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PART |
Forward-Looking Statements

This Annual Report on Form 10-K contains forwardkimg statements within the meaning of the fedszaurities laws. These forward-
looking statements include, but are not limitedstafements regarding: operating expenses; groggimdiquidity; subscriber acquisition and
retention; churn; developments in downloading amgl DVD format; revenue per average paying subscridmed impacts relating to our
pricing strategy, delivery time, volume of movietads and growth of the online DVD rental marketr ®VD library investments, marketir
expenses, and subscriber acquisition cost. Thesafd-looking statements are subject to risks andeutainties that could cause actual
results and events to differ. A detailed discussibthese and other risks and uncertainties thaldeause actual results and events to differ
materially from such forward-looking statementfmiduded throughout this filing and particularly ltem 1A: “Risk Factors” section set forth
in this Annual Report on Form 10-K. All forward-king statements included in this document are baseidformation available to us on the
date hereof, and we assume no obligation to resiigmiblicly release any revision to any such forddwoking statement, except as may
otherwise be required by law.

Item 1. Business

We are the largest online movie rental subscripsienvice providing more than 4,200,000 subscribecgss to a comprehensive librar
more than 55,000 movie, television and other filreatertainment titles. Our most popular subscripptan allows subscribers to have up to
three titles out at the same time with no due déaés fees or shipping charges for $17.99 per mdntaddition, we offer a number of other
subscription plans to accommodate a variety of mewatching preferences. Subscribers select titlesraWeb site aided by our proprietary
recommendation service, receive them on DVD by bh&l and return them to us at their conveniendegugur prepaid mailers. After a title
has been returned, we mail the next availableititee subscriber’s queue.

Our subscription service has grown rapidly sinsdatinch in late 1999. This growth has been fublethe rapid adoption of DVDs as a
medium for home entertainment as well as increasexteness of online DVD rentals. We also beliewvegoowth has been driven by our
comprehensive selection of titles, consistentlyhH&yels of customer satisfaction and our effecthagketing programs. We expect that our
business will continue to grow as the market fdmenDVD rentals continues to grow, a reflectionbofth the convenience and value of the
subscription rental model.

Our proprietary recommendation service enables gsdate a customized store for each subscribetoagenerate personalized
recommendations which effectively merchandize amprehensive library of titles. We believe that meommendation technology, based on
proprietary algorithms and the approximately onkoloi movie ratings we have collected from our suriigers, enables us to build deep
subscriber relationships and maintain a high lefédbrary utilization.

We continually invest in improvements to our seeviigc an effort to deepen our subscriber relatiggshis well as to further distinguish
our service from that of our competitors. We foonsmproving our website experience and functiaggaind seek to create value-added
features for our subscribers, such as our soctalarking feature, called Friend¥ and our queue management feature, called Pré&filem
addition, we continue to focus on the new revenitetives launched in the second quarter of 208t&il sales of previouslyiewed DVDs an
our Ad Sales program. We also continue to invesiueces to develop solutions for downloading motdesonsumers. Our core strategy has
been and remains to grow a large DVD subscriptigsirtess; however, as technology and infrastructevelop to allow effective and
convenient delivery of movies over the Internet aftn meaningful content becomes available, wenthte offer our subscribers the choict
receiving their movies on DVD or by downloading,ialfever they prefer.

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
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programs encourage consumers to subscribe to otics@and may include a free trial period of 14 sladt the end of the free trial period,
subscribers are automatically enrolled as payihgaibers, unless they cancel their subscriptidhpdying subscribers are billed monthly in
advance.

We stock more than 55,000 DVD titles. We have distadd revenue sharing relationships with sevetaliss and distributors. We also
purchase titles directly from studios, distributarsl independent producers.

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 @arehues and utilizing our proprietary technologyniaimize operating costs. Our
technology is extensively employed to manage atedjmate our business, including our Web site iataf order processing, fulfillment
operations, and customer service. We believe tinatexhnology also allows us to maximize our ligratilization and to run our fulfillment
operations in a flexible manner with minimal capitquirements.

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

Industry Overview

Filmed entertainment is distributed broadly throagbariety of channels. C-of-home channels include movie theaters, airlines,
hotels. In-home distribution channels include hafigieo rental and retail outlets, cable and sagetétevision, pay-per-view, video-on-demand,
or VOD, and broadcast television. Currently, stedigstribute their filmed entertainment contentrappmately three to six months after
theatrical release to the home video market, sev@ine months after theatrical release to payvrand VOD, one year after theatrical
release to satellite and cable, and two to threesyafter theatrical release to basic cable andisgted networks. However, in what continues
to be an emerging trend, the major studios haveesied the release window on certain titles, inipalar the theatrical to home video windc
We anticipate that the studios will continue td sesariety of modifications or adjustments to treglitional window, including releasing
movies simultaneously on DVD and VOD, but we badi¢ivat DVD, and its high definition successors HWEDand BluRay, will continue to
receive a preferential distribution window in ligtftthe large profits DVD generates for the studios

Challenges Faced by Consumers in Selecting In-Heitlneed Entertainment

The proliferation of new releases available fohome filmed entertainment and the additional denfanback catalogue titles on DVD
create two primary challenges for consumers incsielg titles.

First, despite the large number of available tjttemmsumers lack a deep selection of titles froratig subscription channels and
traditional video rental outlets. Subscription chels, such as HBO and Showtime, and pay-per-viewicgs continue to offer a narrow
selection of titles at specified times due to pamgming schedule constraints and technological sseelating to channel capacity. Traditional
video rental outlets primarily offer new releasaed devote limited space to display and stock bat&logue titles. We believe our selection of
over 55,000 titles offers an attractive alternativéhese traditional channels.

Second, even when consumers have access to theuwaker of titles available, they generally haweitéd means to effectively sort
through the titles. We believe our recommendatemise and our website features provide our substsithe tools to select titles that appe
their individual preferences.
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Competitive Strengths
We believe that our revenue and subscriber grovettaaesult of the following competitive strengt

» Comprehensive Library of Titles. We have developed strategic relationships teiphstudios and distributors, enabling us to esthbl
and maintain a broad and deep selection of ti8ewe our service is available nationally, we haithat we can economically acquire
and provide subscribers a broader selection ektitian video rental outlets, video retailers, stipson channels, pay-per-view and
VOD services. To maximize our selection of tithe® continuously add newly released titles to donaliy. Our library contains
numerous copies of popular new releases, as wellbay titles that appeal to more select audienescurrently offer more than
55,000 titles

» Personalized Merchandizin We utilize our proprietary recommendation seguio create a custom interface for each subsdiaber
effectively merchandize our library. Subscribete titles on our Web site, and our recommendat@gise compares these ratings to
the database of ratings collected from our enter base. For each visitor, these comparisonssae:to make predictions about
specific titles the visitor may enjoy. These préidits are used to merchandize titles to visitorsughout the Web site. As of
December 31, 2005, we had approximately one bilthmvie ratings in our database. We believe thatecommendation service
allows us to create demand for our entire librargt maximize utilization of each titl

» Scalable Business Model. We believe that we have a scalable, low-cosirtmss model designed to maximize our revenues and
minimize our costs. As we continue to expand olsstiber base, we are able to leverage operatohaaiges in a cost effective
manner which further reduces our operating costs per subscriber basis. Such cost reductionsdedhcreased automation and
vendor negotiating leverage. Subscribers’ prepaidtiy payments and the recurring nature of ousetiption business provide
working capital benefits and significant near-taewenue visibility. Our scalable infrastructure amiine interface eliminate the need
for expensive retail outlets and allow us to sesdar large and expanding subscriber base frontveonie of low-cost shipping center
We employ temporary, hourly and f-time workers to contain labor costs and provide imarn operating flexibility.

