary, andngly on the expertise of our engineering and
software development teams for the continued perdioice of our software and computer systems. Irtiaddthrough our new instant-viewing
feature, our subscribers will access titles onWieb site through our proprietary movie player saftevand must maintain their connection to
our Web site for an uninterrupted viewing expererfgervice interruptions, errors in our softwarg¢her unavailability of our Web site could
diminish the overall attractiveness of our subg@ipservice to existing and potential subscribers.

Our servers are vulnerable to computer virusessiphlor electronic break-ins and similar disrupipwhich could lead to interruptions
and delays in our service and operations as wedtisss misuse or theft of data. Our Web site pécadty experiences directed attacks intended
to cause a disruption in service. Any attempts &gklrs to disrupt our Web site service or our irdesystems, if successful, could harm our
business, be expensive to remedy and damage auatiem. Our insurance does not cover expensetedala direct attacks on our Web site or
internal systems. Efforts to prevent hackers fratteeng our computer systems are expensive to i@t and may limit the functionality of
our services. Any significant disruption to our Waite or internal computer systems could resudt ioss of subscribers and adversely affect
our business and results of operations.

Our communications hardware and the computer haslused to operate our Web site and our onlineelsgliof content are hosted at
facilities of a third party provider. Hardware four delivery systems is maintained in our shippegters. Fires, floods, earthquakes, power
losses, telecommunications failures, break-inssamilar events could damage these systems and heedw cause them to fail completely. As
we do not maintain entirely redundant systemsseugting event could result in prolonged downtimheuwr operations and could adversely
affect our business. Problems faced by our thirtyp&/eb hosting provider, with the telecommunicatimetwork providers with whom it
contracts or with the systems by which it allocaiggacity among its customers, including us, cawldersely impact the experience of our
subscribers.

Our executive offices and our Sunnyvaldased shipping center are located in the San Frarszo Bay Area. In the event of an earthquak
or other natural or man-made disaster, our operatims would be adversely affected.

Our executive offices and our Sunnyvale-based sijpgenter are located in the San Francisco Bag Abair business and operations
could be adversely affected in the event of eleatiblackouts, fires, floods, earthquakes, powssds, telecommunications failures, break-ins
or similar events. We may not be able to effecyiwtlift our fulfilment and delivery operations dtgedisruptions in service in the San
Francisco Bay Area or any other facility. Because$an Francisco Bay Area is located in an eariteggansitive area, we are particularly
susceptible to the risk of damage to, or totalrdesion of, our Sunnyvale-based operations centdrthe surrounding transportation
infrastructure. We are not insured against anyel®ss expenses that arise from a disruption tdosiness due to earthquakes.
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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 develognts.

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

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

In the ordinary course of business, and in pauicirl connection with providing our personal mordeommendation service, we collect
and utilize data supplied by our subscribers. Weetitly face certain legal obligations regarding thanner in which we treat such informat
Other businesses have been criticized by privaoyg and governmental bodies for attempts to lersgnal identities and other information
to data collected on the Internet regarding udmmising and other habits. Increased regulatiothedd utilization practices, including self-
regulation, as well as increased enforcement aftiexj laws, could have an adverse effect on ouinbss.

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 informatatrtained by us for billing purposes, including stridgers’ credit card or checking
account data, we rely on licensed encryption ankemtication technology. In conjunction with theypgent processing companies, we take
measures to protect against unauthorized intrustornour subscribers’ data. If, despite these messwe experience any unauthorized
intrusion into our subscribers’ data, current anteptial subscribers may become unwilling to previde information to us necessary for them
to become subscribers, and our business couldumsaly affected. Similarly, if a well-publicizeddach of the consumer data security of any
other major consumer Web site were to occur, thevdd be a general public loss of confidence inuse of the Internet for commerce
transactions, which could adversely affect our hess.

In addition, because we obtain subscribbitihg information on our Web site, we do not dbtaignatures from subscribers in connec
with the use of credit cards by them. Under curceatlit card practices, to the extent we do nogiohtardholders’ signatures, we are liable for
fraudulent credit card transactions, even wheratfsaciated financial institution approves paymémhe orders. From time to time, fraudulent
credit cards are used on our Web site to obtaiicgeand access our DVD inventory. Typically, thessdit cards have not been registered as
stolen and are therefore not rejected by our auioraathorization safeguards. While we do haveralmer of other safeguards in place, we
nonetheless experience some loss from these frentdwansactions. We do not currently carry insoeaggainst the risk of fraudulent credit
card transactions. A failure to adequately corfialdulent credit card transactions would harmhlmusiness and results of operations.

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

Our subscribers pay for our subscription serviges@minately using credit cards and debit cards &nd lesser extent, electronic che
Our acceptance of these payment methods requirggagment of certain fees. From time to time, tHegs may increase, either as a result of
rate changes by the payment processing companasaresult in a change in our business practibésh increase the fees on a cost-per-
transaction basis. These fees may increase in Z&h increase may adversely affect our resultpefations.

We are subject to rules, regulations and practiosgrning our accepted payment methods, which r@aopinately credit cards and d¢
cards and, to a lesser extent, electronic chedkassd&rules, regulations and
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practices could change or be reinterpreted to ritakfficult or impossible for us to comply. If wiail to comply with these rules or
requirements, we may be subject to fines and higghasaction fees and lose our ability to accepse¢payment methods, and our business and
results of operations would 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 mape diminished, and our business may be adverselyfafted.

We rely and expect to continue to rely on a contiimeof confidentiality and license agreements waitht employees, consultants and
third parties with whom we have relationships, &l a&s trademark, copyright, patent and trade s@cogection laws, to protect our propriet
rights. We may also seek to enforce our propriefigiyts through court proceedings, such as our t¢aimfor patent infringement against
Blockbuster, Inc. filed in April 2006. Netflix is @gistered trademark of Netflix, Inc. in the UnitStates and United Kingdom. We have also
filed trademark applications in the United Statmsthe Friends and Profiles service marks andifemNetflix design logo, and have filed U.S.
patent applications for certain aspects of ournietdgy. We have also filed a trademark applicatiothe European Union for the Netflix nar
From time to time we expect to file additional teathrk and patent applications. Nevertheless, thgkcations may not be approved, third
parties may challenge any patents issued to orbhelds, third parties may knowingly or unknowinghjringe our patents, trademarks and o
proprietary rights, and we may not be able to pneugringement without substantial expense toliuthe protection of our proprietary rights is
inadequate to prevent use or appropriation by thédies, the value of our brand and other intdegissets may be diminished, competitors
may be able to more effectively mimic our serviod methods of operations, the perception of ouingss and service to subscribers and
potential subscribers may become confused in tirketilace and our ability to attract subscribery ina adversely affected.

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 selectionrpcesses and marketing activities.

Trademark, copyright, patent and other intellecpraperty rights are important to us and other canigs. Our intellectual property rigl
extend to our technology, business processes antbtitent on our Web site. We use the intellegiugperty of third parties in merchandising
our products and marketing our service throughreatiial and other rights. From time to time, thpedties allege that we have violated their
intellectual property rights. If we are unable tian sufficient rights or develop non-infringingtéllectual property or otherwise alter our
business practices on a timely basis in responskitms against us for infringement, misappropoiatimisuse or other violation of third party
intellectual property rights, our business and cetitipe position may be adversely affected. Mangnpanies are devoting significant resout
to developing patents that could potentially aff@einy aspects of our business. There are numesetestp that broadly claim means and
methods of conducting business on the Internethe¥e not exhaustively searched patents relatieeitdéechnology. Defending ourselves
against intellectual property claims, whether they with or without merit or are determined in &awror, results in costly litigation and
diversion of technical and management personnalsit may result in our inability to use our cutrérfeb site or our recommendation service
or inability to market our service or merchandise products. As a result of a dispute, we may hawevelop norninfringing technology, ente
into royalty or licensing agreements, adjust ourahandising or marketing activities or take othetians to resolve the claims. These actions,
if required, may be costly or unavailable on teanseptable 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 prateur domain names could
adversely affect our reputation and brand, and nitakere difficult for users to find our Web sitadhour service. The acquisition and
maintenance of domain names generally are regulgted
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governmental agencies and their designees. Théateuof domain names in the United States mayghan the near future. Governing
bodies may establish additional top-level domaapgoint additional domain name registrars or mottig/ requirements for holding domain
names. As a result, we may be unable to acquineadmtain relevant domain names. Furthermore, tlatioaship between regulations
governing domain names and laws protecting tradiesreard similar proprietary rights is unclear. Weyrba unable, without significant cost or
at all, to prevent third parties from acquiring ddmnames that are similar to, infringe upon oeotlise decrease the value of our trademarks
and other proprietary rights.

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

We are required to amortize capitalized film prditut costs over the expected revenue streams ascsgnize revenue from the
associated films. The amount of film productiontsdkat will be amortized each period depends am tmaich future revenue we expect to
receive from each film. Unamortized film producticosts are evaluated for impairment each repogergd on a film-by-film basis. If
estimated remaining revenue is not sufficient tover the unamortized film production costs, tharaortized film production costs will be
written down to fair value. In any given periodwié lower our previous forecast with respect taltanticipated revenue from any individual
film, we would be required to accelerate amortaaf related film costs. Such accelerated amditizavould adversely impact our business,
operating results and financial condition. In aiddit we base our estimates of revenue on perforenahcomparable titles and our knowledge
of the industry. If the information is incorredbetamount of revenue and related expenses thagaegmize from our films could be wrong,
which could result in fluctuations in our earnings.

If we become subiject 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 pottitibility for negligence, copyright,
patent or trademark infringement or other claimselgieon the nature and content of materials thgiwdish or distribute. For example, our
wholly-owned subsidiary, Red Envelope EntertainmehC, which is dedicated to acquiring and fundorgginal content productions, may be
exposed to liability for copyright infringement aather claims relating to the original content. Weo may face potential liability for content
uploaded from our users in connection with our camity-related content or movie reviews.

If we become liable, then our business may suffigigation to defend these claims could be costig ¢he expenses and damages arising
from any liability could harm our results of opeoais. We cannot assure you that we are adequatglyad to cover claims of these types or to
indemnify us for all liability that may be imposed us.

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

The adoption or modification of laws or regulatioefating to the Internet or other areas of ouiifess could limit or otherwise advers
affect the manner in which we currently conduct lbusiness. In addition, the growth and developroéitte market for online commerce may
lead to more stringent consumer protection laws¢lvimay impose additional burdens on us. If weraggired to comply with new regulations
or legislation or new interpretations of existirmgulations or legislation, this compliance couldsmus to incur additional expenses or altel
business model.

The manner in which Internet and other legislatitay be interpreted and enforced cannot be precirmined and may subject either
us or our customers to potential liability, whichturn could have an adverse effect on our busjmesslts of operations and financial
condition. The adoption of any laws or regulatitimest
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adversely affect the popularity or growth in uséhaf Internet, including laws limiting Internet riglity, could decrease the demand for our
subscription service and increase our cost of dbirginess. In addition, if consumer attitudes tauese of the Internet change, consumers
become unwilling to select their entertainment malor otherwise provide us with information necegéar them to become subscribers.
Further, we may not be able to effectively markatservices online to users of the Internet. Ifame unable to interact with consumers bec
of changes in their attitude toward use of therlg our subscriber acquisition and retention l@pdversely affected.

We may be engaged in legal proceedings that coulduse us to incur unforeseen expenses and could opga significant amount of our
management’s time and attention.

From time to time, we are subject to litigationctaims that could negatively affect our businessrapions and financial position. Such
disputes could cause us to incur unforeseen expeoseld occupy a significant amount of our manag&a time and attention and could
negatively affect our business operations and fiiz@position.

Changes in securities laws and regulations have ireased and may continue to increase our costs.

Changes in the laws and regulations affecting pul@impanies, including the provisions of the Saglsa@xley Act of 2002 and recently-
enacted rules promulgated by the Securities antidhge Commission, have increased and may contininerease our expenses as we
evaluate the implications of these rules and deradeurces to respond to their requirements.

The NASDAQ Global Select Market, on which our conmstock is listed, has also adopted comprehensies end regulations relating
to corporate governance. These laws, rules andatigus have increased and will continue to inceghg scope, complexity and cost of our
corporate governance, reporting and disclosuretipessc We also expect these developments to makeri difficult and more expensive for
to obtain director and officer liability insuranitethe future, and we may be required to accepiced coverage or incur substantially higher
costs to obtain coverage. Further, our board mesniief Executive Officer and Chief Financial ©éf could face an increased risk of
personal liability in connection with the perforncanof their duties. As a result, we may have dilfic attracting and retaining qualified board
members and executive officers, which would advgraiect our business.

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

As of December 31, 2006, our executive officers dinelctors, their immediate family members andiatid venture capital funds
beneficially owned, in the aggregate, approxima8€lypercent of our outstanding common stock ancksaptions that are exercisable within
60 days. In particular, Jay Hoag, one of our doestbeneficially owned approximately 21 percert Beed Hastings, our Chief Executive
Officer, President and Chairman of the Board, bieiady owned approximately 7 percent. These stotttérs may have individual interests
that are different from yours and will be able x@eise significant control over all matters reqgrstockholder approval, including the
election of directors and approval of significaatgorate 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 orepitear merger or acquisition that a stockholder ownsider favorable because they:
» authorize our board of directors, without stockleoldpproval, to issue up to 10,000,000 shares @ésignated preferred stoc
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» provide for a classified board of directo

» prohibit our stockholders from acting by writtemsent;

» establish advance notice requirements for propasiatijers to be approved by stockholders at stodenoheetings; an

» prohibit stockholders from calling a special megtai stockholders

In addition, a merger or acquisition may trigggergion payments to certain executive employeegwutig terms of our Executive
Severance and Retention Incentive Plan, therebrgasing the cost of such a transaction. As a Delwa@rporation, we are also subject to
certain Delaware anti-takeover provisions. Undelal@are law, a corporation may not engage in a lessitombination with any holder of 15

percent or more of its capital stock unless theléohas held the stock for three years or, amoner ¢hings, the board of directors has
approved the transaction. Our board of directotdccely on Delaware law to prevent or delay anuggition of us.

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:

e variations in our operating resul

» variations between our actual operating resultsthaaxpectations of securities analysts, investodsthe financial communit
» announcements of developments affecting our busjsgstems or expansion plans by us or otl

» competition, including the introduction of new coatifors, their pricing strategies and servic

» market volatility in genera

» the level of short interest in our stock; &

» the operating results of our competitc

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

Following certain periods of volatility in the maatkprice of our securities, we became the subjesecurities litigation. We may
experience more such litigation following futureipds 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 negat impact on our operating
results for the foreseeable future.

During the second quarter of 2003, we adoptedahesélue recognition provisions of Statement afdficial Accounting Standards
No. 123" Accounting for Stock-Based Compensati¢fsFAS 123”) for stock-based employee compensatio addition, during the third
quarter of 2003, we began granting stock optiormutoemployees on a monthly basis. The vestingpgdsrprovide for options to vest
immediately, in comparison with the three to foeay vesting periods for stock options granted godhe third quarter of 2003. As a result of
immediate vesting, stodiased compensation expenses determined under SBARBl are fully recognized in the same periodhasnonthly
stock option grants. In addition, we continue tamaime the deferred compensation of stock optioitls three to four-year vesting periods
granted prior to the third quarter of 2003 overrmmaining vesting periods. Our stock-based comgienmsexpenses totaled $16.6 million,
$14.3 million and $12.7 million during 2004, 200%e2006, respectively. We expect our stock-basetpensation
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expenses will continue to be significant in futpegiods, which will have an adverse impact on querating results. The Black-Scholes option-
pricing model, used by us, requires the input ghhi subjective assumptions, including the opticekpected life and the price volatility of the
underlying stock. If factors change and we empliffeint assumptions for estimating stdoéised compensation expense in future periods
we decide to use a different valuation model, thiare periods may differ significantly from what Wwave recorded in the current period and
could materially affect the fair value estimatestdck-based payments, our operating income, netriecand net income per share.

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

Given the dynamic nature of our business and therenmt limitations in predicting the future, foretsof our revenues, gross margin,
operating expenses, number of paying subscribamshar of DVDs shipped per day and other finanaia eperating data may differ materiz
from actual results. Such discrepancies could cawezline in the trading price of our common stock

ltem 1B. Unresolved Staff Comments
None.

ltem 2. Properties

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

Estimated
Square Lease
Location footage expiration date Primary Use
Los Gatos, California 81,00 December 2012 Corporate Office, general and administrative, mtnkeand
technology and developme
Beverly Hills, California 18,00( August 200¢  Content acquisition, general and administra
Sunnyvale, California 115,00( April 2009 Receiving and storage center, processing and stymgnter for
San Francisco Bay Are
Hillsboro, Oregor 27,00 November 200! Customer service cent
Burbank, Californie 18,00( April 2012 Encoding

We operate a nationwide network of distributionteemthat serve major metropolitan areas througtimutnited States. These
fulfilment centers are under lease agreementsetkaite at various dates through October 2011. M @perate a datacenter in a leased third-
party facility in Santa Clara, California.