» Convenience, Selection and Fast Delivi  Subscribers can conveniently select titles dijding and modifying a personalized que
of titles on our Web site. We create a unique arpee for subscribers because most pages on oursitéetire tailored to individual
selection and ratings history. Under our most papsérvice, subscribers can have up to three DWDatthe same time with no due
dates or late fees. Based on their queue, we send available DVDs by U.S. mail that are then matdrto us in prepaid mailers. Af
receipt of returned DVDs, we mail subscribers tegtmvailable title in their queue of selectedettiWe have over 55,000 titles to
choose from and our nationwide network of distiitaitcenters allows us to offer fast delive

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 55,000 title
with no due dates, late fees or shipping chargea fixed monthly fee. We merchandize titles inyetssrecognize lists including new
releases, by genre and other targeted categongsddvenient, easy-to-use Web site allows subsigito quickly select current titles,
reserve upcoming releases and build an individualig for future viewing using our proprietary pa&@aation technology. We
provide service features to our subscribers thmagray other things, enable social networking anth@rrindividualization of the
service through establishment of sub-account quanésecommendations. Our recommendation servimgdas subscribers with
recommendations of titles from our library. We ddycdeliver titles to subscribers from our shippicenters located throughout the
United States by U.S. ma
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» Utilizing Technology to Enhance Subscriber Experéeand Operate Efficientl We utilize proprietary technology develog
internally to manage the processing and distrilmutibDVDs from our shipping centers. Our softwanéomates the process of track
and routing titles to and from each of our shippiegters and allocates order responsibilities antieaign. We continuously monitor,
test and seek to improve the efficiency of ourribstion, processing and inventory management sysi&s our subscriber base and
shipping volume grows. We operate a nationwide ngtwf shipping centers. We anticipate opening @alal shipping centers in
2006.

» Building Mutually Beneficial Relationships with Fiéd Entertainment Provider We have invested substantial resource
establishing strong ties with various filmed erdagmnent providers. We maintain an office in Los Algg that provides us access tc
major studios. We have entered into a number afrreg sharing agreements with studios and we alahase titles directly. We wo
with the content providers to determine which mdtbbacquiring titles is the most beneficial fockgarty. Our growing subscriber
base provides studios with an additional distrilmutbutlet for popular movies and television seréssyell as niche titles and progra

Our Web site—www.netflix.com

We have applied substantial resources to plan,ldeand maintain proprietary technology to impletrive features of our Web sit
such as subscription account signup and managep®snalized movie merchandising, inventory optation and customer support. We ¢
launched new features such as our social netwofkiatyire, called Friend®'and our queue management feature, called Pr&fle®ur
software is written in a variety of languages amasron industry standard platforms.

Our recommendation service uses proprietary algostto compare each subscriber’s title preferendtbspreferences of other users
contained in our database. This technology enalsés provide personalized movie recommendatioisuento each subscriber.

We believe our dynamic store software optimizessstiber satisfaction and management of our libarjntegrating the predictions frc
our recommendation service, each subscriber’s gugeeue and viewing history, inventory levels atfier factors to determine which movies
to promote to each subscriber.

Our account signup and management tools providdscsiber interface familiar to online shoppers. Wige 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 measmeand testing capabilities, allowing us to caminsly optimize our Web site
according to our needs as well as those of ourcsilless. We use random control testing extensivabluding testing service levels, plans,
promotions and pricing.

Our Web site is run on hardware and software catkxtat a service provider offering reliable netnwoonnections, 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 installaiohsoftware in a manner designed to minimizeughiSons to our subscribers.

The terms and conditions by which subscriberszatiiur service and a more detailed descriptioroef bur service works can be founs
www.netflix.com/TermsOfUse.

Merchandizing

The key to our merchandizing efforts is the persom@mmendations generated by our recommendagivice. All subscribers and si
visitors are given many opportunities to rate sittend we have collected
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approximately one billion ratings. The ratings froor recommendation service determine which avigltites are displayed to a subscriber
and in which order. In doing so, we help our suibses quickly find titles they are more likely tojey. Ratings also determine which available
titles are featured most prominently on our Web gitincrease customer satisfaction and selecttivity. Finally, data from our
recommendation service is used to generate listgrofar titles. Subscribers often start from a fi@ntitle and use our “Recommendations”
link to find other titles they may enjoy. This ha®ven to be a powerful method for catalogue brogisind 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 arelgrspecial DVD features and screen form

« editorial perspective, including plot synopsesyia trailers and reviews written by our editotstd parties and by other Netflix
subscribers; an

» data from our recommendation service, includinggeal 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 f
acquiring new subscribers. We advertise our semwitime through paid search listings, banner adg,dn popular Web portals and other Web
sites, and permission based e-mails. In additienhave an affiliate program whereby we make avigilséeb-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 paatisip a variety of cooperative advertising progsamith studios under the terms of which
we receive cash consideration in exchange for fiegtihe studio’s movies in Netflix promotional atising. We believe that our paid
marketing efforts are significantly enhanced by ltbeefits of word-ofnouth advertising, our subscriber referrals andamtive public relation
programs.

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.

Fulfillment Operations

We currently stock more than 55,000 titles on ntbes 25 million DVDs. We have allocated substantaburces to developing,
maintaining and testing the proprietary technoltiggt helps us manage the fulfillment of individoadlers and the integration of our Web site,
transaction processing systems, fulfillment operetj inventory levels and coordination of our siigpenters.

We ship and receive DVDs from a nationwide netwafrkhipping centers located throughout the UnitdeS. We believe our shipping
centers allow us to improve the subscription exgrexé for subscribers by
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shortening the transit time for our DVDs through th.S. Postal Service. We currently do not shipveekends or holidays.

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 engewmad utilize frequent communication with and fisezk from our subscribers in order to
continually improve our Web site and our servicar @ustomer service center is open seven days k Wée utilize e-mail to correspond with
subscribers. We also offer phone support for sitbas who prefer to talk directly with a customensce representative. We focus on
eliminating the causes of customer support calsaaritomating certain self-service features on oab\lte, such as the ability to report and
correct most shipping problems. Our customer sere@mnter is located in our Sunnyvale, Californizlifg.

Competition

The market for i-home 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 froncBbaister, buy a DVD from Wal-Mart and subscrib&tflix, or some combination
thereof, all in the same month.

Video rental outlets and retailers with whom we pete include Blockbuster, Movie Gallery, Amazon.¢aftal-Mart Stores and Best
Buy. In particular, in 2004, Blockbuster launchedeaonationwide basis its stobased subscription program. This program providasynof the
benefits of our business model in a store-based egtvironment. In addition, Blockbuster's elimiiwen of its traditional late fee policy has
been adopted by all of its company-owned storesaangly of its franchised stores. We believe thatampete with these video rental outlets
and movie retailers primarily on the basis of titdection, convenience and price. We believedhascalable business model, our subscription
service with home delivery and access to our cohmrsive library of more than 55,000 titles comget@rably against traditional video rental
outlets.

We also compete against other online DVD subsoripsiervices, such as Blockbuster Online, subsorightertainment services, such as
HBO and Showtime, pay-per-view and VOD providers] aable and satellite providers. It remains pdeshmt other potential online entrants
will offer competing services, either directly aréonjunction with others, or that Blockbuster @alwill gain more traction in its current
business.

We believe we are able to provide greater subscsiéesfaction due to our focused attention tokthginess of online subscription rental,
the broad and deep selection of titles we offesstibers, our ability to personalize our libraryetach subscriber based on the subscriber’s
selection history, personal ratings and the teetelspreferences of similar users through our recenaiation service and extensive database of
user preferences, the unique features we offercsibless, such as Frien84and Profile$™as well as the ease and speed with which subss
are able to select, receive and return titles. Wreicue to focus on retaining our leadership posiand growing our business.

VOD and downloading of movies over the Internetttares to receive considerable media attentiopalticular, the recent launch of
Apple’s video iPod and announcements from compamieging from Google and Yahoo to Microsoft anclmegarding their efforts in digital
delivery of content fuels public interest in théufte of video entertainment delivery. Progressigital delivery, although slow and scattered,
continues to be made. VOD, for example, is now lyid®ailable to digital cable subscribers in majwetropolitan areas, such as New York,
Boston, Los Angeles and San Francisco. Downloadingovies over the Internet to a personal compisteurrently available from providers,
such as Movielink and CinemaNow. We anticipate tieat devices and services for delivery of conteititproliferate over the coming years
but believe that DVD, and its
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high definition successors, HD-DVD and BluRay, witintinue to dominate the home entertainment egpeei in the near term. At some point
in the future, digital delivery directly to the henwill surpass DVD and we believe that our stratefigeveloping a large and growing
subscriber base for DVD rentals and our abilitpéssonalize our library to each subscriber by lagerg our extensive database of user
preferences positions us favorably to provide digiistribution of filmed entertainment as that kerdevelops.

Employees

As of December 31, 2005, we had 985 full-time emppés. We also utilize part-time and temporary eygsg, primarily in our
fulfillment operations, to respond to the fluctuatidemand for DVD shipments. As of December 31520 had 445 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 agregsm® protect our proprieta
intellectual property. We have filed patents in th&. and abroad. In the U.S., we were issued addbasiness method patent covering, among
other things, our subscription rental service i020and we were issued a patent covering our ngadlitd response envelope in 2005. While
patents are an important element of our business)usiness as a whole is not materially dependiefiny one or a combination of patents.
have a registered service mark for the Netflix name have filed applications for additional tradeksaand service marks. Our software, the
content of our Web site and other material whichcveste is protected by copyright. We also protectain details about our business meth
processes, and strategies as trade secrets, gndd&@ential information that we believe givesausompetitive advantage.

Our ability to protect and enforce our intellectpabperty rights is subject to certain risks. Enéanent of intellectual property rights is
costly and time consuming. To date, we have rgdiaarily on proprietary processes and know-howrmect 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 sgitd obligations concerning intellectual propevte cannot assure you that we will
prevail in any intellectual property dispute.

Segment Information

The Company operates in a single business segimérmation with respect to segment reporting istatned in Note 1 to the Notes
the Consolidated Financial Statements.
Other Information

We were incorporated in Delaware in August 1997 eordpleted our initial public offering in May 200Qur principal executive office
are located at 100 Winchester Circle, Los Gatoifdaia 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 regardepaasof, this Annual Report on Form X0-
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 aftetretécally 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 opiersd could be harmed. In that case,
trading price of our common stock could declined gou could lose all or part of your investment.

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

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, cahknaels, such as HBO and Showtime, pay-per-viewaid for in-home filmed entertainment.
In addition, we face direct competition to our seey namely from services like Blockbuster Onlitigt 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, if our competitors are ablefter similar service levels at lower prices, ability to attract subscribers will be affected
adversely. If consumers do not perceive our semifeing to be of value, or if we introduce new\gees that are not favorably received by
them, we may not be able to attract subscriberadttition, many of our new subscribers originaterfrword-ofmouth advertising and referr:
from existing subscribers. If our efforts to satistir existing subscribers are not successful, &g not be able to attract new subscribers, and
as a result, our revenues will be affected adversel

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

We must minimize the rate of loss of existing suilrsrs while adding new subscribers. Subscribemse@aheir 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 nisfasabrily resolved. We must continually
add new subscribers both to replace subscriberscahcel and to grow our business beyond our custgpdcriber 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. Further, if excessiventvers of subscribers cancel our service, we magdpgired to incur significantly higher
marketing expenditures than we currently anticipateeplace these subscribers with new subscribers.

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

The market for i-home filmed entertainment is intensely competitinel subject to rapid change. New technologies dtivery of ir-
home filmed entertainment, such as VOD and dowrihgpdver the Internet, continue to receive consibkr media attention. Many of our
competitors have longer operating histories, laogstomer bases, greater brand recognition andfisagmtly greater financial, marketing and
other resources than we do. The rapid growth ofooline entertainment subscription business sincéraeption may continue to attract direct
competition from larger companies with significgrgreater financial resources and national brandgeition. For example, we have seen the
entry of direct competition from Blockbuster, whiletunched its online service in August 2004, andatéace competition from potential new
entrants into the online DVD rental market. If we anable to successfully or profitably competehwveitirrent and new competitors, our
business will be adversely affected, and we mayeatble to increase or maintain market sharenregor profitability.

In addition, many consumers maintain simultaneeletionships with multiple in-home filmed entertaient providers and can easily
shift spending from one provider to another. Faregle, consumers may subscribe to HBO, rent a D'ébr Blockbuster, buy a DVD from
Wal-Mart and subscribe to Netflix, or some
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combination thereof, all in the same month. New getitors may be able to launch new businessedativiedy low cost. DVDs represent only
one of many existing and potential new technolofpesiewing filmed entertainment. In addition, theowth in adoption of DVD technology
not mutually exclusive from the growth of otherhirologies. If we are unable to successfully compatie current and new competitors and
technologies, we may not be able to achieve adequnatket share, increase our revenues or maintafitgbility. Our principal competitors
include, or could include:

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

» online DVD subscription rental sites, such as Blgter Online

» pay-perview and VOD services and alternative content @ejivmethods such as Ap’s video iPod and MovieBear
* movie retail stores, such as Best Buy, -Mart and Amazon.con

» subscription entertainment services, such as HBDSowtime:

 Internet movie providers, such as Movielink, Cin&loe.com and Vongc

* Internet companies such as Yahoo! and Goc

» cable providers, such as AOL Time Warner and Cotneasl

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

Some of our competitors have adopted, and mayraoato 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 futdrerthermore, 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 have seen and may centmsee a reduction in operating margins and rhaHaze.

If VOD or other technologies are widely adopted andupported as a method of content delivery by thdawdios and consumers, our
business could be adversely affected.

Some digital cable providers and Internet conteaviders 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 viewidp content, including feature-length movies, onsp@al computers over the Internet. In
addition, other technologies have been developatdaflow alternative means for consumers to recaigwatch movies or other
entertainment, such as on cell phones or othertr@ddievices such as Apple’s iPod. If VOD or otteehnologies become affordable and
viable alternative methods of content delivery wydaipported by studios and adopted by consumarsyusiness could be adversely affected.

If the popularity of the DVD format decreases, oumbusiness could be adversely affected.