In March 2006, we exercised our option to leasailing adjacent to our headquarters in Los Gatadifornia. The building will
comprise approximately 80,000 square feet of offjggce and have an initial term of 5 years. Thklimg is expected to be completed in the
first quarter of 2008.

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

ltem 3. Legal Proceedings

Information with respect to this item may be foundNote 6 of the Notes to the Consolidated Findrisfatements in Item 8, which
information is incorporated herein by reference.

Item 4. Submission of Matters to a Vote of Securities Holds
None.
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PART Il

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Isuer Purchases of Equity Securitie

Our common stock has traded on the NASDAQ Globl@éarket and its predecessor, the NASDAQ Nafidmarket, under the
symbol “NFLX” since our initial public offering on May 23, 200the following table sets forth the intraday higlddow sales prices per she
of our common stock for the periods indicated,egmrted by the NASDAQ Global Select Market.

2005 2006

High Low High Low
First quarte! $13.12 $ 8.91 $29.92 $23.0¢
Second quarte 19.25 10.51 33.1Z 25.8(
Third quartel 26.6¢ 16.0( 27.5¢ 18.17
Fourth quarte 30.2¢ 22.5¢ 30.0¢ 21.9¢

As of February 16, 2007, there were approximaté®y dtockholders of record of our common stock,aith there is a significantly
larger number of beneficial owners of our commarkst

We have not declared or paid any cash dividendswanhave 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 Set¢ias and Exchange Commission, the
following information relating to the price perfoemce 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 intg auach filings.

The following graph compares the total cumulatiteekholder return on the Compasy¢tommon stock with the total cumulative retur
the Nasdagq Composite Index and the GSTI InterrdgiXrior the period beginning on May 23, 2002, thtedf the Company’s initial public
offering, through December 31, 2006. Total cumutastockholder return assumes $100 invested dtebimning of the period in the
Company’s common stock, the stocks representdieitNasdag Composite Index and the stocks representee GSTI Internet Index,
respectively. The GSTI Internet Index is a modifepitalization weighted index of 14 stocks repngisg the Internet industry, including
Internet content and access providers, Internétvaoé and services companies and e-commerce coegpdmiprevious years, the Company
compared its total cumulative stockholder returthwie Philadelphia Thestreet.com Internet Sectdex. The Company has elected to replace
it with the GSTI Internet Index because the neveinid more focused on like businesses, includingdtthat would be considered “peers” of
the Company. In this transition year, the tabl@behcludes the comparative performance of the imel@x with the replaced index. Historical
stock price performance should not be relied umoaraindication of future stock price performance:

Doflam
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ltem 6. Selected Financial Date

The following selected financial data is not neaeigsindicative of results of future operationsdashould be read in conjunction with
“Item 7. Management’s Discussion and Analysis afdricial Condition and Results of Operations” andrtl 8. Financial Statements and
Supplementary Data.”

Year ended December 31

2002 (1) 2003 (1) 2004 (1) 2005 (1)(2) 2006
(in thousands, except per share data)

Revenue: $150,81¢ $270,41( $500,61: $682,21: $996,66(
Cost of revenues

Subscriptior 77,044 147,73¢ 273,40: 393,78t 532,62:

Fulfillment expense 20,42 32,62! 58,31. 71,98% 94,36¢

Total cost of revenue 97,46¢ 180,35¢ 331,71. 465,77! 626,98!

Gross profil 53,35: 90,05: 168,89¢ 216,43t 369,67
Operating expense

Technology and developme 17,63 21,86: 29,46° 35,38¢ 48,37¢

Marketing 37,42: 51,53¢ 100,53¢ 144,56: 225,52

General and administrati\ 9,867 13,39( 22,10« 35,48¢ 36,15¢

Gain on disposal of DVD (89€) (1,209 (2,560 (1,987 (4,797

Total operating expens 64,02¢ 85,57¢ 149,54! 213,44¢ 305,26

Operating income (los (20,679) 4,47: 19,35¢ 2,98¢ 64,41«
Other income (expense

Interest and other incon 1,697 2,457 2,59 5,75¢ 15,90¢

Interest and other expen (11,979 (417) (170 (407) —
Income (loss) before income tax (20,949 6,512 21,77¢ 8,33t 80,31¢
Provision for (benefit from) income tax — — 181 (33,697) 31,23¢
Net income (loss $(20,94) $ 6,517 $ 21,59t $ 42,02 $ 49,08:
Net income (loss) per shal

Basic $ (079 $ 0.14 $ 0.4z $ 0.7¢ $ 0.7¢

Diluted $ (079 $ 0.1 $ 0.32 $ 0.64 $ 071
Weightec-average shares outstandil

Basic 28,20« 47,78¢ 51,98¢ 53,52¢ 62,57

Diluted 28,20 62,88 64,71 65,51¢ 69,07t
Notes:

(1) Prior periods have been reclassified to conforrwutment period presentation (see Note 1 to Not&otasolidated Financial Statemen

(2) Netincome for the year includes a benefit of malideferred tax assets of $34,905 or approxim&@B3 per diluted share, related to
recognition of the Company’s deferred tax assete ($ote 9 to Notes to Consolidated Financial States). In addition, general and
administrative expenses includes an accrual of 8llibn (net of expected insurance proceeds fonbeirsement of legal defense cost
$0.9 million) related to the proposed settlemestsof theChavez vs. Netflix, Intawsuit (see Note 6 of Notes to Consolidated Firanc
Statements)
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As of December 31
2002 2003 2004 2005 2006
(in thousands)

Balance Sheet Data

Cash and cash equivalel $ 59,81« $ 89,89 $174,46. $212,25¢  $400,43(
Shor-term investment 43,79¢ 45,29 — — —
Working capital 66,64¢ 75,927 92,43¢ 106,10« 234,97:
Total asset 130,53( 176,01: 251,79¢ 364,68 608,77¢
Capital lease obligations, less current por 46C 44 — — —
Stockholder’ equity 89,35¢ 112,70¢ 156,28 226,25 414,21:

As of / Year Ended December 31
2002 2003 2004 2005 2006
(in thousands, except subscriber acquisition cost)

Other Data:

Total subscribers at end of peri 857 1,487 2,61( 4,17¢ 6,31¢
Gross subscriber additions during per 1,14C 1,571 2,71¢ 3,72¢ 5,25(
Subscriber acquisition cost ( $ 328: $ 3280 $ 3702 $ 3871 $ 42.9¢
Notes:

(1) Subscriber acquisition cost is defined as totalketimg expenses divided by total gross subscritiditians during the periot

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

We are the largest online movie rental subscripsienvice providing more than 6,300,000 subscribecgss to a comprehensive librar
more than 70,000 movie, television and other filreatertainment titles on DVD. We offer a varietysobscription plans, starting at $4.99 a
month. There are no due dates, no late fees astipping fees. Subscribers select titles at our Witebaided by our proprietary
recommendation service, receive them on DVD by bh&il and return them to us at their conveniengegugur prepaid mailers. After a DVD
has been returned, we mail the next available DVB $ubscriber’'s queue. The terms and conditionstigh subscribers utilize our service
and a more detailed description of how our serviogks can be found at www.netflix.com/TermsOfUse.

We derive substantially all of our revenues fromrmiindy subscription fees. Our business has growidhagince inception, resulting in
substantially increased revenues. Our growth has heeled by the rapid adoption of DVDs as a medionhome entertainment as well as
increased awareness of online DVD rentals. We éxpat our business will continue to grow as thekagfor online DVD rentals continues
grow, a reflection of both the convenience and eafithe subscription rental model.

We continued to see strong growth in 2006, witterexes achieving 46% growth from a year ago. Thosvtjr can be attributed to an
expanding subscriber base. We added approximatelin®ion net new subscribers in 2006, growingnfird.2 million at December 31, 2005 to
6.3 million subscribers at December 31, 2006.

Recent Developments and I nitiatives

We continue to face direct competition from Blocktar. It remains possible that other potentialais will offer competing services,
either directly or in conjunction with others oattBlockbuster will gain more traction in its curtdusiness. We continue to focus on retaining
our leadership position and growing our business.

Our core strategy is to grow a large DVD subsaripthusiness and to expand into Internet-based numlieery as that market develops.
We believe that the DVD format, along with its sessor formats of HD DVD
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and Blu-Ray, will continue to be the main vehiae fvatching movies in the home for the foreseeflilere and that by growing a large DVD
subscription business, we will be well positionedransition our subscribers and our businesstiriet-based movie delivery as it becomes a
mainstream method for movie distribution. To thislewe introduced a new feature in January 2007alf@vs subscribers to instantly watch
movies and television series on their personal aderp. We expect to roll out this instant-viewiegture to all subscribers within six months
from the date of launch, and we will continue tgiowve its quality, content and functionality. Weeind to broaden the distribution capability
of this service to multiple platforms over time.

Key Business Metrics

Management periodically reviews certain key busmastrics, within the context of our articulatedfpemance goals, in order to evall
the effectiveness of our operational strategidscate resources and maximize the financial peréoree of our business. The key business
metrics include the following:

e Churn: Churn is a monthly measure defined as cust@angcellations in the quarter divided by the surbeginning subscribers
and gross subscriber additions, then divided byetlnonths. Management reviews this metric to et@hether we are retaining
our existing subscribers in accordance with ouirlass plans

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

» Gross Margin: Management reviews gross margin to monitoralde costs and operating efficien

Management believes it is useful to monitor theséries together and not individually as it doesmake business decisions based upon
any single metric.

Critical Accounting Policies and Estimates

The preparation of consolidated financial stateméntonformity with accounting principles geneyaltcepted in the United States
requires estimates and assumptions that affecefiegted amounts of assets and liabilities, reveiamel expenses and related disclosures of
contingent assets and liabilities in our consoéiddinancial statements and accompanying notesSEkarities and Exchange Commission has
defined a company'’s critical accounting policieshesones that are most important to the portrafalcompany’s financial condition and
results of operations, and which require a compganyake its most difficult and subjective judgmerBased on this definition, we have
identified the critical accounting policies and guaents addressed below. Although we believe thaestimates, assumptions and judgments
are reasonable, they are based upon informatiseptly available. Actual results may differ sigcéfntly from these estimates under different
assumptions, judgments or conditions.

Amortization of DVD Library and Upfront Costs

We acquire DVDs from studios and distributors tlyloeither direct purchases or revenue sharing agrets. We acquire DVDs for the
purpose of renting them to our subscribers andirgusubscription rental revenues and as such, wsider our DVD library to be a productive
asset, and classify our DVD Library as a non-curasset. Additionally, in accordance with Statenwrftinancial Accounting Standards 95
“Statement of Cash Flows” (“SFAS 95”), we clasgifish outflows for the acquisition of the DVD Libyanet of changes in related Accounts
payable, as cash flows from investing activitiesoan Consolidated Statements of Cash Flows. Thixisisive of any upfront non-refundable
payments required under revenue sharing agreements.

We amortize our DVD library, less estimated salvegi@e, on a “sum-of-the-months” accelerated bags its estimated useful life. The
useful life of the new-release DVDs and back-cat@d/Ds is estimated to be 1 year and 3 years, otisiedy. In estimating the useful life of
our DVD library, we take into account library utéition as well as an estimate for lost or damageb® Volume purchase discounts received
from studios on the purchase of titles are recoeted reduction of DVD library inventory when eatne
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Prior to July 1, 2004, we amortized the cost of entire DVD library, including the capitalized pior of the initial fixed license fee, on a
“sum-of-the-months” accelerated basis over one.j¢awever, based on a periodic evaluation of betl release and back-catalog utilization
for amortization purposes, we determined that beatkiog titles have a significantly longer life thareviously estimated. As a result, we
revised the estimate of useful life for the backatay DVD library from a “sum of the months” acaelteed method using a one year life to the
same accelerated method of amortization usingeethear life. The purpose of this change was tceraccurately reflect the productive life of
these assets. In accordance with Accounting Pieeipoard Opinion No. 2@ccounting Change8APB 20”), the change in life has been
accounted for as a change in accounting estimatepospective basis from July 1, 2004. New releask continue to be amortized over a
year period. As a result of the change in the exttiohlife of the bac-catalog library, total cost of revenues was $10iion lower, net income
was $10.9 million higher and net income per dilutbdre was $0.17 higher for the year ended Dece&ih&004.

In the third quarter of 2004, we determined thatwese selling fewer previously rented DVDs tharireated but at an average selling
price higher than historically estimated. We therefrevised our estimate of salvage values ontdinechase DVDs. For those direct purchase
DVDs that we estimate we will sell at the end ditluseful lives, a salvage value of $3.00 per DhWd3 been provided effective July 1, 2004.
For those DVDs that we do not expect to sell, neagge value is provided. Simultaneously with tharode in accounting estimate of expected
salvage values, we recorded a write-off of appraéty $1.9 million related to non-recoverable sg&vaalue in the third quarter of 2004.

Revenue sharing agreements enable us to obtain RY®%ower upfront cost than under traditionaédimpurchase arrangements. Under
revenue sharing agreements, we share a percerftdgeartual net revenues generated by the usechf garticular title with the studios over a
fixed period of time, or the Title Term, which igically between 6 and 12 months for each DVD tiflethe end of the Title Term, we
generally have the option of returning the DVDetitb the studio, destroying the title or purchaghwgtitle. In addition, we remit an upfront
payment to acquire titles from the studios andrithistors under revenue sharing agreements. Thisipayincludes a contractually specified
initial fixed license fee that is capitalized andatized in accordance with our DVD library amoatipn policy. In some cases, this payment
also includes a contractually specified prepaynoéfiiture revenue sharing obligations that is dfes$as prepaid revenue sharing expense
is charged to expense as future revenue sharinggtibhs are incurred.

We periodically evaluate the useful lives and sgévealues of our DVD library.

Stock-Based Compensation

We adopted the provisions of SFAS 123R on Janua2@@6. Under the fair value recognition provisiafishis statement, stock-based
compensation cost is estimated at the grant datedban the fair value of the awards expected tbaras is recognized as expense ratably over
the requisite service period, which is the vesfirgod. We adopted the fair value recognition psiris of SFAS No. 12#ccounting for
Stock-Based Compensati@s, amended by SFAS No. 148 counting for Stock-Based Compensation—TransétiahDisclosure, an
Amendment of FASB Statement No. in the second quarter of 2003, and restated pedogs at that time. Because the fair value recami
provisions of SFAS 123 and SFAS 123R were matgrahsistent under our equity plans, the adoptfoBFAS 123R did not have a
significant impact on our financial position or uéts of operations.

We use the Black-Scholes option pricing model tieiheine the fair value of stock options and empéogck purchase plan shares. The
Black-Scholes option-pricing model requires theuingf highly subjective assumptions, including tpgion’s expected life and the price
volatility of the underlying stock. In light of thguidance in Staff Accounting Bulletin No. 107 (“BAL07"), we re-evaluated the assumptions
used to estimate the value of stock options begmir the second quarter of 2005.

» 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 ¢
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common stock. Our decision to incorporate impliethtility was based on our assessment that impi@dattility of publicly tradec
options in our common stock is expected to be meftective of market conditions and, therefore, oeasonably be expected to be a
better indicator of expected volatility than histat volatility of our common stocl

» Expected life We bifurcate our option grants into two empleyggoupings (executive and non-executive) baseekercise
behavior and consider several factors in deterrgittie estimate of expected life for each grouduuliag the historical option
exercise behavior and the terms and vesting pedbtie options granted. From the second quart@066 through the fourth quarter
of 2006, we used an estimate of expected life ®fyéars for one group and 3 years for the othepgrd/e used an estimate of
expected life of 4 years for one group and 3 y&arthe other group from the second quarter of 2008ugh the first quarter of 20(

We grant stock options to our employees on a myiithsis. Such stock options are designated as ualifigd stock options and vest
immediately. As a result of immediate vesting, ktbased compensation expense determined under $22fSis fully recognized upon the
stock option grants and no estimate is requiregbfervesting option forfeitures.

Income Taxes

We record a tax provision for the anticipated tarsequences of our reported results of operatiorexzcordance 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 bases of
assets and liabilities, and for operating lossyfarwards. Deferred tax assets and liabilitiesragasured using the currently enacted tax rates
that apply to taxable income in effect for the geiarwhich those tax assets are expected to bieedadr settled. We record a valuation
allowance to reduce deferred tax assets to the mintioat is believed more likely than not to be ized.

At December 31, 2004, our deferred tax assets,gpifiyrthe tax benefits of loss carryforwards, weftset in full by a valuation allowan:
because of our history of losses through the dustrter of 2003, limited profitable quarters toedahd the competitive landscape of online [
rentals. As a result of our analysis of expectedr&iincome at December 31, 2005, it was considerae likely than not that a valuation
allowance for deferred tax assets was no longerined| resulting in the release of a previously rded allowance generating a $34.9 million
tax benefit. As of December 31, 2006, deferredatssets do not include the tax benefits attributadbbgpproximately $56 million of excess tax
deductions related to stock options. These bengfit®nly be recorded when realized on tax retusnd will be credited to equity at that time.