Consumers have rapidly adopted the DVD format fewing in-home filmed entertainment. Over the asteral years DVD sales have
grown and now surpassed the VHS format. In addifiD sales account for more than 42% of studienexes. We believe that the DVD
format, including any successor formats such astVM and BluRay, will be valuable long-term consumpespositions and studio profit
centers. However, if DVD sales were to decreasethdr because of a shift away from movie watchingezause new or existing technolog
were to become more popular at the expense of DM@yment, studios and retailers may reduce thgipett of the DVD format. Our
subscriber growth will be substantially influendgdfuture popularity of the DVD format, and if supbpularity wanes, our subscriber growth
may also slow.



Table of Contents

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 fildnentertainment on DVDs prior to ths
release to other distribution channels. Exceptteatrical release, DVDs currently enjoy a sig@ifitcompetitive advantage over other
distribution channels, such as pay-per-view and Y@ézause of the early distribution window for DVD&e window for DVD rental and
retail sales is generally exclusive against otbemé of non-theatrical movie distribution, suctpag-per-view, premium television, basic cable
and network and syndicated television. The lendtih@ exclusive window for movie rental and resailes varies. Our business could suffer
increased competition if:

» the window for rental were no longer the first folling 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 theatredahse to pay-per-view and VOD, one year afteatifical release to satellite and cable, and
two to three years after theatrical release tochesble and syndicated networks. However, in wbatioues to be an emerging trend, 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 we are unable to offset increased demand for fiés with increased subscriber retention or operatig margins, our operating results
may be affected adversely.

With our unlimited plans, there is no establishiedtlto the number of movies that subscribers net.rHistorically, on a ple-by-plan
basis, we have seen the average number of moviesdrper subscriber increase on an annual basikeliéye that this increase in usage is
influenced by improvements to our service as welt@nsumer usage habits. In addition, demandtfes tinay increase for a variety of reasons
beyond our control, including promotion by studéosl seasonal variations or shifts in consumer maaiehing.

We are continually adjusting our service in wayet tinay impact subscriber movie usage. Such adjudtireclude new Web site featu
and merchandising practices, an expanded distoibutetwork, as well as software and process changes

Our subscribers may continue to increase theiraisgur service, which would increase our opegatiosts. If our subscriber retention
does not increase or our operating margins domptave to an extent necessary to offset the effeicicreased operating costs, our operating
results will be adversely affected. In additionr subscriber growth and retention may be affecthaesely if we attempt to alter our service or
increase our monthly subscription fees to offsgtianreased 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 will
increase.

Certain titles cost us more to acquire or resutjiremter revenue sharing expenses, depending @otinee from whom they are acquil
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 DVD acquisition expensa8l increase, and our gross margins could berselyeaffected. In addition, films
released on the new high definition DVD formats,-BMD and BluRay, may be more expensive to acqUihe rate of customer acceptance
and adoption of these new formats is uncertaisultiscribers select these formats on a
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proportional basis more often than the existing DigBnat, our DVD acquisition expenses could incegand 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 will be affected adversely.

The Netflix brand is still developing, and we mashtinue to build strong brand identity. To succaeel 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 importarideand loyalty will only increase in light of pgpetition 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 suchatisfaction is widespread or not
adequately addressed, our brand may be adverspicied. If our efforts to promote and maintain loand are not successful, our operating
results and our ability to attract and retain stubscs will be affected adversely.

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

We utilize a broad mix of marketing programs torpote our service to potential new subscribers. Wtein a large portion of our ne
subscribers through our online marketing efforts|uding third party banner ads, pop-under placasetirect links and permission-based e-
mails as well as our active affiliate program. tfdion, we have engaged in various offline marg{programs, including television and radio
advertising, direct mail and print campaigns, cansupackage and mailing insertions. We also acguitrember of subscribers who rejoin our
service having previously cancelled their membgrst\ie maintain an active public relations progranmtrease awareness of our service and
drive subscriber acquisition. We opportunisticaltijust our mix of marketing programs to acquire seMvscribers at a reasonable cost with the
intention of achieving overall financial goalswé are unable to maintain or replace our sourcssilo$cribers with similarly effective sources,
or if the cost of our existing sources increases,sobscriber levels may be affected adverselycamdnarketing expenses may increase.

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

We may not be able to continue to support the nieagg@f our service by current means if such atiégiare no longer available to |
become cost prohibitive or are adverse to our lassinlf 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 suahméls. In addition, if ad rates increase,
we may curtail marketing expenses or otherwiseeeired to increase our cost per subscriber. Lands@gulations impose restrictions on the
use of certain channels, including commercial etanail direct mail. We may limit or discontinue wgesupport of e-mail and other activities if
we become concerned that subscribers or potentisicsibers deem such activities intrusive, whichld@ffect our goodwill or brand. If the
available marketing channels are curtailed, oulitglbd attract new subscribers may be affectedeasisly.

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

We have expanded rapidly since we launched our $itelin April 1998. We anticipate further expandiog operations to help grow our
subscriber base and to take advantage of favoraatiket opportunities. Any future expansion willdii place significant demands on our
managerial, operational, administrative and finahasources. If we are not able to respond effelstito new or increased demands that arise
because of
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our growth, or, if in responding, our managememéerially distracted from our current operationg; business may be affected adversely. In
addition, if we do not have sufficient breadth aleghth of the titles necessary to satisfy increassdand arising from growth in our subscriber
base, our subscriber satisfaction may be affeaiedraely.

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 busiss.

We use complex proprietary software to procesveeéis and returns of our DVDs and to manage athpects of our operations. Our
proprietary technology is intended to allow ourioatvide network of shipping centers to be operate@n 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 coutthsume considerable resources. If we are unaleiotain 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.

If we experience delivery problems or if our subsdbers or potential subscribers lose confidence ime 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 subscribel
We are subject to risks associated with using th®ip mail system to meet our shipping needs, idiclg delays or disruptions caused by
inclement weather, natural disasters, labor actiyisealth epidemics or bioterrorism. Our DVDs ds® gubject to risks of breakage during
delivery and handling by the U.S. Postal Servidee fisk of breakage is also impacted by the madsegiad methods used to replicate our
DVDs. If the entities replicating our DVDs use nréts and methods more likely to break during dalyvand handling or we fail to timely
deliver DVDs to our subscribers, our subscriberdddecome dissatisfied and cancel our servicechvbould adversely affect our operating
results. In addition, increased breakage ratesdoDVDs will increase our cost of acquiring titles

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

Increases in postage delivery rates will adveraéfisct our gross profit if we elect not to raise eubscription fees to offset the increase.
The U.S. Postal Service recently increased thefoatiérst class postage on January 8, 2006 byn2scdrom 37 cents to 39 cents. In addition,
the U.S. Congress has been considering postahndémgislation which would provide the U.S. Postahice with more flexibility in
establishing postal rates. The U.S. Postal Sendoéinues to focus on plans to reduce its costsmaik its service more efficient. If the U.S.
Postal Service were to change any policies relatibe requirements of first-class mail, includoiganges in size, weight or machinability
qualifications of our DVD envelopes, such changadd result in increased shipping costs or highieakage for our DVDs and our gross
margin could be affected adversely. Also, if th&Postal Service curtails its services, such addsing facilities or discontinuing or reduci
Saturday delivery service, our ability to timelylider DVDs could diminish, and our subscriber daiision could be affected adversely.

Currently, most filmed entertainment is package@aingle lightweight DVD. Our delivery processiassigned to accommodate the
delivery of one DVD to fulfill a selection. Becausgthe lightweight nature of a DVD, we generallgiirone envelope containing a title using
standard U.S. postage. Studios occasionally praadditional content on a second DVD or may paclkatite on two DVDs. In addition, the
studios have recently announced plans to releatasrcélms in high definition format on HD-DVDs drBluRay DVDs. These new DVDs
have characteristics that are different than tlooseently in circulation. These high-definition foat DVDs may be heavier and/or more fragile
than current DVDs. If packaging of filmed entertaient on
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multiple DVDs were to become more prevalent, if weght of DVDs were to increase, or the durabitifypVDs deteriorate, our costs of
delivery and fulfillment processing would increasel our costs of replacing damaged DVDs may riseemadly which would depress gross
margins and profitability and adversely affect fomsh 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 merchandize 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 thergtapy algorithms in our recommendation servick @dntinue 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.
We may experience difficulties in implementing suefinements. In addition, we cannot assure youvteawill be able to continue to make
and implement meaningful refinements to our reconmaéon service.

If our recommendation service does not enable psedict and recommend titles that our subscribdi®njoy or if we are unable to
implement meaningful improvements, our personalimoecommendation service will be less useful, Mol event:

» our subscriber satisfaction may decrease, subssnibay perceive our service to be of lower valug @ur ability to attract and reta
subscribers may be affected advers

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

« our subscribers may default to choosing titles famong new releases or other titles that cost ug tegorovide, and our margil
may be affected adverse

If we do not correctly anticipate our short and lorg-term needs for titles, our subscriber satisfactio and results of operations may be
affected adversely.

If we do not acquire sufficient copies of titlesg wiay not satisfy subscriber demand, and our sibles@atisfaction and results
operations could be affected adversely. Converffalye attempt to mitigate this risk and acquirerenoopies than needed to satisfy our
subscriber demand, our inventory utilization wobétome less effective and our gross margins woallaftected adversely.

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 affected adversely.

Since 2000, we have entered into humerous revdrareng arrangements with studios and distribufbh&se revenue sharing agreem
generally have terms of up to five years. Revemagesagreements typically enable us to increaseapy depth of DVDs on an economical
basis because of the low initial payment. Additiqreyments are made only if our subscribers remiD. Under a purchase arrangement
must pay the full wholesale price, regardless oétlvar the DVD is rented. In addition, revenue sigaagreements generally provide for studio
promotional support of the associated DVD and ewvise as well as permit us to own the DVD follogiexpiration of the revenue sharing
period, typically no more than 12 months followstgeet date.

During the course of our revenue sharing relatignelith studios and distributors, various contradministration issues arise. To the
extent that we are unable to resolve any of thesges in an amicable manner, our relationship th@hstudios and distributors may be
adversely impacted.
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As our revenue sharing agreements expire, we magduered to negotiate new terms that could bedd@atageous to us or if we cannot
renew the agreements we would be required to psectides. In such event, the cost of acquiringteoincould increase and our gross margins
may be affected adversely. In addition, if we werguired to purchase titles the risk associatel agturately predicting title demand could
increase.

Titles that we do not acquire under a revenue shagreement are purchased on a wholesale basisfralios or other distributors. If
the price of purchased titles increases, our graagin will be affected adversely.

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

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

We may need additional capital, and we cannot be seithat additional financing will be available.

Historically, we have funded our operations andtehpxpenditures through proceeds from privatdatggand debt financings, equipment
leases and cash flow from operations. Although weenitly anticipate that the proceeds from our N&g@2 initial public offering, together
with our available funds and cash flow from opemasi, will be sufficient to meet our cash needslierforeseeable future, we may require
additional financing. Our ability to obtain finang will depend, among other things, on our develepinefforts, business plans, operating
performance and condition of the capital markethatime we seek financing. We cannot assure lyauadditional financing will be available
to us on favorable terms when required, or atfalle raise additional funds through the issuanfcequity, equity-linked or debt securities,
those securities may have rights, preferencesigitgges senior to the rights of our common staukg 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 odcas¢hrough our Web site, where the title setatiprocess is integrated with ¢
delivery processing systems and software. Our atjout and ability to attract, retain and serve sulyscribers is dependent upon the reliable
performance of our Web site, network infrastructame fulfillment processes. Interruptions in thegstems could make our Web site
unavailable and hinder our ability to fulfill setems. Much of our software is proprietary, andnely on the expertise of our engineering and
software development teams for the continued perdoice of our software and computer systems. Seintieguptions or the unavailability of
our Web site could diminish the overall attractiees of our subscription service to existing anepial subscribers.

Our servers are vulnerable to computer virusessiphlor electronic break-ins and similar disrupsipwhich could lead to interruptions
and delays in our service and operations as wétlsss misuse or theft of data. Our Web site pécaity experiences directed attacks intended
to cause a disruption in service. Any attempts dgklers to disrupt our Web site service or our imdksystems, if successful, could harm our
business, be expensive to remedy and damage autatigm. Our insurance does not cover expensetedela direct attacks on our Web site or
internal systems. Efforts to prevent hackers froteeng our computer systems are expensive to imgihe and may limit the functionality of
our services. Any significant disruption to our W&te or internal computer systems could resudt iass of subscribers and adversely affect
our business and results of operations.

Our communications hardware and the computer haslused to operate our Web site are hosted aatil@iés of a third party provide
Hardware for our delivery systems is maintainedunshipping centers. Fires, floods, earthquakesgep losses, telecommunications failures,
break-ins and similar events could damage these

14



Table of Contents

systems and hardware or cause them to fail conipléts we do not maintain entirely redundant systeandisrupting event could result in
prolonged downtime of our operations and could esblg affect our business. Problems faced by ar ffarty Web hosting provider, with t
telecommunications network providers with whomaihtracts or with the systems by which it allocatagacity among its customers, including
us, could impact adversely the experience of obhsatbers.

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

Our executive offices and our Sunny\-based shipping center, which also houses our cesteanvice operations, are located in the
Francisco Bay Area. Our business and operationisl dmuadversely affected in the event of electridatkouts, fires, floods, earthquakes,
power losses, telecommunications failures, brealeirsimilar events. We may not be able to effetyighift our fulfilment and delivery
operations due to disruptions in service in the Bamcisco Bay Area or any other facility. BecatiseSan Francisco Bay Area is located in an
earthquake-sensitive area, we are particularlyeptge to the risk of damage to, or total desiarcof, our Sunnyvale-based operations center
and the surrounding transportation infrastructWe.are not insured against any losses or expehaearise from a disruption to our business
due to earthquakes.

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

We depend on the continued services and performafrmer key personnel, including Reed Hastings, ©hief Executive Officer
President and Chairman of the Board, W. Barry Mt@adr., our Chief Financial Officer and LeslieKilgore, our 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 paicirl connection with providing our personal mosgeommendation service, we colli
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 privasyps and governmental bodies for attempts to lers@nal identities and other information
to data collected on the Internet regarding uda@ivsing and other habits. Increased regulatiotatd utilization practices, including self-
regulation, as well as increased enforcement atiexj 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 informatidrtained by us for billing purposes, including striisers’ credit card or checkin
account data, we rely on licensed encryption anidesntication technology. In conjunction with theypeent processing companies, we take
measures to protect against unauthorized intrustonour 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 couldiéeted adversely. Similarly, if a well-publicizedelach of the consumer data security of any
other major consumer Web site were to occur, theodd be a general public loss of confidence inuse of the Internet for commerce
transactions, which could adversely affect our mess.