In evaluating our ability to recover our deferraed aissets, in full or in part, we consider all &lzle positive and negative evidence,
including our past operating results, the existesfaumulative losses in the most recent fiscatyaad our forecast of future market growth,
forecasted earnings, future taxable income, theahearnings in the jurisdictions in which we ogerand prudent and feasible tax planning
strategies. The assumptions utilized in determifirigre taxable income require significant judgmand are consistent with the plans and
estimates we are using to manage the underlyingédsges. We believe that the deferred tax asssisdesd on our balance sheet will ultima
be realized. In the event we were to determinevifeatvould not be able to realize all or part of nat deferred tax assets in the future, an
adjustment to the deferred tax assets would beyedano earnings in the period in which we make sletermination.

Descriptions of Statement of Operations Components
Revenues:
Revenues include subscription revenues and revdraraghe sale of advertising. We generate allrevenues in the United States. We
derive substantially all of our revenues from mdngubscription fees and
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recognize subscription revenues ratably over eabhlcsiber's monthly subscription period. We recafilinds to subscribers as a reduction of
revenues. We offer a variety of subscription platarting at $4.99 a month, that allow subscrilbetseep either fewer or more titles at the s
time.

Cost of Revenues:
Subscription:

We acquire titles for our library through traditadrdirect purchase and through revenue sharingeawats with content providers. Direct
purchases of DVDs normally result in higher upfroosts than titles obtained through revenue shagmgements. Cost of subscription
revenues consists of revenue sharing expensestization of our DVD library, amortization of intaifde assets related to equity instruments
issued to certain studios in 2000 and 2001 ancagestind packaging costs related to shipping titlgmying subscribers. Costs related to free-
trial subscribers are allocated to marketing expgens

Revenue Sharing ExpensesOur revenue sharing agreements generally commsrtid pay an initial upfront fee for each DVD aicqd
and also a percentage of revenue earned from sUEhrBntals for a defined period of time. A portiofithe initial upfront fees are non-
recoupable for revenue sharing purposes and aralizgd and amortized in accordance with our DVMdry amortization policy. The
remaining portion of the initial upfront fee repeess prepaid revenue sharing and this amount isresqal as revenue sharing expenses as |
subject to revenue sharing agreements are shippadbscribers. The terms of some revenue shariegagents with studios obligate us to
make minimum revenue sharing payments for ceritdést\We amortize minimum revenue sharing prepayméor accrete an amount payable
to studios if the payment is due in arrears) asmae sharing obligations are incurred. A provisamestimated shortfall, if any, on minimum
revenue sharing payments is made in the periochinhathe shortfall becomes probable and can bensddy estimated. Additionally, the
terms of some revenue sharing agreement with stystimvide for rebates based on achieving spegifétbrmance levels. We accrue for these
rebates as earned based on historical title pediocmand estimates of demand for the titles owerdmainder of the title term.

Amortization of DVD Library. On July 1, 2004, we revised the estimate ofulldiée for the backeatalog DVD library from one to thri
years. New releases will continue to be amortiaegt @ on-year period. We also revised our estimate of ggwalues on direct purchase
DVDs. For those direct purchase DVDs that we expestll at the end of their useful lives, a satvaglue of $3.00 per DVD has been
provided effective July 1, 2004. For those DVD4 thia do not expect to sell, no salvage value isided.

Amortization of Studio Intangible Assetsin 2000 and 2001, in connection with signingereue sharing agreements with certain studios,
we agreed to issue to each of these studios oigsIeNon-Voting Preferred Stock. The studios’ &k Preferred Stock automatically
converted into 3,192,830 shares of common stock tipe closing of our initial public offering. We amured the original issuances and any
subsequent adjustments using the fair value ofdlerities at the issuance and any subsequentmeéjuisdates. The fair value was recorded as
an intangible asset and was amortized to costlidcsiption revenues ratably over the remaining tefthe agreements which initial terms
were either three or five years. At December 3052@ll studio intangible assets were fully amextiz

Postage and Packaging. Postage and packaging expenses consist obtage costs to mail titles to and from our payualscribers
and the packaging and label costs for the maildrs.rate for first-class postage was $0.37 betweee 29, 2002 and January 7, 2006. The
U.S. Postal Service increased the rate of firgscfmstage by 2 cents to $0.39 effective Janué2@@. We receive discounts on outbound
postage costs related to our mail preparation joexct

Fulfillment expenses:

Fulfillment expenses represent those expensesrattim operating and staffing our shipping and @ur service centers, including cc
attributable to receiving, inspecting and warehogsur library. Fulfilment expenses also includedit card fees.
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Operating Expenses:

Technology and Development.Technology and development expenses conssybll and related expenses we incur relatedstinig,
maintaining and modifying our Web site, our recomneion service, developing solutions for the omlilelivery of content to subscribers,
telecommunications systems and infrastructure aéimer anternal-use software systems. Technologydawelopment expenses also include
depreciation of the computer hardware and cap@dlsoftware we use to run our Web site and storel ata.

Marketing. Marketing expenses consist of payroll and eelatxpenses and advertising expenses. Advertigpgnses include
marketing program expenditures and other promotiact@vities, including revenue sharing expensestgge and packaging expenses and
library amortization related to free trial periods.

General and Administrative. General and administrative expenses consisayfoll and related expenses for executive, finaooetent
acquisition and administrative personnel, as welezruiting, professional fees and other genengdarate expenses.

Stock-Based Compensation.Effective January 1, 2006, we adopted theualine recognition provisions of SFAS No. 123 (redis
2004),Share-Based PaymefiEFAS 123R"), using the modified prospective methdé/e had previously adopted the fair value rectami
provisions of SFAS No. 123ccounting for Stock-Based Compensatias amended by SFAS No. 14&counting for Stock-Based
Compensation — Transition and Disclosure, an Amendraf FASB Statement No. 183003, and restated prior periods at that time.

During the third quarter of 2003, we began gransituxk options to our employees on a monthly bdsis.vesting periods provide for
options to vest immediately, in comparison with these to fouryear vesting periods for stock options grantedrgadhe third quarter of 200
As a result of immediate vesting, all stock-basewthjgensation expense determined under SFAS No.slf28y recognized upon the grant of
the stock option. For those stock options grantéat po the third quarter of 2003 with three to feqear vesting periods, we continue to
amortize the deferred compensation related to thtuszk options over the remaining vesting periods.

Gain on disposal of DVDs. Gain on disposal of DVDs represents the diffeeebetween proceeds from sales of DVDs and agsdcia
cost of DVD sales. Cost of DVD sales includes teebook value of the DVDs sold, shipping chargesd arhere applicable, a contractually
specified percentage of the sales value for the Btfiat are subject to revenue sharing agreements.
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Results of Operations

The following table sets forth, for the periodsgeeted, the line items in our Statements of Opmratas a percentage of total revenues.
The information contained in the table below shdwédead in conjunction with the financial statetseand notes thereto included in “ltem 8.
Financial Statements and Supplementary Data” efAlinual Report on Form 10-K.

Year Ended December 31

2004 2005 2006
Revenue: 100.(% 100.(% 100.(%
Cost of revenues

Subscriptior 54.¢ 57.7 53.4

Fulfillment expense 11.€ 10.€ 9.t

Total cost of revenue 66.2 68.% 62.€

Gross profil 33.¢ 31.7 37.1
Operating expense

Technology and developme 5.¢ 5.2 4.¢

Marketing 20.1 21.2 22.¢

General and administrati 4.4 5.2 3.€

Gain on disposal of DVD (0.9 (0.3 (0.5)

Total operating expens: 29.¢ 31.: 30.€

Operating incom 3. 04 6.5
Other income (expense

Interest and other incon 04 0.c 1.€

Interest and other expen — (0.7) —
Income before income tax 4.3 1.2 8.1
Provision for (benefit from) income tax — (5.0 3.2
Net income 4.2% 6.2% 4.5%
Revenues

Year Ended December 31,
2004 2005 2006
(in thousands, except percentages and average moltl
subscription revenue per paying subscriber)

Revenue: $ 500,61: $ 682,21 $ 996,66(
Percentage change over prior pet 36.5% 46.1%
Other data

Average number of paying subscrib 1,98¢ 3,16¢ 5,08:

Percentage change over prior petl 59.4% 60.4%

Average monthly revenue per paying subscr $  20.9¢ $ 17.9¢ $ 16.2¢

Percentage change over prior pet (14.5% (9.60%

We currently generate all of our revenues in théddnStates. We derive substantially all of oureraves from monthly subscription fees
and recognize subscription revenues ratably dwadh subscribes’monthly subscription period. In addition, we gabe a small portion of o
revenues from the sale of advertising.

The increase in our revenues in 2006 as compar2ddd was primarily a result of the substantiaibgtoin the average number of payi
subscribers, as summarized in the table abovegtdffgpart by a decline in average monthly subsiomprevenue per paying subscriber. We
believe the increase in the number of paying
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subscribers was driven primarily by increased coreuawareness of the benefits of online DVD rerdal$ continuing improvements in our
service. The decline in the average monthly revgrargpaying subscriber was a result of the contimapularity of our lower cost subscripti
plans. We expect the average revenue per payirggsbbr to continue to decline as we promote owelopriced subscription plans.

The increase in our revenues in 2005 as compar2dé was primarily attributable to substantialvgifoin the average number of pay
subscribers offset in part by a decline in averagathly subscription revenue per paying subscridé.believe the increase in the number of
paying subscribers was driven primarily by increasensumer awareness of the benefits of online D&fitals and continuing improvement
our service. The decline in the average monthhsetiption revenue per paying subscriber was atre$tihe price decrease of our most pop
subscription plan coupled with the increased praomodf our lower cost subscription plans. In Juf84£, we increased the monthly
subscription price of our most popular subscripfitem from $19.95 to $21.99. However, effective Biower 2004, we lowered the price of the
most popular subscription plan to $17.99. In additwe introduced new lower priced subscriptiomplan the second quarter of 2005.

Churn declined to 3.9 percent in the fourth quasfe2006 from 4.0 percent in the same period of5280d from 4.4 percent in the same
period of 2004. We believe the decline was primatile to the following factors:

* Aging subscriber base. As we grow, the ratio of sewscribers to total subscribers declines, leattiram increase in the average
duration, or age, of the subscriber base. New sildess are more likely to cancel their subscripgidiman older subscribers, and
therefore, an increase in subscriber age helpsathveductions in churr

» The continued popularity of our lower cost subgaip plans and the price parity of our subscripfitens with those offered
competitors

» Service improvements. We continued to make imprammin a number of key areas, including increatiiegselection of titles as
we expanded our DVD library and enhancing our Weband recommendation service. We believe thepeanements to our
service increased subscriber satisfaction, whishlted in lower churr

The following table presents our ending subscribfermation:

As of December 31,

2004 2005 2006
(in thousands, except percentage

Free subscribel 124 152 162
As a percentage of total subscrib 4.8% 3.7% 2.€%
Paid subscriber 2,48¢ 4,02¢ 6,15/
As a percentage of total subscrib 95.2% 96.2% 97.4%
Total Subscriber 2,61C 4,17¢ 6,31¢
Percentage change over prior pet 60.1% 51.1%

Cost of Revenues

Subscription
Year Ended December 31,
2004 2005 2006
(in thousands, except percentage
Subscriptior $273,40: $393,78¢ $532,62:
As a percentage of revent 54.¢% 57.71% 53.4%
Percentage change over prior pet 44.(% 35.2%
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The increase in cost of subscription in absoluteadofor 2006 as compared to 2005 was primarilsitattable to the following factors:

* The number of DVDs mailed to paying subscribersdased 42 percent, which was driven by a 60 peinergase in the number
average paying subscribers offset by a slight dedti monthly movie rentals per average paying aiitbsr attributed to the increas
popularity of our lower priced plan

» Postage and packaging expenses increased by 4hperhis increase was primarily attributable te ificrease in the number of
average paying subscribers and the number of DVa&ikthto paying subscribers, as well as the filstpostage rate increase of 2
cents that was effective January 8, 2(

« DVD amortization increased by 47 percent primadlilye to increased acquisitions for our DVD libre

» Revenue sharing expenses increased by 10 perdestn€rease was primarily attributable to the éase in the number of avere
paying subscribers offset by a decrease in theep&age of DVDs subject to revenue sharing agreesmeailed to paying subscribe

The increase in cost of subscription in absoluteadofor 2005 as compared to 2004 was primarilitattable to the following factors:

* The number of DVDs mailed to paying subscribersdased 53 percent, which was driven by a 59 peinergase in the number
average paying subscribers offset by a slight deéh monthly movie rentals per average paying cuttsr.

» Postage and packaging expenses increased by ¥hperhis increase was primarily attributable te ificrease in the number
average paying subscribers and the number of DVaikthto paying subscriber

« DVD amortization increased by 23 percent primagllye to increased acquisitions for our DVD libragytially offset by the impact
2005 of $7.8 million related to the change in eatienof useful life of our ba-catalog DVD library made in the third quarter 0020

* Revenue sharing expenses increased by 54 perdestintrease was primarily attributable to the éase in the number of avere
paying subscribers coupled with a slight increasthé percentage of DVDs subject to revenue shagmgements mailed to paying
subscribers

Fulfillment expenses

Year Ended December 31

2004 2005 2006

(in thousands, except percentages)
Fulfillment expense $58,31! $71,98 $94,36¢
As a percentage of revent 11.6% 10.6% 9.5%
Percentage change over prior pel 23.5% 31.1%

The increase in fulfillment expenses in absolutéadein 2006 as compared to 2005 was primarilgiattable to an increase in personnel-
related costs resulting from the higher volumeadtivities in our customer service and shipping eesitcoupled with an increase in credit card
fees as a result of the increase in subscriptionsddition, the increase in fulfilment expensessvattributable to an increase in facility-related
costs resulting from the expansion of certain afshipping centers and the addition of new onesaWtiipate that fulfillment expenses will
increase in 2007, as new shipping centers are added

The increase in fulfillment expenses in absolutéad®in 2005 as compared to 2004 was primarilgkattable to an increase in credit ¢
fees as a result of the increase in subscript@mg)crease in personnel-related costs resultorg the higher volume of activities in our
customer service and shipping centers and an iseredacility-related costs resulting from expamsof certain of our shipping centers and the
addition of new ones.
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Gross Margin
Year Ended December 31
2004 2005 2006
(in thousands, except percentage
Gross profil $168,89¢ $216,43¢ $369,67"
Percentage change over prior pet 28.1% 70.8%
Gross margit 33.&% 31.7% 37.1%

The increase in gross margin in 2006 as compar28@6 was primarily due to a decrease in revenagrgicost per paid shipment,
which includes a decline in the percentage of D¢Disject to revenue sharing agreements mailed tmgaybscribers, as well as an increase
in revenue per paid shipment as a result of amedt overall usage and the continued popularitywflower-priced plans. The increase in
postage rates by 2 cents effective January 8, 8806atively impacted gross margin, however, thisaotpvas offset by a decline in fulfillment
costs as a result of increased operational effodésn

The decline in gross margin in 2005 as comparé&d@a was primarily attributable to the increaseast of subscription, offset in part by
a decrease in fulfillment expenses as a percemfagevenue. Cost of subscription increased duededdine in revenue per paid shipment as a
result of the price decrease of our most populavice plan implemented in the fourth quarter of 2006ffset partially by the change in estimate
related to the useful life of our back-catalog DWirary and the rapid growth of lower priced plamsich produce a higher margin than our
most popular subscription plan of $17.99 per moimtfaddition, the gross margin for 2004 was favtyrampacted by certain credits received
from studios resulting from amendments to reveraisg agreements.

If movie rentals per average paying subscribergases or if we see more shipments of DVDs subjestvenue sharing and the revenue
sharing cost per shipment does not decline, erasionr gross margin will occur. Additionally, ird@6, the U.S. Postal Service proposed an
increase in the rate of first class postage imatheunt of 3 cents. If approved, the increase igebtgul to take place in mgB0O7. The anticipate
increase in postage rates is expected to reducgross margin.

In January 2007, we introduced our instant-vieweggure which is being made available to subscsibern phased rothut. During 2007
we anticipate incurring at least $40 million in &aithal expenses related to our instant viewinduea As a result, we anticipate that cost of
subscription will increase as a percentage of negeresulting in a decline in gross margin in 2007.

Operating Expenses:
Technology and Devel opment

Year Ended December 31,

2004 2005 2006

(in thousands, except percentage
Technology and developme $29,467 $35,38¢ $48,37¢
As a percentage of revent 5.9% 5.2% 4.%
Percentage change over prior pel 20.1% 36.7%

The increase in technology and development expensdssolute dollars for 2006 as compared to 2085 primarily the result of an
increase in personnel and facility-related costsyell as to the development of our instant-viewieature. As a percentage of revenues,
technology and development expenses decrease®f0fas compared to 2005 primarily due to a gréateease in revenues than technol
and development expenses.

The increase in technology and development expensdssolute dollars for 2005 as compared 2004piasarily the result of an
increase in personnel-related and systems infiestieicosts. As a percentage of revenues, techyalog) development expenses decreased in
2005 as compared to 2004 primarily due to a gréateease in revenues than technology and developexpenses.

35



Table of Contents

We continuously research and test a variety ofm@teimprovements to our internal hardware andvearfe systems in an effort to
improve our productivity and enhance our subscsibexperience. Additionally, we continue to devetoml enhance solutions for the online
delivery of content to our subscribers. As a result expect our technology and development expeansesrease in absolute dollars in 2007.

Marketing
Year Ended December 31
2004 2005 2006
(in thousands, except percentages and

subscriber acquisition cost)
Marketing $100,53¢ $144,56. $225,52¢
As a percentage of revent 20.1% 21.2% 22.%
Percentage change over prior pel 43.8% 56.(%
Other data:
Gross subscriber additiol 2,71¢ 3,72¢ 5,25(
Percentage change over prior pet 37.% 40.8%
Subscriber acquisition ca $ 37.0C $ 38.7i $ 42.9¢
Percentage change over prior pet 4.7% 10.8%

The increase in marketing expenses in absolutarddh 2006 as compared to 2005 was primarilytattaible to an increase in marketing
program costs, which included direct mail, onligwertising and television advertising, to attragtwsubscribers. As a percentage of revenues,
marketing expenses increased primarily due to atgréncrease in marketing expenses than reveBugscriber acquisition cost increased in
2006 as compared to 2005 primarily due to an irseréia marketing program spending offset in paraliecrease in cost of providing free tri
associated with our lower priced plans coupled willight decline in personnel-related costs.

The increase in marketing expenses in absolutarddl 2005 as compared to 2004 was primarilybattaible to an increase in marketing
program costs, primarily direct mail, radio, teloh and online advertising, to attract new sulbgrs. As a percentage of revenues, the
increase in marketing expenses was primarily duedeater increase in marketing expenses thamuege Subscriber acquisition cost
increased in 2005 as compared to 2004 due to aease in overall marketing program spending anddipg on a per acquired subscriber
basis offset partially by a decrease in the cogtro¥iding free trials associated with our new lowsdced plans, and by a $2.1 million reduct
in liability due to the final settlement of certaimarketing programs.

We anticipate that our marketing expense will iaseein absolute dollars in 2007 as we grow oumassi.

General and Administrative

Year Ended December 31

2004 2005 2006
(in thousands, except percentages)
General and administratiy $22,10¢ $35,48¢ $36,15¢
As a percentage of revent 4.4% 5.2% 3.€%
Percentage change over prior pel 60.5% 1.%

The increase in general and administrative expensassolute dollars in 2006 as compared to 20@&iisarily attributable to an increa
in costs related to ongoing legal proceedings,quersl costs and professional fees to support mwigg operations. As a percentage of
revenues, the decrease in general and adminigtrativenses was primarily due to a greater incieas¥enues than general and administr:

expenses.
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The increase in general and administrative expensassolute dollars in 2005 as compared to 2002 pvnarily attributable to an
increase in legal costs as well as an increasergopnel-related costs, insurance costs and profiedg$ees, to support our growing operations.
General and administrative costs in 2005 includederual of $8.1 million (net of expected insuapcoceeds for reimbursement of legal
defense costs of $0.9 million) related to the pemubsettlement costs of tihavez vs. Netflix, InGawsuit. As a percentage of revenues, the
increase in general and administrative expensepvimsirily due to a greater increase in generaladrdinistrative expenses than increase in
revenues.

We expect our general and administrative expendiesomtinue to increase in absolute dollars in 20@ order to support our growing
operations.

Gain on disposal of DVDs

Year Ended December 31,

2004 2005 2006
(in thousands, except percentages)
Gain on disposal of DVD $(2,560) $(1,987) $(4,797)
As a percentage of revent (0.5% (0.9% (0.55%
Percentage change over prior pel (22.9)% 141.29%

The increase in gain on disposal of DVDs in absotldllars in 2006 as compared to 2005 was primatthjputable to an increase in
volume of DVDs sold, offset in part by an increas¢he cost of DVD sales.

The decrease in gain on disposal of DVDs in abedlotlars in 2005 as compared to 2004 was primatthjbutable to an increase in the
cost of DVD sales.

Interest and Other | ncome

Year Ended December 31

2004 2005 2006
(in thousands, except percentages)
Interest and other income, r $2,59: $5,75¢ $15,90¢
As a percentage of revent 0.4% 0.%% 1.€%
Percentage change over prior pel 122.(% 176.2%

The increase in interest and other income in 2@0€anpared to 2005 was primarily due to higherageincome earned on our cash and
cash equivalents due to increased interest rategldas higher average cash balances resultimg &met increase in cash flows and net
proceeds of $101.1 million from the secondary gubffering of our common stock in May 2006.

The increase in interest and other income in 2@0&apared to 2004 was primarily due to higheragkeincome earned on our cash and
cash equivalents due to increased interest rateglhas higher average cash balances.

Provision for (benefit from) Income Taxes

2004 2005 2006
(in thousands, except percentage
Provision for (benefit from) income tax $181 $(33,699) $31,23¢
Effective tax rate 0.8% (404.2)% 38.9%
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In 2006 our effective tax rate differed from theldeal statutory rate of 35% principally due to staicome taxes and benefits related to
stock-based compensation. In 2005, we recordedamie tax benefit of $33.7 million on pretax incoofi€&8.3 million. Our 2005 income tax
benefit includes a tax benefit for the reductiothie valuation allowance of $34.9 million. We contbusly monitor the circumstances
impacting the expected realization of our defeteedassets. In the fourth quarter of 2005 we reditice valuation allowance after determining
that substantially all deferred tax assets are tikely than not to be realizable due to expectgdre income. In 2004, we recorded an income
tax provision of $0.2 million on a pitex income of $21.8 million. Our effective tax rafer 2004 and 2005 differ from the federal statyrate
of 35% primarily due to changes in the valuatidovahnce and benefits related to stock based cormatiens

We currently anticipate that our effective tax rai# be approximately 40% in 2007.

Liquidity and Capital Resources

As of December 31, 2006, we had cash and cashadgote of $400.4 million. On May 3, 2006, we iss@esimillion shares of common
stock upon the closing of a secondary public affggffior net proceeds of $101.1 million. We intendise the net proceeds from the sale of the
common stock for general corporate purposes, ifrofudorking capital.

We have generated net cash from operations dusdly guarter since the second quarter of 2001. Neatgrs will impact our ability to
continue to generate and grow cash from our omersiincluding, but not limited to, the number obscribers who sign up for our service, the
growth or reduction in our subscriber base, andatility to develop new revenue sources. In addjtiwe may have to or otherwise choose to
lower our prices and increase our marketing expemserder to grow faster or respond to competitisithough we currently anticipate that
cash flows from operations, together with our alal# 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, angoother things, our development efforts,
business plans, operating performance and the tiomdif the capital markets at the time we seetring.

Key Components of Cash flow:
The following table summarizes our cash flow atita:

Year Ended December 31,

2004 2005 2006
(in thousands, except percentage
Net cash provided by operating activit $145,26¢ $ 157,50° $ 247,86.
Percentage change over prior pet 8.4% 57.2%
Net cash used in investing activiti $(66,25%) $(133,249) $(185,869)
Percentage change over prior pet 101.1% 39.5%
Net cash provided by financing activiti $ 577¢ $ 13,31« $ 126,18:
Percentage change over prior pet 130.5% 847.1%

In the third quarter of 2006, we began classifyghgnges in Accounts payable related to the acepnsif our DVD library and Property
and equipment as a component of cash outflowsectlatinvesting activities. Changes in Accountsaide related to acquisitions of DVD
library and Property and equipment were previoatdgsified within cash flows from operating aciie®. Accordingly, the Consolidated
Statements of Cash Flows for all periods presentee been reclassified to conform to the curreasemtation.

Operating activities: Net cash provided by operating activities imsed by $90.4 million in 2006 as compared to 200&. increase in
operating cash was primarily attributable to theréase in net income, the increase in amortizatiddVvD library as a result of increased
purchases of titles, increase in depreciation operty and equipment, increase in deferred revedoedo a larger subscriber base and increase
in gift subscriptions and increases in accrued egpg as a result of our growing operations.
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Net cash provided by operating activities increase812.2 million in 2005 as compared to 2004. Fleeease in operating cash was
primarily attributable to the increase in net in@rhe increase in amortization of DVD library a®sult of increased purchases of titles,
increase in depreciation of property and equipmiantease in deferred revenue due to a larger sblesdase and increase in gift subscripti
and increases in accrued expenses as a result gfauming operations.

Investing activities: Net cash used in investing activities incredse852.6 million in 2006 as compared to 2005. Fleeease was
primarily attributable to increased purchasesttdgifor our DVD library to support our larger sabiber base and increased purchases of
property and equipment to support our growing oipama

Net cash used in investing activities increase@®%.0 million in 2005 as compared to 2004. Theease was primarily because cash
used in investing activities in 2004 included netgeeds of $45.0 million from the sale of our sHertn investments. Excluding the impact of
the net proceeds from the sale of our short-terrastments, cash used in investing activities iregddy $22.0 million, primarily due to
increased purchases of titles for our DVD librarnstpport our larger subscriber base and incrgasexdhases of property and equipment to
support our growing operations in 2005 as comptr&D04.

Financing activities: Net cash provided by financing activities irased by $112.9 million in 2006 as compared to 388arily due
to the proceeds of $101.1 million from the secongublic offering of our common stock in May 20@8, well as $13.2 million of tax benefits
from stock-based compensation.

Net cash provided by financing activities increabgd7.5 million in 2005 as compared to 2004 prifgatue to an increase in proceeds
from issuance of common stock under our employeekgtlans.

Contractual Obligations
The following table summarizes our contractual gditions at December 31, 2006 (in thousands):

Payments due by perioc

Less than More than
Contractual Obligations (in thousands): Total 1 year 1-3 years 3-5 years 5 years
Operating lease obligatiol $51,20¢ $ 9,76( $20,24: $14,47¢ $ 6,72¢
Other purchase obligations ( 21,45:; 21,45 — — —
Total $72,65¢ $31,21: $20,24: $14,47¢ $ 6,72¢

(1) Other purchase obligations relate primarily to asitjons for our DVD library and online titles. Opurchase orders are based on
current needs and are generally fulfilled by ourd@s within short time horizon

For the purposes of this table, contractual ohiliget for purchase of goods or services are defasegigreements that are enforceable and
legally binding and that specify all significantrtes, including: fixed or minimum quantities to berghased; fixed, minimum or variable price
provisions; and the approximate timing of the teanti®n. The expected timing of payment of the ddiiigns discussed above is estimated basec
on information available to us as of December D62 Timing of payments and actual amounts paid beaglifferent depending on the time of
receipt of goods or services or changes to agrped-amounts for some obligations.

Off-Balance Sheet Arrangements

As part of our ongoing business, we do not engageansactions that generate relationships witlonsalidated entities or financial
partnerships, such as entities often referred &irastured finance or special purpose entitiexofdingly, 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 tgwondemnification of varying
scope and terms to business partners and othéaith respect to certain matters, including, fitlimited to, losses arising out of our
breach of such agreements and out of intellectugdeyty infringement claims made by third partiesaddition, we have entered into
indemnification agreements with our directors aadain of our officers that will require us, amaattper things, to indemnify them against
certain liabilities that may arise by reason oftls&atus or service as directors or officers.

The terms of such obligations vary. Generally, ximam obligation is not explicitly stated, so theecall maximum amount of the
obligations cannot be reasonably estimated. Tg @atdrave not incurred material costs as a regsitich obligations and have not accrued
liabilities related to such indemnification obligats in our financial statements.

Recent Accounting Pronouncements

In September 2006, the Financial Accounting Stastsl&oard (“FASB”) issued SFAS No. 13air Value MeasurementSFAS No. 157
establishes a framework for measuring the fairealuassets and liabilities. This framework is fted to provide increased consistency in
fair value determinations are made under varioisiag accounting standards which permit, or in sarases require, estimates of fair market
value. SFAS No. 157 is effective for fiscal yeaegimning after November 15, 2007, and interim pisiavithin those fiscal years. Earlier
application is encouraged, provided that the répgrntity has not yet issued financial statemémtshat fiscal year, including any financial
statements for an interim period within that fisgaar. We do not expect the adoption of this stehttahave a material effect on our financial
position or results of operations.

In June 2006, the FASB issued FASB Interpretation48,Accounting for Uncertainty in Income TaxeBhe interpretation clarifies the
accounting for uncertainty in income taxes recogdim a company'’s financial statements in accordavith Statement of Financial
Accounting Standards No. 108¢counting for Income Taxe$pecifically, the pronouncement prescribes ageition threshold and a
measurement attribute for the financial statemecdgnition and measurement of a tax position takezxpected to be taken in a tax return.
The interpretation also provides guidance on theed derecognition, classification, interest apdaities, accounting for interim periods,
disclosure and transition of uncertain tax posgiorhe interpretation is effective for fiscal yebegjinning after December 15, 2006. We do not
expect the adoption of this standard to have anmaatffect on our financial position or resultsagerations.

In February 2006, the FASB issued SFAS No. ¥&gounting for Certain Hybrid Instrumentgich amends SFAS No. 138¢counting
for Derivative Instruments and Hedging Activitand SFAS No. 140ccounting for Transfers and Servicing of Finandakets and
Extinguishments of Liabilitie:'SFAS No. 155 allows financial instruments that hen#edded derivatives to be accounted for as aewhol
(eliminating the need to bifurcate the derivatikeni its host) if the holder elects to account fa tvhole instrument on a fair value basis. Sl
No. 155 also clarifies and amends certain othevigians of SFAS No. 133 and SFAS No. 140. Thisestesnt is effective for all financi
instruments acquired or issued in fiscal yearsregg after September 15, 2006. We do not expecattoption of this standard to have a
material effect on our financial position or resudf operations.

ltem 7A.  Quantitative and Qualitative Disclosures about Marlet Risk

The primary objective of our investment activitisdo preserve principal, while at the same tim&imé&ing income we receive from
investments without significantly increased riskn®& of the securities we invest in may be subatarket risk. This means that a change in
prevailing interest rates may cause the principadant of the investment to fluctuate. For examiflee hold a security that was issued with a
fixed interest rate at the then-prevailing rate #vedprevailing interest rate later rises, the gatiour investment will decline. To minimize this
risk, we intend to maintain our portfolio of cagjuésalents in a variety of securities. At DecemB&y 2006, our cash equivalents are generally
invested in money market funds, which are not suiligmarket risk because the interest paid on fwlls fluctuates with the prevailing
interest rate.
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ltem 8. Financial Statements and Supplementary Dat
See “Financial Statements” beginning on page F-tlware incorporated herein by reference.

ltem 9. Changes in and Disagreements with Accountants on Acunting and Financial Disclosure
Not applicable.

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

Our management, with the participation of our Cligécutive Officer and Chief Financial Officer, éxated the effectiveness of our
disclosure controls and procedures (as defineduledRl3a-15(e) and 15d-15(e) under the Securittehdhge Act of 1934, as amended) as of
the end of the period covered by this annual repofform 10-K. Based on that evaluation, and theerBation of the material weakness
identified in our internal control over financiaporting as of December 31, 2005, as describedwelor Chief Executive Officer and Chief
Financial Officer concluded that our disclosuretcols and procedures as of the end of the periedreal by this annual report on Form 10-K
were effective in providing reasonable assuranatittiormation required to be disclosed by us porés that we file or submit under the
Securities Exchange Act of 1934, as amended, ded, processed, summarized and reported withitirtie periods specified in the
Securities and Exchange Commission’s rules andspamd that such information is accumulated andneomicated to our management,
including our Chief Executive Officer and Chief kirtial Officer, as appropriate, to allow timely oéans regarding required disclosures.

Our management, including our Chief Executive @ffiand Chief Financial Officer, does not expect tha disclosure controls and
procedures or our internal controls will preverieator and all fraud. A control system, no mattew well conceived and operated, can pro
only reasonable, not absolute, assurance thatijleetoves of the control system are met. Furthes,design of a control system must reflect the
fact that there are resource constraints, andeheflis of controls must be considered relativihéir costs. Because of the inherent limitations
in all control systems, no evaluation of contras rovide absolute assurance that all controbssind instances of fraud, if any, within
Netflix have been detecte

Material Weakness Previously Identified

As previously reported in our annual report on FAOvK for the year ended December 31, 2005, manegeitdentified a material
weakness in our internal control over financialaing related to our accounting for income tax@&secifically, our policies and procedures
not include adequate management review of the kedions and related supporting documentation taenthat its accounting for income ta
is in accordance with generally accepted accoumiimgiples. This material weakness resulted inedemial error in the Company’s
consolidated financial statements related to theerstatement of Deferred Tax Assets in the ConataitiBalance Sheet and the understate
of the Benefit from Income Taxes in the Consolida&tatement of Operations. This error was corregtaa to the filing of our 2005 Form 10-
K.