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
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extent we do not obtain cardholders’ signaturesarediable for fraudulent credit card transactj@sen when the associated financial
institution approves payment of the orders. Frametto time, fraudulent credit cards are used on/éelb site to obtain service and access our
DVD inventory. Typically, these credit cards hawe heen registered as stolen and are therefonejeated by our automatic authorization
safeguards. While we do have a number of othegsafels in place, we nonetheless experience soradrtoa these fraudulent transactions.
We do not currently carry insurance against theafdfraudulent credit card transactions. A failtmeadequately control fraudulent credit card
transactions would harm our business and resultpefations.

Increases in payment processing fees would increaser operating expenses and adversely affect oursalts 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 compangsaresult in a change in our business practib&h increase the fees on a cost-per-
transaction basis. These fees may increase in Z@h increase may adversely affect our resultpefations.

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 malge diminished, and our business may be adverselyfafted.

We rely and expect to continue to rely on a comtipimeof confidentiality and license agreements waith employees, consultants and
third parties with whom we have relationships, &l &s trademark, copyright, patent and trade s@cogection laws, to protect our propriet
rights. Netflix is a registered trademark of Netflinc. in the United States and United Kingdom. kiéee also filed trademark applications in
the United States for the Friends and Profilesisemnarks and for the Netflix design logo, and hfileel U.S. patent applications for certain
aspects of our technology. We have also filed @etreark application in the European Union for théflikename. From time to time we expect
to file additional trademark and patent applicatioNevertheless, these applications may not beogapgr third parties may challenge any
patents issued to or held by us, third parties kmeyvingly or unknowingly infringe our patents, teadarks and other proprietary rights, anc
may not be able to prevent infringement withoutstabtial expense to us. If the protection of owppietary rights is inadequate to prevent use
or appropriation by third parties, the value of breind and other intangible assets may be dimidist@mpetitors may be able to more
effectively mimic our service and methods of opiera, the perception of our business and serviseibscribers and potential subscribers may
become confused in the marketplace and our aldligttract subscribers may be 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 camigs. Our intellectual property rigl
extend to our technology, business processes antbtitent on our Web site. We use the intellegiugberty of third parties in merchandising
our products and marketing our service throughreaital and other rights. From time to time, thpadties allege that we have violated their
intellectual property rights. If we are unable tain 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 affected adversely. Mangnpanies are devoting significant resoul
to developing patents that could potentially affeetny aspects of our business. There are numeetestp that broadly claim means and
methods of conducting business on the Interneth#¥e not exhaustively searched patents relatieeitéechnology. Defending ourselves
against intellectual property claims, whether they with or without merit or are determined in éawor, results in costly litigation and
diversion of technical and
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management personnel. It also may result in ounilibato use our current Web site or our recomnsaiwh service or inability to market our
service or merchandise our products. As a resudtdispute, we may have to develop non-infringaahtology, enter into royalty or licensing
agreements, adjust our merchandizing or markettigites or take other actions to resolve theroki These actions, if required, may be cc
or unavailable on terms acceptable to us.

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

We currently hold various domain names relatinguobrand, including Netflix.com. Failure to pratecr domain names could affect
adversely our reputation and brand, and make ierdficult for users to find our Web site and @ervice. The acquisition and maintenanc
domain names generally are regulated by governiageecies and their designees. The regulatiomwofain names in the United States may
change in the near future. Governing bodies magbéish additional topevel domains, appoint additional domain name tegyis or modify th
requirements for holding domain names. As a readtmay be unable to acquire or maintain relevamain names. Furthermore, the
relationship between regulations governing domaimes and laws protecting trademarks and similgrfgtary rights is unclear. We may be
unable, without significant cost or at all, to peev third parties from acquiring domain names #ratsimilar to, infringe upon or otherwise
decrease the value of our trademarks and otheriptary 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 tl
associated films. The amount of film productiontsdbat will be amortized each period depends am tmoich future revenue we expect to
receive from each film. Unamortized film producticosts are evaluated for impairment each repogeérepd 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 amort@aif related film costs. Such accelerated amditizavould adversely impact our business,
operating results and financial condition. In aiddit we base our estimates of revenue on performahcomparable titles and our knowledge
of the industry. If the information is incorredbgtamount of revenue and related expenses thaaggmize from our films could be wrong,
which could result in fluctuations in our earnings.

If we become subject to liability for content thatwe publish or that we distribute on DVD through ourservice, our results of operations
would be affected adversely.

As a publisher of content, a host of third partptemt and a distributor of content on DVD, we fac¢ential liability for negligence
copyright, patent or trademark infringement or ottlaims based on the nature and content of méehat we publish or distribute. We also
may face potential liability for content uploadedrh our users in connection with our communitytediacontent or movie reviews.

If we become liable, then our business may sulféigation to defend these claims could be costig ¢he expenses and damages arising
from any liability could harm our results of opéoats. We cannot assure you that we are adequatglyed 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 whiclewonduct our business, or incur greater operatingxpenses.

The adoption or modification of laws or regulatioefating to the Internet or other areas of ouiiress could limit or otherwise advers
affect the manner in which we currently conduct bbusiness. In addition, the
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growth and development of the market for online nwrce may lead to more stringent consumer prote&ias, which may impose additional
burdens on us. If we are required to comply witlv megulations or legislation or new interpretati@fi€xisting regulations or legislation, this
compliance could cause us to incur additional expseror alter our 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 busimesalts of operations and financial
condition. The adoption of any laws or regulatitimst adversely affect the popularity or growth ge wf the Internet, including laws limiting
Internet neutrality, could decrease the demanddiorsubscription service and increase our cosbofgibusiness. In addition, if consumer
attitudes toward use of the Internet change, corssimay become unwilling to select their entertantronline or otherwise provide us with
information necessary for them to become subs@ilbarrther, we may not be able to effectively made services online to users of the
Internet. If we are unable to interact with constsrigecause of changes in their attitude towarditiiee Internet, our subscriber acquisition
and retention may be affected adversely.

We may be engaged in legal proceedings that couldwse 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 managyea time and attention, and could
negatively affect our business operations and fiiz@position.

Recently enacted changes in securities laws and tdgtions have increased and may continue to increasur costs.

Changes in the laws and regulations affecting pul@impanies, including the provisions of the Sagk-Oxley Act of 2002 and recen-
enacted rules promulgated by the Securities antidge 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 National Market, on which our commoncstds listed, has also adopted comprehensive andgegulations relating to
corporate governance. These laws, rules and régusdbave increased and will continue to increbsestope, complexity and cost of our
corporate governance, reporting and disclosureipesc 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 mesi@hief Executive Officer and Chief Financial @i could face an increased risk of
personal liability in connection with the perforneanof their duties. As a result, we may have diffic attracting and retaining qualified board
members and executive officers, which would advgratect 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, 2005, our executive officers dinglctors, their immediate family members andiatfd venture capital func
beneficially owned, in the aggregate, approximadlypercent of our outstanding common stock, wasrand stock options that are exercis
within 60 days. In particular, Jay Hoag, one of dinectors, beneficially owned approximately 21qeet and Reed Hastings, our Chief
Executive Officer, President and Chairman of tha@ipbeneficially owned approximately 10 percemiede stockholders may have individual
interests that are different from yours and willdise to exercise significant control over all raedtrequiring stockholder approval, including
the election of directors and approval of significeorporate transactions, which could delay ov@né someone from acquiring or merging
with us.
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Provisions in our charter documents and under Delaare law could discourage a takeover that stockholde may consider favorable.
Our charter documents may discourage, delay orepiteer merger or acquisition that a stockholder owmsider favorable because th
» authorize our board of directors, without stockleoldpproval, to issue up to 10,000,000 shares @ésignated preferred stock;

» provide for a classified board of directo
» prohibit our stockholders from acting by writtemsent;
» establish advance notice requirements for propasiatiers to be approved by stockholders at stodenoheetings; an

» prohibit stockholders from calling a special megtif stockholders.