The foregoing led our management to conclude thatisclosure controls and procedures were notefieas of December 31, 2005
because of a material weakness in our internaratsndver financial reporting based on criterisablished in the Internal Control—Integrated
Framework issued by the Committee of Sponsoringa@imations of the Treadway Commission (“COSQO”).

Remediation of Material Weakness

In the first quarter of 2006, we implemented addisil review procedures to ensure complete supgpdirtumentation is available to
ensure that our accounting for income taxes is@oalance with generally accepted accounting pplasij this action was in place in
connection with the preparation of our financialtetments for the first quarter of 2006. As suchpetkeve that the remediation initiative
outlined above was sufficient to eliminate the mateveakness in internal control over financigtoging as discussed above.
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(b) Managemen’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishingnaaidtaining adequate internal control over finah@orting (as defined in Rule 13a-
15(f) of the Securities Exchange Act of 1934 asrathed (the Exchange Act)). Our management assdsseadfectiveness of our internal
control over financial reporting as of December&106. In making this assessment, our managemedtthe criteria set forth by the
Committee of Sponsoring Organizations of the Tread®ommission (“COSO") itnternal Control-Integrated FrameworkBased on our
assessment under the frameworlkniternal Control — Integrated Frameworlour management concluded that our internal cbatrer
financial reporting was effective as of DecemberZa06. Our management’s assessment of the efeetss of our internal control over
financial reporting as of December 31, 2006 has lzeglited by KPMG LLP, an independent registerdalip@ccounting firm, as stated in tt
report that is included herein.

(c) Changes in Internal Control over Financial Reportirg
There was no change in our internal control ovaairicial reporting that occurred during the quastedted December 31, 2006 that has
materially affected, or is reasonably likely to evally affect, our internal control over financiaporting.

Iltem 9B.  Other Information
None.
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PART IlI

Iltem 10.  Directors, Executive Officers and Corporate Governace

Information regarding our directors and executiffecers is incorporated by reference from the infiation contained under the sections
“Proposal One: Election of Directors,” “Section apBeneficial 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 incorporatedreference from information contained under thetiea “Compensation of Executive
Officers and Other Matters” in our Proxy Statenmfenthe Annual Meeting of Stockholders.

Item 12.  Security Ownership of Certain Beneficial Owners andManagement 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 “BgG@bmpensation Plan Information” in our Proxy 8taént for the Annual Meeting of
Stockholders.

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

Information required by this item is incorporatedrbference from information contained under thaiea “Certain Relationships and
Related Transactions” in our Proxy Statement ferAhnual Meeting of Stockholders.

Iltem 14.  Principal Accountant Fees and Service

Information with respect to principal independesdistered public accounting firm fees and serviséscorporated by reference from the
information under the caption “Proposal Two: Rattion of Appointment of Independent Registeredlieuwccounting Firm” in our Proxy
Statement for the Annual Meeting of Stockholders.
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Item 15.

PART IV

Exhibits and Financial Statement Schedule

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

(1) Financial Statement
The financial statements are filed as part of Anigual Report on Form 10-K under “Item 8. FinanS#tements and
Supplementary Data.”
(2) Financial Statement Schedul
The financial statement schedules are omittedesale either not applicable or the informatioruiegf is presented in the
financial statements and notes thereto under “Befinancial Statements and Supplementary Data.”
(3) Exhibits:
Incorporated
Exhibit by Reference Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith
3.1 Amended and Restated Certificate of Incorpora 16-Q 00C-49802 3.1 August 2, 200¢
3.2 Amended and Restated Byla S-1/A 33:-83878 3.4 April 16, 2002
3.3 Certificate of Amendment to the Amended and Redtate
Certificate of Incorporatio 16-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
10.17 Form of Indemnification Agreement entered into by t
registrant with each of its executive officers aliré:ctors S-1/A 333-83878 10.1  March 20, 200:
10.2t 2002 Employee Stock Purchase F 16-Q 00C-49802 10.16 August 9, 200¢
10.37 Amended and Restated 1997 Stock F S-1/A 33:-83878 10.3 May 16, 200z
10.4% Amended and Restated 2002 Stock f Def 14A  00C-49802 A March 31, 200¢
10.5 Amended and Restated Stockhol’ Rights Agreemer S1 33:-83878 105 March 6, 200z
10.6 Office Lease between the registrant and BR3 Par S-1 33:-83878  10.7 March 6, 200z
10.14 Lease between Sobrato Land Holdings and Netflix, 16-Q 00C-49802 10.15 August 2, 200
10.15 Lease between Sobrato Interests Il and Netflix, 16-Q 00C-49802 10.16 August 2, 200
10.16 Lease between Sobrato Interest Il and Netflix, tated June
26, 200€ 16-Q 00C-49802 10.16  August 9, 200¢
10.17t Description of Director Equity Compensation P 8-K 00C-49802 10.1 July 5, 200t
10.18%t Executive Severance and Retention Incentive 8-K 00C-49802 10.2 July 5, 200t
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Incorporated

Exhibit 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 2002
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 th€ @Rd are not to be incorporated by reference yrfiing we make under the Securiti
Act of 1933 or the Securities Exchange Act of 19B84spective of any general incorporation languiagany filings.

t  Indicates a management contract or compensaton
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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 balsimeets of Netflix, Inc. and subsidiary (the Camny) as of December 31, 2005
and 2006, and the related consolidated stateméntsesations, stockholders’ equity and comprehengicome, and cash flows for each of the
years in the thre-year period ended December 31, 2006. These cdasedi financial statements are the responsibifithe® Company’s
management. Our responsibility is to express aniopion these consolidated financial statementedas our audits.

We conducted our audits in accordance with thedstats of the Public Company Accounting OversighamliogUnited States). Those
standards require that we plan and perform thet &madbtain reasonable assurance about whethdinthecial statements are free of material
misstatement. An audit includes examining, on aliasis, evidence supporting the amounts and digids in the financial statements. An a
also includes assessing the accounting princiged and significant estimates made by managemeniglhas evaluating the overall financial
statement presentation. We believe that our apditgide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetaeeferred to above present fairly, in all matenéspects, the financial position of
Netflix, Inc. and subsidiary as of December 31,2860d 2006, and the results of their operationstlagid cash flows for each of the years in
three-year period ended December 31, 2006, in caonfipwith U.S. generally accepted accounting pples.

We also have audited, in accordance with the stdsdz the Public Company Accounting Oversight Bo@snited States), the
effectiveness of Netflix, Inc.’s internal controler financial reporting as of December 31, 2008¢bleon criteria establishedlmternal
Control—Integrated Framewotiksued by the Committee of Sponsoring Organizatifribe Treadway Commission (COSO), and our report
dated February 27, 2007 expressed an unqualifisdompon management’s assessment of, and the ig#femperation of, internal control over
financial reporting

/s/ KPMG LLP
Mountain View, California
February 27, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Netflix, Inc.:

We have audited management’s assessment, incloded accompanying Management’s Report on InteZoakrol over Financial
Reporting under Item 9A, that Netflix, Inc. (the@pany) maintained effective internal control oMeahcial reporting as of December 31,
2006, based on criteria establishedniternal Control—Integrated Framewoitsued by the Committee of Sponsoring Organizatiribe
Treadway Commission (COSONetflix, Inc.’s management is responsible for maining effective internal control over financiapmting
and for its assessment of the effectiveness ofriatecontrol over financial reporting. Our respdnilitly is to express an opinion on
management’s assessment and an opinion on theiedfeess of the Company’s internal control oveaficial reporting based on our audit.

We conducted our audit in accordance with the stadedof the Public Company Accounting Oversightri@d@nited States). Those
standards require that we plan and perform thet amidbtain reasonable assurance about whethetiefanternal control over financial
reporting was maintained in all material respe®@tsr audit included obtaining an understanding tdrimal control over financial reporting,
evaluating management’s assessment, testing ahchéng the design and operating effectivenessatefnal control, and performing such
other procedures as we considered necessary girtuenstances. We believe that our audit providessagonable basis for our opinion.

A company’s internal control over financial repogiis a process designed to provide reasonableaagsuregarding the reliability of
financial reporting and the preparation of finahsiatements for external purposes in accordantegenerally accepted accounting princip
A company’s internal control over financial repogiincludes those policies and procedures thagi€ithin to the maintenance of records that,
in reasonable detail, accurately and fairly reftbettransactions and dispositions of the assdtseofompany; (2) provide reasonable assurance
that transactions are recorded as necessary tatggaparation of financial statements in accor@éawith generally accepted accounting
principles, and that receipts and expendituree®tbmpany are being made only in accordance witioaizations of management and
directors of the company; and (3) provide reasanabburance regarding prevention or timely deteafainauthorized acquisition, use, or
disposition of the company'’s assets that could lzareaterial effect on the financial statements.

Because of its inherent limitations, internal cohtiver financial reporting may not prevent or detmisstatements. Also, projections of
any evaluation of effectiveness to future periodssabject to the risk that controls may becomdenaate because of changes in condition
that the degree of compliance with the policiepraicedures may deteriorate.

In our opinion, management’s assessment that Kelffic. maintained effective internal control o¥ierancial reporting as of
December 31, 2006, is fairly stated, in all mateeapects, based on criteria establisheldternal Control—Integrated Frameworksued by
the Committee of Sponsoring Organizations of theg@ivay Commission (COSO). Also, in our opinion,fetinc. maintained, in all materii
respects, effective internal control over financegorting as of December 31, 2006, based on ierigstablished internal Control—
Integrated Frameworissued by the Committee of Sponsoring Organizatigrise Treadway Commission (COSO).

We also have audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@snited States), the
consolidated balance sheets of Netflix, Inc. angsiliary as of December 31, 2005 and 2006, andetheed consolidated statements of
operations, stockholders’ equity and comprehensieeme, and cash flows for each of the years irthhee-year period ended December 31,
2006, and our report dated February 27, 2007 egpdean unqualified opinion on those consolidatedrfcial statements.

/s/ KPMG LLP
Mountain View, CA
February 27, 2007
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Assets
Current assett
Cash and cash equivalel
Prepaid expenst
Prepaid revenue sharing expen
Deferred tax asse
Other current asse
Total current asse
DVD library, net
Intangible assets, n
Property and equipment, r
Deposits
Deferred tax asse
Other asset

Total asset

Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl
Accrued expense
Deferred revenu
Total current liabilities
Deferred ren
Total liabilities
Commitments and contingenci
Stockholder equity:

Common stock, $0.001 par value; 160,000,000 stearg®rized at December 31, 2005 and 2006,
respectively; 54,755,731 and 68,612,463 issuedatstanding at December 31, 2005 and 2006,

respectively
Additional paic-in capital
Accumulated defici
Total stockholder equity

NETFLIX, INC.

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

Total liabilities and stockholde’ equity

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

2005 2006
$212,25¢  $400,43(
7,84¢ 4,747
5,25z 9,45¢
13,66¢ 3,15¢
4,66¢ 10,63
243,69: 428,41
57,03: 104,90
457 96¢
40,21: 55,50:
1,24¢ 1,31¢
21,23¢ 15,60(
80C 2,06¢
$364,68.  $608,77
$ 63,49. $ 93,86¢
25,56° 29,90¢
48,53: 69,67¢
137,58 193,44
842 1,121
138,42 194,56
55 69
315,86¢ 454,73
(89,677) (40,589
226,25. 414,21
$364,68.  $608,77
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Revenue:!
Cost of revenues
Subscriptior
Fulfillment expenses
Total cost of revenue
Gross profil
Operating expense
Technology and developmer
Marketing*
General and administrative
Gain on disposal of DVD
Total operating expens
Operating incomi
Other income (expense
Interest and other incon
Interest and other expen
Income before income tax

NETFLIX, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share data)

Provision for (benefit from) income tax

Net income

Net income per shar
Basic

Diluted

Weighte-average common shares outstand

Basic
Diluted

* Amortization of stoc-based compensation included in expense line it

Fulfillment

Technology and developme
Marketing

General and administrati\

See accompanying notes to consolidated financigstents.
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Year ended December 31,
2005

2004 2006

$500,61.  $68221{  $996,66(
273,400 39378t 532,62
58,31 71,987 94,36+
331,71: 46577 626,98
168,89 216,43¢ 369,67
29,46° 35,38¢ 48,37¢
100,53 14456; 22552
22,10¢ 35,48¢ 36,15¢
(2,560) (1,987) (4,79)
149,54 213,44¢ 305,26
19,35¢ 2,08¢ 64,41
2,59: 5,75¢ 15,90+

(170) (407) —
21,77¢ 8,33t 80,31¢

181 (33,697 31,23¢
$ 21,59t $ 42027 $ 49,08:
$ 04: $ 07 $ 0.7¢
$ 03 $ 06/ $ 071
51,08¢ 53,52¢ 62,57"
64,71 65,51¢ 69,07¢
$ 1,70 $ 1228 § 92
6,561 4,44¢ 3,60¢
2,507 2,56¢ 2,13¢
5,817 6,091 6,02t
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NETFLIX, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY AND COMPREHENSIVE INCOME
(in thousands, except share data)

Balances as of December 31, 2(

Net Income
Net unrealized losses on availe-for-sale securitie
Reclassification adjustment for realized lossebuited in
net income
Cumulative translation adjustme
Comprehensive incon
Exercise of option
Issuance of common stock under employee stock peechlar
Issuance of common stock upon exercise of war
Stock-based compensation expel
Stock option income tax benef

Balances as of December 31, 2(

Net Income

Reclassification adjustment for realized lossetunfed in

net income

Comprehensive incorr
Exercise of option
Issuance of common stock under employee stock peechlar
Issuance of common stock upon exercise of warl
Stock-based compensation expel

Balances as of December 31, 2(

Net Income and comprehensive inco

Exercise of option

Issuance of common stock under employee stock paecplar
Issuance of common stock upon exercise of war

Issuance of common stock, net of cc

Stock-based compensation expel

Stock option income tax benef

Balances as of December 31, 2(

Accumulated

Common Stock Additional Other Total
Paid-in Comprehensive  Accumulated  Stockholders’

Shares Amount Capital Income Deficit Equity
50,849,37 $ 51 $265,35: $ 59€ $(153,29) $ 112,70¢
— — — — 21,59t 21,59t
— — — (870) — (870)
— — — 274 — 274
— — — (222) — (222)
20,77
1,298,30:! 1 3,721 — — 3,72z
495,45! 1 2,31z — — 2,31:
88,89: — — — — —
— — 16,58 — — 16,58
— — 17€ — — 17€
52,732,02 $ 53 $288,15( $ (222) $(131,69) $ 156,28
— — — — 42,02% 42,027
— — — 22z — 222
42,24¢
1,629,11! 2 10,117 — — 10,11¢
349,22¢ — 2,824 — — 2,824
45,36: — 45C — — 45C
— — 14,321 — — 14,321
54,755,73 $ 55 $315,86¢ $ — $ (89,67) $ 226,25:
— — — — 49,08 49,08:
1,379,01. 2 8,37z — — 8,37¢
378,36 — 3,72¢ — — 3,72¢
8,599,35! 8 (8) — — —
3,500,00! 4 100,86: — — 100,86¢
— — 12,69¢ — — 12,69¢
— — 13,217 — — 13,217
68,612,46 $ 6S $454,73. $ — $ (40,589 $ 414,21:

See accompanying notes to consolidated financistents.
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NETFLIX, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Cash flows from operating activities:
Net income

Adjustments to reconcile net income to net caskigea by operating activitie:!

Depreciation of property and equipmi
Amortization of DVD library
Amortization of intangible asse
Stock-based compensation expel
Excess tax benefits from st-based compensatic
Loss on disposal of property and equipn
Loss on disposal of sh-term investment
Gain on disposal of DVD
Non-cash interest expen
Deferred taxe
Changes in operating assets and liabilit
Prepaid expenses and other current a:
Accounts payabl
Accrued expense
Deferred revenu
Deferred ren
Net cash provided by operating activit
Cash flows from investing activities:
Purchases of shi-term investment
Proceeds from sale of sh-term investment
Purchases of property and equipm
Acquisition of intangible assi
Acquisitions of DVD library
Proceeds from sale of DVL
Proceeds from disposal of property and equipr
Deposits and other assi
Net cash used in investing activiti
Cash flows from financing activities:
Proceeds from issuance of common si
Excess tax benefits from st-based compensatic
Principal payments on notes payable and capitaklealigation:
Net cash provided by financing activiti
Effect of exchange rate changes on cash and casaénts
Net increase in cash and cash equival
Cash and cash equivalents, beginning of
Cash and cash equivalents, end of \

Supplemental disclosure
Cash paid for intere:
Income taxes pai
Non-cash investing and financing activitit
Net unrealized loss on sh-term investment

Year Ended December 31

2004 2005 2006
$ 21,59: $ 42,027 $ 49,08
5,871 9,13¢ 15,90:
80,34t 96,88: 141,16(
1,981 o8t 73
16,581 14,32; 12,69¢
(17€) — (13,217
13E — (23)
274 — —
(2,917) (3,589) (9,089)
44 11 —
— (34,909 16,15(
(9,130) (4,88¢) (7,062)
14,99t 8,24¢ 3,20¢
1,682 12,43: 17,55¢
13,61 16,59’ 21,14t
35¢ 242 27¢
145,26 157,50° 247 ,86.
(586) — —
45,01 — —
(15,720) (27,659 (27,339
— (481) (585)
(100,08) (111,440 (169,529
5,617 5,781 12,88¢
— — 23
(492) 551 (1,337)
(66,255  (133,24Y) (185,869
6,03t 13,39: 112,96
17€ — 13,217
(43€) (79 —
5,77¢ 13,31« 126,18:
(222) 222 —
84,56 37,79 188,17
89,89 174,46 212,25
$174,46: $212,25(  $ 400,43(
10¢ 17C —
— (977) (2,329
(870) — —

See accompanying notes to consolidated finanassients.
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NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in thousands, except share and per share data amgrcentages)

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

Netflix, Inc. (the “Company”) was incorporated omdust 29, 1997 and began operations on April 1881%he Company is an online
movie rental subscription service, providing mdrart 6,300,000 subscribers with access to a compseteelibrary of more than 70,000 moy
television and other filmed entertainment titles@WD. The Company offers a variety of subscriptians starting at $4.99. There are no due
dates, no late fees and no shipping fees. Subsssietect titles at the Company’s Web site aideddgroprietary recommendation service,
receive them on DVD by U.S. mail and return thertheosCompany at their convenience using the Cornigaimgpaid mailers. After a DVD h
been returned, the Company mails the next avail@2blB in a subscriber’s queue. The Company alsorsftertain titles through its instant-
viewing feature. All of the Company’s revenues geeerated in the United States.

Basis of Presentation

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

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally accepteth@ United States of America
requires management to make estimates and assusfiit affect the reported amounts of assetsiabitities, disclosure of contingent assets
and liabilities at the date of the financial sta¢ens, and the reported amounts of revenues anchegpeluring the reporting periods. Signific
items subject to such estimates and assumptiohglmthe estimate of useful lives and residual @altiits DVD library; the valuation of stock-
based compensation; and the recognition and measutef income tax assets and liabilities. On agoamg basis, the Company evaluates its
estimates, including those related to the usefekliand residual values surrounding the Company® DLbrary. The Company bases its
estimates on historical experience and on varitlisr@assumptions that the Company believes todsormble under the circumstances. Actual
results may differ from these estimates.

Reclassifications

In accordance with the SEC Staff Accounting Bufidtio. 107 (“SAB 107"), effective January 1, 200 ck-based compensation is no
longer presented as a separate line item on ousdlidated Statements of Operations. Stock-basegensation is now presented in the same
lines as cash compensation paid to the same ingilddStock-based compensation recognized in peadods has been reclassified to conform
to the current presentation.

During 2006, the Company began classifying chaimgéscounts payable related to the acquisitiont®fiVD library and Property and
equipment as a component of cash flows from inmgdictivities. Changes in Accounts payable relsdestquisitions of DVD library and
Property and equipment were previously classifigtliv cash flows from operating activities. Accargdly, the Consolidated Statements of
Cash Flows for all periods presented have beengsified to conform to the current presentation.
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NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(in thousands, except share and per share data amgrcentages)

The following table reflects the impact of the eedification:

Year Ended December 31

Condensed Consolidated Statements of Cash Flo 2004 2005
Changes in Accounts Payah

As previously reporte $ 17,12! $ 13,71¢

Reclassification: (2,126 (5,470

As Reclassifiet $ 14,99 $ 8,24¢
Cash flows from operating activitie

As previously reporte $ 147,57: $ 162,97

Reclassification: (2,307) (5,470

As Reclassifiet $ 145,26¢ $ 157,50°
Purchases of Property and equipm:

As previously reporte $ (14,96) $ (30,619

Reclassification: (758) 2,96¢

As Reclassifiet $ (15,720 $ (27,65)
Acquisitions of DVD library:

As previously reporte $(102,97)  $(113,95()

Reclassification: 2,88¢ 2,50/

As Reclassifiec $(100,08)  $(111,449
Net cash used in investing activitit

As previously reporte $ (68,38)  $(138,71%)

Reclassification: 2,12¢ 5,47(

As Reclassifie( $ (66,255  $(133,24)

The reclassifications did not impact operating meoor net income, working capital or net changesish and cash equivalents as
previously reported.

Fair Value of Financial | nstruments

The fair value of the Company’s cash and cash edgmis, accounts payable and accrued expensesapates their carrying value due
to their short maturity.

Foreign Currency Translation and Transactions

In the third quarter of 2004, the Company prepaoddunch its online movie subscription serviceéhia United Kingdom. However, in
October 2004, the Company announced its withdréwwel the United Kingdom so that it could focus @fehding its market leadership
position in the United States. The financial staata of the Company’s United Kingdom subsidiaryemerepared in its local currency and
translated into U.S. dollars for reporting purpodéee assets and liabilities are translated ataxgh rates in effect at the balance sheet date,
while results of operations are translated at ge2exchange rates for the respective periods. Gimeilative effects of exchange rate changes
on net assets are included as a part of accumudétted comprehensive income. Net foreign currermydaction gains and losses were not
significant for any of the years presented.
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NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(in thousands, except share and per share data amgrcentages)

In the fourth quarter of 2005, the Company subghytiquidated the assets and liabilities oflitaited Kingdom subsidiary and
accordingly, the cumulative translation adjustmeas reclassified from accumulated other comprekeriscome in stockholders’ equity and
reported in “Interest and Other Expense” for thequk

Cash and Cash Equivalents

The Company considers highly liquid instrumentshvatiginal maturities of three months or lesshatdate of purchase, to be cash
equivalents. The Company’s cash and cash equigadgatprincipally on deposit in short-term assetagament accounts at two large financial
institutions.

Restricted Cash

As of December 31, 2005 and 2006, Other assetsdadlrestricted cash of $500 and $1,530, respégtiedated to workers’
compensation insurance deposits. In addition, Gtheent assets included $2,201 set aside fortfffairattorneys’ fees and expenses in the
Chavez vs. Netflix, Intawsuit.

Amortization of DVD Library

The Company amortizes its DVD library, less estedatalvage value, on a “sum-of-the-months” acctddrhasis over its estimated
useful life. The useful life of the new-release D&/8nd back-catalog DVDs is estimated to be 1 yedi3ayears, respectively. In estimating the
useful life of its DVD library, the Company takesa account library utilization as well as an estienfor lost or damaged DVDs. See Note 2
for further discussion.

Amortization of I ntangible Assets

Intangible assets are carried at cost less acctaaudenortization. The Company amortizes the intalegssets with finite lives using the
straight-line method over the estimated economsliof the assets, ranging from approximately 1Ditgears. See Note 3 for further
discussion.

Property and Equipment

Property and equipment are carried at cost leashadated depreciation. Depreciation is calculatgidgithe straightine method over tr
shorter of the estimated useful lives of the reSpe@ssets, generally up to five years, or theddarm for leasehold improvements, if
applicable. See Note 4 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 property
and equipment and intangible assets subject toteation, are reviewed for impairment whenever es@m changes in circumstances indicate
that the carrying amount of an asset group mayeatcoverable. Recoverability of asset groupstbddd and used is measured by a
comparison of the carrying amount of an asset gtowgstimated undiscounted future cash flows exguett be generated by the asset group. If
the carrying amount of an asset group exceedstitaated future cash flows, an impairment chargedsgnized by the amount by which the
carrying amount of an asset group exceeds fairevalihe asset group. The Company evaluated itslleed assets and no impairment char
were recorded for any of the years presented.
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NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(in thousands, except share and per share data amgrcentages)

Capitalized Software Costs

The Company capitalizes costs related to developiraptaining internal-use software. Capitalizatidrtosts begins after the conceptual
formulation stage has been completed. Capitalinftsvare costs are included in property and equigpest and are amortized over the
estimated useful life of the software, which is gelly one year.

Revenue Recognition

Subscription revenues are recognized ratably oseh subscriber's monthly subscription period. Rdfuto subscribers are recorded as a
reduction of revenues. Revenues from sales of &idivey are recognized upon completion of the cagmpaRevenues are presented net of the
taxes that are collected from customers and regnittggovernmental authorities. Deferred revenuesisté of subscriptions revenues billed to
subscribers that have not been recognized.

Cost of Revenues

Subscription. Cost of subscription consists of revenue sigagkxpenses, amortization of the DVD library, anzation of intangible
assets related to equity instruments issued tacstaohd postage and packaging expenses related@s Provided to paying subscribers.
Revenue sharing expenses are recorded as DVDsstjevenue sharing agreements are shipped szishers.

The terms of some revenue sharing agreements twitlios obligate the Company to make minimum reveshaing payments for cert:
tittes. The Company amortizes minimum revenue slggorepayments (or accretes an amount payabledstif the payment is due in arrei
as revenue sharing obligations are incurred. Aipion for estimated shortfall, if any, on minimusvenue sharing payments is made in the
period in which the shortfall becomes probable el be reasonably estimated. Additionally, the seoffsome revenue-sharing agreements
with studios provide for rebates based on achiesperified performance levels. The Company acdarethese rebates as earned based on
historical title performance and estimates of dedrfan the titles over the remainder of the titlerte Actual rebates may vary which could
result in an increase or reduction in the estimatedunts previously accrued.

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

Technology and Devel opment

Technology and development expenses consist obppayrd related costs incurred in testing, maintegrand modifying the Company’s
Web Site, its recommendation service, developirigtiems for the online delivery of content to sutilsers, telecommunications systems and
infrastructure and other internal-use softwareesyst Technology and development expenses alsaladepreciation on computer hardware
and capitalized software.

Marketing

Marketing expenses consist of payroll and relatgeépses and advertising expenses. Advertising egsenclude marketing program
expenditures and other promotional activities,udatg revenue sharing expenses, postage and pagkagpenses and library amortization
related to free trial periods. Advertising costs ar
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(in thousands, except share and per share data amgrcentages)

expensed as incurred except for advertising préaluciosts, which are expensed the first time thegibing is run. Advertising expense
totaled approximately $91,799, $135,874 and $25i2&®004, 2005 and 2006, respectively.

The Company and its vendors patrticipate in a wabétooperative advertising programs and othemmtional programs in which the
vendors provide the Company with cash considerati@xchange for marketing and advertising of teedor’s products. If the consideration
received represents reimbursement of specific mergal and identifiable costs incurred to prombtvendor’s product, it is recorded as an
offset to the associated marketing expense incufey reimbursement greater than the specific imenetal and identifiable costs incurred is
recognized as a reduction of cost of revenues wergnized in the Company'’s statements of operation

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 yearsiffer@nces between the financial statement carrgimgunts of existing assets and liabilities and
their respective tax bases and operating lossandredit carryforwards. The effect on deferreddasets and liabilities of a change in tax rates
is recognized in income in the period that incluthesenactment date. The measurement of deferxeastaets is reduced, if necessary, by a
valuation allowance for any tax benefits for whfature realization is uncertain.

Comprehensive | ncome (Loss)

The Company reports comprehensive income or loasdéordance with the provisions of SFAS No. IB€porting Comprehensive
Income, which establishes standards for reporting congrsive income and its components in the finantéements. The components of
other comprehensive income (loss) consist of urmeglgains and losses on available-for-sale séesidnd cumulative translation adjustments.
Total comprehensive loss and the components ofnalated other comprehensive income are present iaccompanying consolidated
statements of stockholders’ equity. Tax effectstber comprehensive income (loss) are not matiniany period presented.

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 usingubighted-average number of outstanding sharesroframn stock and, when dilutive,
potential common shares outstanding during theogdeRotential common shares consist primarily oféemental shares issuable upon the
assumed exercise of stock options, warrants tohageecommon stock and shares currently purchagaldeant to our employee stock
purchase plan using the treasury stock method.

The shares used in the computation of net incomshmre are as follows (rounded to the neareststrai):

Year Ended December 31

2004 2005 2006
Weighte-average shares outstanc—basic 51,988,00 53,528,00 62,577,00
Effect of dilutive potential common shart

Warrants 8,571,00! 8,354,00! 4,093,001
Employee stock optior 4,154,001 3,636,00! 2,405,001
Weighte-average shares outstanc—diluted 64,713,00 65,518,00 69,075,00
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(in thousands, except share and per share data amgrcentages)

Employee stock options with exercise prices gretitem the average market price of the common skeske excluded from the diluted
calculation as their inclusion would have been-diititive. The following table summarizes the pdtaeihcommon shares excluded from the
diluted calculation (rounded to the nearest thodgan

Year Ended December 31,
2004 2005 2006

Employee stock optior 676,00( 1,023,001 1,196,001

The weighted average exercise price of excludestauding stock options was $30.71, $28.39 and #X8:8he years ended
December 31, 2004, 2005 and 2006, respectively.

Stock-Based Compensation

Effective January 1, 2006, the Company adopteddineralue recognition provisions of SFAS No. 128vfsed 2004)Share-Based
Paymen(“SFAS 123R"), using the modified prospective methdbhe Company had previously adopted the fairevadicognition provisions of
SFAS No. 123Accounting for Stock-Based Compensatasamended by SFAS No. 148;counting for Stock-Based Compensation—
Transition and Disclosure, an Amendment of FASBeBtant No. 1281 2003, and restated prior periods at that timecdise the fair value
recognition provisions of SFAS 123 and SFAS 123Revgenerally consistent as they relate to the Coyipaequity plans, the adoption of
SFAS 123R did not have a significant impact onGleenpanys financial position or results of operations. Uploa adoption of SFAS 123R,-
Company classified tax benefits resulting fromdaxluctions in excess of the compensation cost neped for those options as financing cash
flows.

In March 2005, the Securities and Exchange Comaonisghe “SEC”) issued Staff Accounting Bulletin NkD7 (“SAB 107") regarding
the SEC’s interpretation of SFAS 123R and the waneaof share-based payments for public compariies.Company has applied the
provisions of SAB 107 in its adoption of SFAS 123R.

Recent Accounting Pronouncements

In September 2006, the Financial Accounting Statgl&oard (“FASB”) issued SFAS No. 1597air Value MeasurementSFAS No. 157
establishes a framework for measuring the fairaluassets and liabilities. This framework is frited to provide increased consistency in
fair value determinations are made under varioistiag accounting standards which permit, or in earases require, estimates of fair market
value. SFAS No. 157 is effective for fiscal yeaegimning after November 15, 2007, and interim pgiwvithin those fiscal years. Earlier
application is encouraged, provided that the répgrentity has not yet issued financial statemémtshat fiscal year, including any financial
statements for an interim period within that fisgaar. The Company does not expect the adoptitii®standard to have a material effect on
its financial position or results of operations.

In June 2006, the FASB issued FASB Interpretation48,Accounting for Uncertainty in Income TaxeBhe interpretation clarifies the
accounting for uncertainty in income taxes recogaim a company’s financial statements in accoreavith Statement of Financial
Accounting Standards No. 108ccounting for Income Taxe$pecifically, the pronouncement prescribes ageition threshold and a
measurement attribute for the financial statemecdgnition and measurement of a tax position takesxpected to be taken in a tax return.
The interpretation also provides guidance on theed derecognition, classification, interest apdaities,
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(in thousands, except share and per share data amgrcentages)

accounting for interim periods, disclosure andsiaon of uncertain tax positions. The interpreiatis effective for fiscal years beginning after
December 15, 2006. The Company does not expeetdihygtion of this standard to have a material efbacts financial position or results of
operations.

In February 2006, the FASB issued SFAS No. ¥&gounting for Certain Hybrid Instrumentgich amends SFAS No. 138¢counting
for Derivative Instruments and Hedging Activitand SFAS No. 140Accounting for Transfers and Servicing of Finan@dakets and
Extinguishments of Liabilitie:'SFAS No. 155 allows financial instruments that hen#edded derivatives to be accounted for as aewhol
(eliminating the need to bifurcate the derivatikeni its host) if the holder elects to account f@ tvhole instrument on a fair value basis. Sl
No. 155 also clarifies and amends certain othevipians of SFAS No. 133 and SFAS No. 140. Thisestent is effective for all financii
instruments acquired or issued in fiscal yearsregg after September 15, 2006. The Company doesxpect the adoption of this standard to
have a material effect on its financial positiorresults of operations.

2. DVD Library

The Company acquires DVDs from studios and distotsuthrough either direct purchases or revenugrghagreements. The Company
acquires DVDs for the purpose of renting themdasitbscribers and earning subscription rental ige®and as such, the Company conside
DVD library to be a productive asset. Accordinglye Company classifies its DVD Library as a nonrent asset on its Consolidated Balance
Sheet. Additionally, in accordance with SFAS No, Statement of Cash Flowsash outflows for the acquisition of the DVD Laby, net of
changes in Accounts payable, are classified asft@sh from investing activities on the Company’sr@olidated Statements of Cash Flows.
This is inclusive of any upfront non-refundable pents required under revenue sharing agreements.