In addition, a merger or acquisition may triggegergion payments to certain executive employeegutie terms of our Executive
Severance and Retention Incentive Plan, therebgasing the cost of such a transaction. As a Delea@rporation, we are also subject to
certain Delaware anti-takeover provisions. Undelalare law, a corporation may not engage in a lessicombination with any holder of 15
percent or more of its capital stock unless theléohas held the stock for three years or, amamer ahings, the board of directors has
approved the transaction. Our board of directotdcceely on Delaware law to prevent or delay anugsition 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:

» Vvariations in our operating resul

» variations between our actual operating resultstaagxpectations of securities analysts, investndsthe financial community;
« announcements of developments affecting our busjsgstems or expansion plans by us or otl

« competition, including the introduction of new coatipors, their pricing strategies and services;

» market volatility in genera

» the level of short interest in our stock; and

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

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

During the second quarter of 2003, we adopteddhesélue recognition provisions of Statement afdficial Accounting Standar
No. 123" Accounting for Stock-Based Compensati¢tsFAS 123”) for stock- based employee compermsatin addition, during the third
quarter of 2003, we began granting stock options to
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our employees on a monthly basis. The vesting genwovide for options to vest immediately, in camgon with the three to foyrear vestin
periods for stock options granted prior to thedgjuarter of 2003. As a result of immediate veststgck-based compensation expenses
determined under SFAS No. 123 are fully recognirettie same periods as the monthly stock optiontgrdn addition, we continue to
amortize the deferred compensation of stock optiaitts three to four-year vesting periods granteédmto the third quarter of 2003 over the
remaining vesting periods. Our stock-based compemsaxpenses totaled $10.7 million, $16.6 millamd $14.3 million during 2003, 2004
and 2005, respectively. We expect our stock-basethensation expenses will continue to be signitigafuture periods, which will have an
adverse impact on our operating results. The Balkeles option-pricing model, used by us, requesnput of highly subjective
assumptions, including the option’s expected lifd the price volatility of the underlying stock. &tges in the subjective input assumptions
can materially affect the fair value estimate.

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

Given the dynamic nature of our business and theranmt limitations in predicting the future, forstsaof our revenues, gross marg
operating expenses, number of paying subscribarsbar of DVDs shipped per day and other finanaial eperating data may differ materic
from actual results. Such discrepancies could caweline in the trading price of our common stock
ltem 1B.  Unresolved Staff Comments

None.

Item 2. Properties

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

Estimated
Square Lease
Location footage expiration date Primary Use
Los Gatos, California 80,00( December 2012 Corporate Office, general and administrative, ménke and
technology and developme
Beverly Hills, California 18,000 August 200¢ Content acquisition, general and administra
Sunnyvale, California 115,000 April 2009 Customer service center, receiving and storagescegmocessing ai

shipping center for San Francisco Bay A

We operate a nationwide network of distributionteemthat serve major metropolitan areas througtimutnited States. These
fulfillment centers are under lease agreementsetkaite at various dates through December 2010aMteoperate a datacenter in a leased
third-party facility in Santa Clara, California.

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

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

Our common stock has traded on the NASDAQ Natidfelket under the symbol “NFLX” since our initial Iplic offering on May 23,
2002. The following table sets forth the high amd kales prices per share of our common stockh®periods indicated, as reported by the
NASDAQ National Market

2004 2005

High Low High Low
First quarte! $39.71 $26.9( $13.12 $ 8.91
Second quarte 38.6: 25.17 19.27 10.51
Third quartel 36.07 13.8¢ 26.6¢ 16.0(
Fourth quarte 19.6( 9.2t 30.2¢ 22.5¢

As of March 2, 2006, there were approximately 1t28leholders of record of our common stock, althotlggdre is a significantly larger
number of beneficial owners of our common stock.

We have not declared or paid any cash dividendbwanhave no present intention of paying any cagdehds in the foreseeable future.
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ltem 6. Selected Financial Date

The following selected financial data is not neeeigsindicative of results of future operationsdeshould be read in conjunction w
“ltem 7. Management’s Discussion and Analysis ofdficial Condition and Results of Operations” artdfi 8. Financial Statements and
Supplementary Data.”

Year ended December 31,

2001(1) 2002(1) 2003(1) 2004(1) 2005(2)

(in thousands, except per share date

Revenue! $ 74,25t $150,81¢ $270,41( $500,61: $682,21:
Cost of revenues

Subscriptior 49,08¢ 77,044 147,73t 273,40: 393,78t

Fulfillment expense 13,45: 19,36¢ 31,27 56,60¢ 70,76:

Total cost of revenue 62,54( 96,41( 179,01( 330,01( 464,55(

Gross profil 11,71t 54,40¢ 91,40( 170,60: 217,66:
Operating expense

Technology and developme 17,73¢ 14,62 17,88¢ 22,90¢ 30,94

Marketing 21,03 35,78t 49,94¢ 98,021 141,99

General and administrati\ 4,65¢ 6,73 9,58t 16,28’ 29,39t

Restructuring charge 671 — — — —

Stoclk-based compensatic 6,25( 8,83: 10,71¢ 16,58" 14,327

Gain on disposal of DVD (838 (89¢) (1,209 (2,560) (1,987%)

Total operating expens: 49,50¢ 65,08! 86,92¢ 151,24° 214,67

Operating income (loss (37,79) (10,679 4,472 19,35« 2,98¢
Other income (expense

Interest and other incon 461 1,697 2,457 2,59 5,75%

Interest and other expen (1,857) (11,979 (417 a70 (407)
Income (loss) before income tax (39,187 (20,949 6,512 21,77¢ 8,33t
Provision for (benefit from) income tax — — — 181 (33,699
Net income $(39,187)  $(20,94) $ 6,517 $ 21,59t $ 42,027
Net income (loss) per share (

Basic $(1079) $ (079 $ 0.1¢ $ 04: $ 0.7¢

Diluted $(10.79) $ (079 $ 0.1C $ 0.3: $ 0.64
Weightec-average shares outstandil

Basic 3,652 28,20¢ 47,78¢ 51,98¢ 53,52¢

Diluted 3,652 28,20« 62,88 64,71: 65,51¢
Notes:

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

(2) Netincome for the year includes a benefit of mlideferred 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 88libn (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 Firenc
Statements’

(3) OnJanuary 16, 2004, the Company’s Board oé®ars approved a two-for-one stock split in thenfef a stock dividend on all
outstanding shares of the Company’s common stolticofnmon share and per-share amounts have beeactvely adjusted to reflect
the stock split for all years present
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As of December 31

2001 2002 2003 2004 2005

(in thousands)
Balance Sheet Data

Cash and cash equivale $ 16,13 $ 59,81« $89,89: $174,46. $212,25¢
Shor-term investment — 43,79¢ 45,29 — —
Working (deficit) capita (6,65€) 66,64¢ 75,921 92,43¢ 106,10:
Total asset 41,63( 130,53( 176,01: 251,79: 364,68:
Capital lease obligations, less current por 1,057 46C 44 — —
Subordinated notes payal 2,79¢ — — — —
Redeemable convertible preferred st 101,83( — — — —
Stockholder’ (deficit) equity (90,509 89,35¢ 112,70t 156,28: 226,25:

As of / Year Ended December 31

2001 2002 2003 2004 2005

(in thousands, except subscriber acquisition cos

Other Data:

Total subscribers at end of peri 45€ 857 1,487 2,61( 4,17¢
Gross subscriber additions during per 56€ 1,14C 1,571 2,71¢ 3,72¢
Subscriber acquisition cost ( $ 37.1¢ $ 313¢ $ 317¢ $ 36.0¢ $ 38.0¢
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 4,200,000 subscribecgss to a comprehensive librar
more than 55,000 movie, television and other filreatertainment titles. Our most popular subscripptan allows subscribers to have up to
three titles out at the same time with no due déa&és fees or shipping charges for $17.99 per mdntaddition, we offer a number of other
subscription plans to accommodate a variety of mewatching preferences. Subscribers select titlesraWeb site aided by our proprietary
recommendation service, receive them on DVD by bh&il and return them to us at their conveniendegugur prepaid mailers. After a title
has been returned, we mail the next availableititke subscriber’s queue. The terms and conditignshich subscribers utilize our service and
a more detailed description of how our service waréin be found at www.netflix.com/TermsOfUse.