The Company amortizes its DVD library, less estedagalvage value, on a “sum-of-the-months” acceddrbasis over its estimated
useful life. The useful life of the new-release D&/8nd back-catalog DVDs is estimated to be 1 yedi3ayears, respectively. In estimating the
useful life of the DVD library, the Company takesa account library utilization as well as an estienfor lost or damaged DVDs. Volume
purchase discounts received from studios on thehase of titles are recorded as a reduction of Dibiary inventory when earned.

Prior to July 1, 2004, the Company amortized th& obits entire DVD library, including the capite¢d portion of the initial fixed licens
fee, on a “sum-of-the-months” accelerated basis ome year. However, based on a periodic evaluatidooth new release and back-catalog
utilization for amortization purposes, the Compaeyermined that back-catalog titles have a sigaifity longer life than previously estimated.
As a result, the Company revised the estimate efulitife for the back-catalog DVD library from adm of the months” accelerated method
using a one year life to the same accelerated rdethamortization using a three-year life. The s of this change was to more accurately
reflect the productive life of these assets. Imadance with Accounting Principles Board Opinion. [26, Accounting Change$APB 20”), the
change in life has been accounted for as a changecobunting estimate on a prospective basis fudynl] 2004. New releases will continue to
be amortized over a one year period. As a resulimthange in the estimated life of the back-oagttibrary, total cost of revenues was $10.9
million lower, net income was $10.9 million higheand net income per diluted share was $0.17 higivah& year ended December 31, 2004.

In the third quarter of 2004, the Company determhitiat it was selling fewer previously rented DViban estimated but at an average
selling price higher than historically estimatetieTCompany therefore revised its estimate of salvadues on direct purchase DVDs. For
those direct purchase DVDs that the Company
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estimates it will sell at the end of their usefukk, a salvage value of $3.00 per DVD has beewigied effective July 1, 2004. For those DVDs
that the Company does not expect to sell, no salvafue is provided. Simultaneously with the chaimggccounting estimate of expected
salvage values, the Company recorded a write-odippfoximately $1.9 million related to non-recovdessalvage value in the third quarter of
2004.

The revenue sharing agreements enable the Companiain DVDs at a lower upfront cost than undaditional direct purchase
arrangements. Under the revenue sharing agreentleatSompany shares a percentage of the actuedvetues generated by the use of each
particular title with the studios over a fixed mefiof time, or the Title Term, which typically raegfrom six to twelve months for each DVD
title. The revenue sharing expense associatedtigtlise of each title is expensed to cost of reegiand is reflected in cash flows from
operating activities on the Company’s Consolid&@tements of Cash Flows. At the end of the TidenT, the Company generally has the
option of returning the DVD title to the studio,sil®ying the title or purchasing the title. In atifth, the Company remits an upfront non-
refundable payment to acquire titles from the sisdind distributors under revenue sharing agreem€&his payment includes a contractually
specified initial fixed license fee that is capited and amortized in accordance with the Compaby’B library amortization policy. This
payment may also include a contractually specifiepayment of future revenue sharing obligatioas ith classified as prepaid revenue she
expense and is charged to expense as future regbadag obligations are incurred.

DVD library and accumulated amortization consistéthe following:

As of December 31,

2005 2006
DVD library $ 304,49( $ 484,03:
Less accumulated amortizati (247,459 (379,126
DVD library, net $ 57,03: $ 104,90¢

3. Intangible Assets
Intangible assets and accumulated amortizationisteasof the following:

As of December 31,

2005 2006
Patents, gros $ 481 $ 1,06¢
Less accumulated amortizati (29 (97
Patents, ne $ 457 $ 96¢

In 2005 and 2006, the Company capitalized $481$%&85, respectively, related to certain technologiepts acquired. The capitalized
patents are being amortized in the Consolidategt@tnts of Operations over the remaining usefeldifthe patents, the last of which expires
in August 2020. The annual amortization expengd@patents that existed as of December 31, 208%pscted to be approximately $99 for
each of the five succeeding years.
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4. Balance Sheet Components
Property and Equipment, Net
Property and equipment, net consisted of the fatigw

As of December 31

2005 2006
Computer equipmet 3year $2254¢ $ 28,237
Other equipmer 3-5 year: 19,64 25,00(
Computer software, including inter-use softwart 1-3 year: 13,06: 16,88
Furniture and fixture 3 year 1,24(C 4,85¢
Leasehold improvemen Over life of leas 2,86¢ 14,38¢
Capital worl-in-progress 13,26¢ 11,48:
Property and equipment, grc 72,62! 100,84¢
Less: accumulated depreciati (32,410 (45,349
Property and equipment, r $40,21; $ 55,50:

Capital work-in-progress consists primarily of appmately $7,787 of capital equipment purchasesyabtn service and approximately
$3,276 of leasehold improvements associated wéthghsing of the building adjacent to the Compahgadquarters in Los Gatos, California.
The building is expected to be completed in thet fijuarter of 2008, at which time the Company aélinmence amortization of the related
leasehold improvements. The leasehold improvemeifitee amortized over the shorter of the leaseter the estimated useful life of the
related assets.

Property and equipment included approximately $& dffassets under capital leases as of Decemb@0B5, These capital leases were
fully amortized as of December 31, 2005. The relaortization is included in depreciation expense.

Computer software included approximately $8,054 $1@,595 of internally incurred capitalized softe@evelopment costs as of
December 31, 2005 and 2006, respectively. Accuradlamortization of capitalized software developnoaists totaled $6,959 and $8,885 ¢
December 31, 2005 and 2006, respectively.

Accrued Expenses
Accrued expenses consisted of the following:

As of December 31

2005 2006
Accrued state sales and use $ 6,65¢ $ 9,01¢
Accrued payroll and employee bene 3,51 5,08(
Accrued settlement cos 8,58¢ 6,61¢
Other 6,80¢ 9,197
Total accrued expens $25,56 $29,90:
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5. Warrants

In July 2001, in connection with borrowings undebasrdinated promissory notes, the Company issu#ftetoote holders warrants to
purchase 13,637,894 shares of the Company’s constogk at $1.50 per share. The Company accountetiédair value of the warrants of
$10,884 as an increase to additional paid-in chpith a corresponding discount on subordinate@s@ayable. As of December 31, 2004,
warrants to purchase 9,100,120 shares of the Coyilppaommon stock remained outstanding. Warrants tohase 1,894 shares were exerc
in 2005 and accordingly, as of December 31, 20@Bramts to purchase 9,098,226 shares of the Cortgpemyimon stock remained
outstanding. In 2006, warrants to purchase 9,083skares were exercised, and accordingly, there memwarrants outstanding as of
December 31, 2006.

6. Commitments and Contingencies
Lease Commitments

The Company leases facilities under non-cancelgdeating leases with various expiration datesutpna?013. The facilities generally
require the Company to pay property taxes, inswgame maintenance costs. Further, several leaseragnts contain rent escalation clauses
and/or rent holidays. For purposes of recognizimgmum rental expenses on a straight-line basis thesterms of the leases, the Company
uses the date of initial possession to begin agaditin, which is generally when the Company ertezsspace and begins to make
improvements in preparation of intended use. Fbeduled rent escalation clauses during the leasester for rental payments commencing at
a date other than the date of initial occupanay,Gbompany records minimum rental expenses on iglstdine basis over the terms of the
leases in the Consolidated Statements of OperafidresCompany has the option to extend or renewt ofdts leases which may increase the
future minimum lease commitments.

Future minimum lease payments under non-cancetaipital and operating leases as of December 35 2@)as follows:

Operating
Year Ending December 31, Leases
2007 $ 9,76(
2008 10,92(
2009 9,321
2010 7,34¢
2011 7,12¢
Thereaftel 6,72¢
Total minimum payment $51,20¢

Rent expense associated with the operating leaae$®871, $7,465 and $10,805 for the years endedrbber 31, 2004, 2005 and 2(
respectively.

Litigation

From time to time, in the normal course of its @piens, the Company is a party to litigation matt@nd claims, including claims relating
to employee relations and business practices.dtitig can be expensive and disruptive to normahless operations. Moreover, the results of
complex legal proceedings are difficult to preditte Company expenses legal fees as incurred dUistlow are material legal proceedings to
which the Company is a party. An unfavorable outeahany of these matters could have a materiagdmsaveffect on the Company’s financial
position, liquidity or results of operations.

F-17



Table of Contents

NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
(in thousands, except share and per share data amgrcentages)

On September 23, 2004, Frank Chavez, individualty @ behalf of others similarly situated, filedlass action lawsuit against the
Company in California Superior Court, City and Ctyuof San Francisco. The complaint asserts claiimamong 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 amesaétement 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-maptirade in service level and Netflix
subscribers who were enrolled in a paid membeiséipre January 15, 2005 and were not a member tob&rcl19, 2005 are eligible to rece
a free one-month Netflix membership of either the dr 3 DVDs at-a-time unlimited program. The Qdssued final judgment on the
settlement on July 28, 2006, awarding plaintifisbmeys’ fees and expenses of $2,127. The firdgrjuent has been appealed to the California
Court of Appeals, First Appellate District. The Agllate Court has not set a hearing date. In acooslwith SFAS No. 5Accounting for
Contingencies the Company estimated and recorded a chargestgaimings in general and administrative expeasgsciated with the legal
fees and the incremental expected costs for tleedine month membership to former subscribers, afw$6,615 is included in Accrued
expenses as of December 31, 2006. The chargedidrad one month upgrade to the next level progaaraxisting subscribers will be recorc
when the subscribers utilize the upgrade. The Compéso recorded an insurance receivable of $1,@0esenting the portion of legal fees
reimbursed by the Company’s insurer, all of whiell theen fully reimbursed as of December 31, 2086.actual cost of the settlement will be
dependent upon many unknown factors such as théewaf former Netflix subscribers who will actualigdeem the settlement benefit whe
is made available following the appeal period. Twenpany denies any wrongdoing.

On April 4, 2006, the Company filed a complaint fatent infringement against Blockbuster, Incha United States District Court for
the Northern District of California. The complaaiteges that Blockbuster willfully infringed two ttie Company’s patents—U.S. Patent
No. 7,024,381 entitle“Approach for Renting Items to Customers” and WP&tent No. 6,584,450 entitled “Method and Appar&ufkenting
Items.” The complaint seeks a judgment that Bloskbiuhas willfully infringed the specified pateatsd seeks a preliminary and/or permanent
injunction enjoining Blockbuster from any furthefringement, unspecified compensatory enhanced dasyattorneys’ fees, expenses and
costs. On June 13, 2006, Blockbuster respondediladca counterclaim alleging that the Company himdated Section 2 of the Sherman
Antitrust Act. The counterclaim also seeks a dettay judgment that Blockbuster had not infringee Company’s asserted patents and that
both patents were invalid. In addition to the destlary judgment, Blockbuster is also seeking corsptory damages, attorneys’ fees and
expenses, costs of the suit, pre-and post-judgadenage on all amounts awarded and general relief.

On January 2, 2007, Lycos, Inc. filed a complaimtfatent infringement against the Company, Tivia, ind Blockbuster, Inc. in the
United States District Court for the Eastern Dgtdf Virginia. The complaint alleges that the Camp infringed U.S. Patents Nos. 5,867,799
and 5,983,214, entitled “Information System anddeitfor Filtering a Massive Flow of Information Eigs to Meet User Information
Classification Needs” and “System and Method Emiplgyndividual User Content-Based Data and Usetaboration Feedback Data to
Evaluate the Content of an Information Entity ibaage Information Communication Network,” respeetiv The complaint seeks unspecified
compensatory and enhanced damages, interest acifebeseeks to permanently enjoin the defendemtsihfringing the patents in the future.

On January 31, 2007, Dennis Dilbeck filed a putatilass action lawsuit against the Company in thiged States District Court for the
Northern District of California captioned Dennidlii¥ck v. Netflix, Inc., Civil Case No. C 07 0064%P. The complaint alleges that t
Company violated antitrust and unfair competitiaws in seeking to enforce two of its patents agd@fmsckbuster, Inc. and other potential
competitors, which patents were allegedly obtaimgdeceiving the U.S. Patent and Trademark Offiée complaint alleges that the
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Company’s subscribers have paid artificially irgl@dtsubscription prices because potential compsttare allegedly deterred from entering the
online DVD rental market by the Company’s patefitee complaint purports to be on behalf of existimgl past subscribers who allegedly
would have paid lower subscription rates but fer éleged anticompetitive conduct. The complaieksenjunctive relief, restitution and
damages in an unspecified amount.

7. Guarantees—Intellectual Property Indemnificaion Obligations

In the ordinary course of business, the Companyehtered into contractual arrangements under wihltdis agreed to provide
indemnification of varying scope and terms to basspartners and other parties with respect taipartatters, including, but not limited to,
losses arising out of the Company'’s breach of sigrkements and out of intellectual property infeimgnt claims made by third parties. In
these circumstances, payment by the Company istaamal on the other party making a claim pursuarnthe procedures specified in the
particular contract, which procedures typicallyallthe Company to challenge the other party’s ctaiRurther, the Company’s obligations
under these agreements may be limited in termisnaf &nd/or amount, and in some instances, the Coynpay have recourse against third
parties for certain payments made by it under thgseements. In addition, the Company has entatedridemnification agreements with its
directors and certain of its officers that will tég it, among other things, to indemnify them agéicertain liabilities that may arise by reason
of their status or service as directors or offica@itse terms of such obligations vary.

It is not possible to make a reasonable estimatkeofnaximum potential amount of future paymentdeurthese or similar agreements
due to the conditional nature of the Company’sgdilons and the unique facts and circumstancedviedon each particular agreement. No
amount has been accrued in the accompanying fialsteitements with respect to these indemnificagissrantees.

8. Stockholders’ Equity

On May 3, 2006, the Company issued 3.5 million seaf common stock upon the closing of a seconglainjic offering for net proceeds
of $101.1 million.

Preferred Stock

The Company has authorized 10 million shares oésighated preferred stock with par value of $0 0&1share. None of the preferred
shares were issued and outstanding at Decembg0@%,and 2006.

Voting Rights

The holders of each share of common stock shahiided 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 &repl Stock Purchase Plan, which reserved a totgll66,666 shares of common
stock for issuance. The 2002 Employee Stock PuecRémn also provides for annual increases in tinebeu of shares available for issuance on
the first day of each year, beginning with 2003ado the lesser of:

» 2 percent of the outstanding shares of the comrwak ®n the first day of the applicable ye
* 666,666 shares; ar
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* such other amount as the Comg’s Board of Directors may determir

Under the 2002 Employee Stock Purchase Plan, shatks Company’s common stock may be purchasedaweffering period with a
duration of 24 months at 85 percent of the lowetheffair market value on the first day of the &mile offering period or on the last day of
six-month purchase period. In May 2006, the Compamgnded its 2002 Employee Stock Purchase Pldrasoffering periods under the plan
going forward have a duration of 6 months instefa24omonths. Employees may invest up to 15 percetiteir gross compensation through
payroll deductions. In no event shall an employe@érmitted to purchase more than 8,334 sharesnofmon stock during any six-month
purchase period. During 2005 and 2006, employesshpeed 349,229 and 378,361 shares at averags pfi$8.09 and $9.84 per share,
respectively. As of December 31, 2006, 2,169,6&teshwere available for future issuance under @82 Employee Stock Purchase Plan.

Stock Option Plans

In December 1997, the Company adopted the 199k $tam, which was amended and restated in Octdi#t.ZThe 1997 Stock Plan
provides for the issuance of stock purchase righ¢gntive stock options or non-statutory stockan. As of December 31, 2006, 615,024
shares were reserved for future issuance uporxtdreise of outstanding options under the 1997 SRiak.

In February 2002, the Company adopted the 200k3tan. The 2002 Stock Plan provides for the godiimicentive stock options to
employees and for the grant of non-statutory stitions and stock purchase rights to employeescitirs and consultants. In May 2006, the
2002 Stock Plan was amended and restated to, aatbegthings, eliminate the ability to reprice opis without stockholder approval, to
remove the provisions that provide for automaticwai increases in the number of shares availableipthe Company to deduct certain
performance-based equity awards for tax purposgsaimcrease the limitation on the number of amithat can be granted annually to any
individual from 1,000,000 to 1,500,000 or in contiwat with initial service from 333,333 to 500,000.

Options granted under the 2002 Stock Plan genezapire in 10 years, however, they may be limitefive years if the optionee owns
stock representing more than 10 percent of the @ompOptions are granted at an exercise price oliess than the fair value of the
Company’s common stock at the date of grant. Roidhe third quarter of 2003, the vesting periodseagally provided for options to vest over
three to four years. During the third quarter 0020the Company began granting fully vested optamma monthly basis. The Company issues
new shares to satisfy stock option exercises.

The Company initially reserved a total of 1,333,3B4res of common stock for issuance under the 308k Plan. 643,884 remaining
shares reserved but not yet issued under the 1188k Blan as of the effective date of the Compamyt&l public offering were added to the
total reserved shares of 1,333,334 under the 2@k ®lan and deducted from the total reservedeshamder the 1997 Stock Plan. As of
December 31, 2006, 4,990,160 shares were resevvéaktire issuance 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
Remalnmg 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( 3,468,48: 5,896,58. 3.42
Authorized 2,000,001 — —
Granted (1,447,940 1,447,941 22.0¢
Exercisec — (1,298,30) 2.81
Cancelec 230,46¢ (230,46¢) 10.2C
Balances as of December 31, 2( 4,251,01. 5,815,75. 7.91
Authorized 2,000,00i! — —
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: 5,854,811 10.4:
Authorized 2,000,001 — —
Granted (1,043,910 1,043,911 25.7(
Exercisec — (1,379,01) 6.07
Cancelec 66,26 (66,26)) 28.5¢
Balances as of December 31, 2( 5,605,18. 5,453,45. 14.2: 6.81 68,64(
Exercisable as of December 31, 2( 5,448,55! 14.2¢ 6.81 68,56
Vested and expected to vest at
December 31, 200 5,453,45. 14.2: 6.81 68,64(

The aggregate intrinsic value in the table abopeesents the total pretax intrinsic value (theadéhce between the Company’s closing
stock price on the last trading day of 2006 andetkercise price, multiplied by the number of in-theney options) that would have been
received by the option holders had all option hiddexercised their options on December 31, 200& dimount changes based on the fair
market value of the Comparsytommon stock. Total intrinsic value of optiongmised for the years ended December 31, 2004, 2090200¢
was $33.6 million, $24.0 million and $29.2 milliorespectively.

Cash received from option exercises and purchasgsrthe ESPP for the years ended December 31, 2008 and 2006 was $6.0
million, $12.9 million and $12.1 million, respeatly.
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The following table summarizes information on oasting and exercisable options as of December(815:2

Options Outstanding Options Exercisable
Weighted-
Average
Remaining Weighted- Weighted-
Number of Contractual Life Average Number of Average
Exercise Price Options (Years) Exercise Price Options Exercise Price
$0.08- $1.50 1,842,66. 4.717 $ 1.5C 1,842,66: $ 1.5C
$1.51- $10.8: 523,94¢ 6.84 8.1¢ 522,74( 8.1¢
$10.84- $14.27 578,64 7.52 12.0¢ 574,96( 12.0¢
$14.28- $19.3¢ 454,63: 7.85 16.7( 454,63 16.7(
$19.35- $22.81 467,01¢ 8.8¢ 21.0C 467,01¢ 21.0(
$22.82— $27.4: 765,89! 8.0¢ 26.6: 765,89¢ 26.6:
$27.43- $36.31 820,64« 7.94 31.4¢ 820,64« 31.4¢
5,453,45. 6.81 14.2: 5,448,55! 14.2¢

Stock-Based Compensation

The Company adopted the provisions of SFAS 123Ramuiary 1, 2006. See Note 1 for a descriptionefdbmpany’s adoption of SFAS
123R. The fair value of employee stock options tgdrmas well as the fair value of shares issueduthéeemployee stock purchase plan is
estimated using the Black-Scholes option pricingleio

The following table summarizes the weighted-avemggimptions used to value option grants:

Stock Options Employee Stock Purchase Pla
2004 2005 2006 2004 2005 2006
Dividend yield 0% 0% 0% 0% 0% 0%
Expected volatility 78% 59% 48% 77% 45% 39%
Risk-free interest rat 2.22% 3.67% 4.7¢% 1.82% 3.8(% 5.07%
Expected life (in years 1.8t 3.0¢ 3.9¢ 1.3 1.3 0.5

In the second quarter of 2003, the Company begamtigg stock options on a monthly basis. Such stgtions are designated as non-
qualified stock options and vest immediately. Agsult of immediate vesting, stock-based compemsatkpense determined under SFAS
123R is fully recognized upon the stock option ¢gand no estimate is required for pre-vestingooptdrfeitures. For those stock options
granted prior to the third quarter of 2003 withethito four-year vesting periods, the Company caesrto amortize the deferred compensation
related to the stock options over the remainindinggeriods using the accelerated multiple-optpproach.

The Company estimates expected volatility based blend of historical volatility of the Company’sramon stock and implied volatility
of tradable forward call options to purchase shaféts common stock. The Company believes thatigdpvolatility of publicly traded options
in its common stock is more reflective of markenditions and, therefore, can reasonably be expéotbd a better indicator of expected
volatility than historical volatility of its commostock.

The Company bifurcates its option grants into twipkyee groupings (executive and non-executiveg¢dasn exercise behavior and
considers several factors in determining the esérofexpected life for each group, including tlitdrical option exercise behavior, the terms
and vesting periods of the options granted. Fraoen th
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second quarter through the fourth quarter of 2886 Company used an estimate of expected lifeojdars for one group and 3 years for the
other group. The Company used an estimate of exgdit¢ of 4 years for one group and 3 years ferdather group from the second quarter of
2005 through the first quarter of 2006.

The Company bases the risk-free interest rate 8n Treasury zero-coupon issues with remaining teimgar to the expected term on
the options. The Company does not anticipate pagimgcash dividends in the foreseeable future laakfore uses an expected dividend yield
of zero in the option valuation model.

The weighted-average fair value of employee stqatlons granted during 2004, 2005 and 2006 was $$8.36 and $10.76 per share,
respectively. The weighted-average fair value afreb granted under the employee stock purchasealptarg 2004, 2005 and 2006 was
$10.00, $6.68 and $7.49 per share, respectivelpfAecember 31, 2006, total unrecognized compansabst related to unvested stock
options is $9 which is expected to be recognizest thve next five months. Total unrecognized comagais cost related to shares granted
under the employee stock purchase plan as of DemeBih 2006 is $515 which is expected to be rea@eghover the next eleven months.

The following table summarizes stock-based compemsaxpense, net of tax, related to stock opti@mp and employee stock purchases
under SFAS 123R which was allocated as follows:

Year Ended December 31
2004 2005 2006

Fulfillment $1,702 $ 1,228 $§ 92t
Technology and developme 6,561 4,44¢ 3,60¢
Marketing 2,507 2,56t 2,13¢
General and administratiy 5,817 6,091 6,02¢
Stoclk-based compensation expense before income 16,58’ 14,327 12,69¢
Income tax benef — — (4,937
Total stocl-based compensation after incc-taxes $16,587 $14,327  $ 7,75¢

9. Income Taxes

The components of provision for (benefit from) inkotaxes for all periods presented were as follows:

Year Ended December 31

2004 2005 2006
Current tax provision
Federal $ 4 $ 63C $10,28:
State 1 58C 4,80¢
Total current 5 1,21: 15,08¢
Deferred tax provisior
Federal — (31,459 15,00¢
State — (3,457 1,14¢
Total deferrec — (34,905 16,15(
Amounts credited directly to equity for realizechbét of additional tax stock
option deduction 17¢€ — —
Provision for (benefit from) income tax $181  $(33,697)  $31,23¢
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Provision for (benefit from) income taxes diffefedm the amounts computed by applying the U.S.f@dacome tax rate of 35 percent
to pretax income as a result of the following:

Year Ended December 31,

2004 2005 2006

Expected tax expense at U.S. federal statutoryofa@&% $ 7,404 $ 2,917 $28,11!
State income taxes, net of Federal income tax 28 377 3,86¢
Valuation allowanct (3,816 (35,59¢) (16)
Stoclk-based compensatic (3,477 (1,439 (87¢)
Other 36 43 152
Provision for (benefit from) income tax $ 181 $(33,697) $31,23¢

The tax effects of temporary differences and takybarwards that give rise to significant portioofsthe deferred tax assets and liabilities
are presented below:

Year Ended December 31

2005 2006
Deferred tax asset
Net operating loss carryforwar $ 9,90t $ —
Accruals and reserve 3,88( 3,10¢
Depreciatior 10,84 1,39:
Stock-based compensatic 9,72¢ 12,76¢
Other 647 1,564
Gross deferred tax assi 35,00! 18,83¢
Valuation allowance against deferred tax as (96) (80)
Net deferred tax asse $ 34,90¢ $ 18,75¢

The total valuation allowance for the years endeddinber 31, 2005 and 2006 decreased by $39,0881&ndespectively.

The Company continuously monitors the circumstamogscting the expected realization of its defetsedassets. As of December 31,
2004, the Company'’s deferred tax assets were affgatl by a valuation allowance because of itsthiy of losses, limited profitable quarters
to date and the competitive landscape of online D¥iiials. As a result of the Company’s analysiexgfected future income at December 31,
2005, it was considered more likely than not thdissantially all deferred tax assets would be rzedlj resulting in the release of the previously
recorded valuation allowance, and generating a®®4tax benefit. In evaluating its ability to realithe deferred tax assets, the Company
considered all available positive and negative evi@, including its past operating results anddhecast of future market growth, forecasted
earnings, future taxable income, and prudent aasilite tax planning strategies. The remaining wadnallowance is related to capital losses
which can only be offset against future capitahgai

As of December 31, 2006, the Company had unrecedmiet operating loss carryforwards for federalpgasposes of approximately $56
million for federal tax purposes attributable tecess tax deductions related to stock options, énefit of which will be credited to equity wh
realized. The federal net operating loss carryfodsavill expire from 2019 to 2025, if not previoysiltilized.
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10. Employee Benefit Plan

The Company maintains a 401(k) savings plan cogesubstantially all of its employees. Eligible eoy#es may contribute up to 60
percent of their annual salary through payroll deidms, but not more than the statutory limitstsethe Internal Revenue Service. The
Company matches employee contributions at theetisecr of the Board of Directors. During 2004, 2@0t 2006, the Company’s matching
contributions totaled $379, $905 and $1,401, retbpsy.

11. Selected Quarterly Financial Data (Unaudited

Quarter Ended

March 31 (1) June 30 (1 September 30 (1 December 31 (2

2005
Total revenue $ 152,44t $164,02 $ 172,74 $ 193,00(
Gross profil $ 41,32¢ $ 46,17¢ $ 57,09! $ 71,84«
Net income (loss $ (8,819 $ 5,68¢ $ 6,94¢ $ 38,21:
Net income (loss) per shal

Basic $ (0.19) $ 0.1 $ 0.1: $ 0.7¢

Diluted $ (0.19) $ 0.0¢ $ 0.11 $ 0.57
Subscribers at end of peri 3,01¢ 3,19¢ 3,592 4,17¢
2006
Total revenue $ 224,12t $239,35! $  255,95( $ 277,23
Gross profil $ 75,86 $ 88,77 $ 97,157 $ 107,88!
Net income $ 4,404 $ 17,037 $ 12,78! $ 14,86(
Net income per shar

Basic $ 0.0¢ $ 0.2¢ $ 0.1¢ $ 0.22

Diluted $ 0.07 $ 0.2t $ 0.1¢ $ 0.21
Subscribers at end of peri 4,86¢ 5,16¢ 5,662 6,31¢

(1) Previously reported quarterly results have beeusa€l to reflect the impact of the reclassificagidescribed in Note

(2) Netincome for the fourth quarter of 2005 includdsenefit of realized deferred tax assets of $34,60approximately $0.52 per dilut
share, related to the recognition of the Com/'s deferred tax assets (See Note
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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, therednlp authorized.

Netflix, Inc.

Dated: February 28, 2007 By: /s/ REeEDH ASTINGS
Reed Hasting
Chief Executive Officer
(principal executive officel

Dated: February 28, 20( By: /s/ BARRYM cC 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 goairetp Reed
Hastings and Barry McCarthy, and each of themjsafte and lawful attorneys-in-fact and agentshviill power of substitution and
resubstitution, for him and in his name, place, steéd, in any and all capacities, to sign anyalhamendments to this Report, and to file the
same, with all exhibits thereto, and other documéntonnection therewith, with the Securities &xdhange Commission, granting unto said
attorneys-in-fact and agents, and each of therpéulier and authority to do and perform each aratyesct and thing requisite and necessary
to be done in connection therewith, as fully toiciénts and purposes as he might or could dotisope hereby ratifying and confirming that all
said attorneys-in-fact and agents, or any of thethair or his substitute or substituted, may lalyfdo or cause to be done by virtue thereof.

Pursuant to the requirements of the SecuritiesExathange Act of 1934, this Annual Report on ForrrKl@as been signed below by the
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 28, 2007
Reed Hasting (principal executive officer)
/s/  BARRY M c C ARTHY Chief Financial Officer (principal financial at February 28, 200
Barry McCarthy accounting officer)
/s RICHARD B ARTON Director February 28, 200
Richard Bartor
/s TimOTHY M. H ALEY Director February 28, 2007
Timothy M. Haley
/sl Jay C. HOAG Director February 28, 200
Jay C. Hoag
/s/ GREGS TANGER Director February 28, 2007

Greg Stange

/s MicHAEL N. ScHUH Director February 28, 2007
Michael N. Schut

/sl A. GEORGEB ATTLE Director February 28, 200
A. George Battle
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Exhibit by Reference Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith
3.1 Amended and Restated Certificate of Incorpora 16-Q 00C-49802 3.1 August 2, 200
3.2 Amended and Restated Byla S-1/A 33:-83878 34 April 16, 2002
3.3 Certificate of Amendment to the Amended and Redtate 10-Q 000-49802 3.3 August 2, 2004
Certificate of Incorporatiol
4.1 Form of Common Stock Certifica S-1/A 33:-83878 4.1 April 16, 2002
10.1t Form of Indemnification Agreement entered into bg t S-1/A 333-83878 10.1  March 20, 2002
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26, 200€
10.17% Description of Director Equity Compensation P 8-K 00C-49802 10.1 July 5, 200t
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EXHIBIT 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
Netflix, Inc.:

We consent to the incorporation by reference inRbgistration Statements on Form S-8 (Nos. 333-89823-104250, 333-113198, 333-
123501 and 333-136403) of Netflix, Inc. of our repalated February 27, 2007, relating to the cadatdd balance sheets of Netflix, Inc. and
subsidiary as of December 31, 2005 and 2006, antethted consolidated statements of operatiooskisblders’ equity and comprehensive
income, and cash flows for each of the years irthhee-year period ended December 31, 2006, maragenassessment of the effectiveness
of internal control over financial reporting asiécember 31, 2006, and the effectiveness of inkeorerol over financial reporting as of
December 31, 2006, which reports appear in thissbBder 31, 2006 annual report on Form 10-K of Netfhic.

/s/ KPMG LLP
Mountain View, California
February 27, 2007



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. | have reviewed this Annual Report on FormKL6f Netflix, Inc.;

2. Based on my knowledge, this report does notatemny untrue statement of a material fact ortamstate a material fact necessary to
make the statements made, in light of the circunt&s under which such statements were made, nigtaisg 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 operstand cash flows of the registrant as of, amdth@ periods presented in this report;

4. The registrant’s other certifying officer andrke 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 @efined 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 procedofge designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us by
others within those entities, particularly duritg tperiod in which this report is being prepared;

b) designed such internal control over finanaoggdarting, 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 accordancegettierally accepted accounting principles;

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

d) disclosed in this report any change in thestegit's internal control over financial reportitigat occurred during the registrant’s
most recent fiscal quarter that has materiallyc#e, or is reasonably likely to materially affette registrant’s internal control over
financial reporting; and

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

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

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

Dated: February 28, 2007 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

[, Barry McCarthy, certify that:
1. | have reviewed this Annual Report on Form 10fWetflix, Inc.;

2. Based on my knowledge, this report does notatemny untrue statement of a material fact ortamstate a material fact necessary to
make the statements made, in light of the circunt&s under which such statements were made, nigtadisg 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, amdth@ periods presented in this report;

4. The registrant’s other certifying officer andrke 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 @efined 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 procedorge designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us by
others within those entities, particularly duritg tperiod in which this report is being prepared;

b) designed such internal control over finanaoggdarting, 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 accordancegettierally accepted accounting principles;

c) evaluated the effectiveness of the registrafisslosure controls and procedures and presenttuisi report our conclusions
about the effectiveness of the disclosure conaints procedures, as of the end of the period cougyelis report based on such
evaluation; and

d) disclosed in this report any change in thestegit's internal control over financial reportitigat occurred during the registrant’s
most recent fiscal quarter that has materiallycée, or is reasonably likely to materially affette registrant’s internal control over
financial reporting; and

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

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

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

Dated: February 28, 2007 By: /s/ BARRY M cC 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.QtiBa 1350, as adopted pursuant to Section 90beoSarbanes-Oxley Act of 2002, that
the Annual Report on Form 10-K of Netflix, Inc. fibre year ended December 31, 2006 fully compligk thie requirements of Section 13(a) or
15(d) of the Securities Exchange Act of 1934 arad ithformation contained in such report fairly gets, in all material respects, the financial
condition and results of operations of Netflix, Inc

Dated: February 28, 2007 By: /'s/ REEDH ASTINGS

Reed Hastings
Chief Executive Office

I, Barry McCarthy, certify, pursuant to 18 U.S.@c8on 1350, as adopted pursuant to Section 9@itecFarbanes-Oxley Act of 2002,
that the Annual Report on Form 10-K of Netflix, Irfior the year ended December 31, 2006 fully coespliith 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 otfiie Inc.

Dated: February 28, 20( By: /'s/ BARRYM cC ARTHY

Barry McCarthy
Chief Financial Officel