We derive substantially all of our revenues frommiidy 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 expat our business will continue to grow as thekatfor online DVD rentals continues
grow, a reflection of both the convenience and @atithe subscription rental model.

We continued to see strong growth and financiallte$n 2005, with revenues achieving double-digdwth from a year ago. This
growth can be attributed to an expanding subschibse. We added approximately 1.6 million net nelaseribers in 2005, growing from
2.6 million to 4.2 million subscribers at DecemBér 2005. Our operating income was lower in 2008cmspared to 2004 primarily as a result
of having lowered the subscription price of our tuspular service plan in the fourth quarter of 20¢hile increasing marketing spending in a
competitive environment.
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Recent Developments and I nitiatives

We continue to face direct competition from Blocktar. It remains possible that other potentialaaris will offer competing service
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.

We launched two new revenue initiatives in 200fifesales of previously-viewed DVDs and our Ade€saprogram. We also continue to
invest resources to develop solutions for downlogainovies to consumers. Our core strategy has dre@memains to grow a large DVD
subscription business. However, as technology mfndstructure develop to allow effective and conganhdelivery of movies over the Internet
and when meaningful content becomes availablentead to offer our subscribers the choice of raogitheir movies on DVD or by
downloading, whichever they prefer.

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 surbexfinning subscribers
and gross subscriber additions, then divided bgetimonths. Management reviews this metric to et@hvhether we are retaining
our existing subscribers in accordance with ouiass plans

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

» Gross Margin: Management reviews gross margin to monitoraldei costs and operating efficiency.

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 geneyalkcepted in the United Stal
requires estimates and assumptions that affecetierted amounts of assets and liabilities, revemume expenses and related disclosures of
contingent assets and liabilities in our consoéddinancial statements and accompanying notesSEearities and Exchange Commission has
defined a company’s critical accounting policiegresones that are most important to the portrafyalcompany’s financial condition and
results of operations, and which require a compangake its most difficult and subjective judgmemased on this definition, we have
identified the critical accounting policies and gudents 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 thlyloeither direct purchases or revenue sharing agets. We acquire DVDs for tl
purpose of renting them to our subscribers andimgusubscription 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 Statermadritinancial Accounting Standards 95 “
Statement of Cash Flowg“SFAS 95”), we classify cash outflows for thecaisition of the DVD Library, including any upfronbn+efundable
payments required under revenue sharing agreensntgssh flows from investing activities on our €alidated Statements of Cash Flows.
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We amortize our DVD library, less estimated salvegleie, on a “sum-of-the-months” accelerated bagés its estimated useful life. The
useful life of the new-release DVDs and back-cafaéoDVDs is estimated to be 1 year and 3 yearpentively. 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 recoesed reduction of DVD library inventory when eatne

Prior to July 1, 2004, we amortized the cost of entire DVD library, including the capitalized piort of the initial fixed license fee, on a
“sum-of-the-months” accelerated basis over one.yj¢awever, based on our periodic evaluation of bty release and back-catalogue
utilization for amortization purposes, we deternditieat back-catalogue titles have a significarglygler life than previously estimated. As a
result, we revised our estimate of useful lifetfee back-catalogue DVD library from a “sum of themths” accelerated method using a one-
year life to the same accelerated method of anatitiz using a thre-year life. The purpose of this change is to mawueately reflect the
productive life of these assets. In accordance ARB 20, the change in life has been accounted$a change in accounting estimate on a
prospective basis from July 1, 2004. New releasksentinue to be amortized over a one-year peritie believe the use of the accelerated
method is appropriate for the amortization of oMiDlibrary and the initial fixed license fee becausapproximates DVD utilization.

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, orttdingrchase DVDs. For those direct purct
DVDs that we estimate we will sell at the end dithuseful 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, Heagge value is provided.

The revenue sharing agreements enable us to dDtdds at a lower upfront cost than under traditiodiaéct purchase arrangements.
Under the revenue sharing agreements, we shaneenpege of the actual net revenues generatedelysth of each particular title with the
studios over a fixed period of time, or the Titlerfh, which is typically 12 months for each DVDditlAt the end of the Title Term, we
generally have the option of returning the DVDetith the studio, destroying the title or purchaghmgtitle. In addition, we remit an upfront
payment to acquire titles from the studios anditistors under revenue sharing agreements. Thismipayincludes 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 dfabas prepaid revenue sharing expense
is charged to expense as future revenue sharinggtibhs are incurred.

We will continue to periodically evaluate the uddives and salvage values of our DVD library.

Stock-Based Compensation

We account for stock-based compensation expensesordance with the fair value recognition pravisi of Statement of Financial
Accounting Standards (“SFAS”) No. 128¢counting for Stock-Based Compensatasamended by SFAS No. 14&,counting for Stock-
Based Compensati—Transition and Disclosure, an Amendment of FASBB8tent No. 123Ne use the Black-Scholes option-pricing model
which requires the input of highly subjective asptions, including the option’s expected life and tirice volatility of the underlying stock.
Changes in the subjective input assumptions carmaly affect the estimate of fair value of optsogranted and our results of operations c
be materially impacted. In light of the guidanceSiaff Accounting Bulletin No. 107 (“SAB 107”), we-evaluated the assumptions used to
estimate the value of stock options beginning engaicond quarter of 2005.

» Expected volatility, We determined that implied volatility of puldlf traded options in our common stock is expetteloe more
reflective of market conditions and, therefore, oaasonably be expected to be a better indicatekpécted volatility than historical
volatility of our common stock. Therefore, we readsthe volatility factor used to estimate the failue of stock-based compensation
awards beginning in the second quarter of 200%tbased on a blend of historical volatility of @emmon

25



Table of Contents

stock and implied volatility of tradable forwardlloaptions to purchase shares of our common stedkr to the second quarter
2005, we estimated expected volatility based otohéal volatility of our common stock over the nhoscent period commensurate
with the estimated expected life of our stock opis

» Expected Life Prior to the third quarter of 2003, we grantmtk options, which generally vested over threfte-year periods
Since the third quarter of 2003, we began grarfiillg vested stock options to our employees on atmly basis. As a result, we
changed the expected life from 3.5 years to 1.5syda the second quarter of 2004, we revised stimate of expected life based on
our review of historical patterns for exercisestfick options. We bifurcated our option grants imto employee groupings
(executive and non-executive) based on exercisavi@hand changed the estimate of the expectedrtife 1.5 years for all option
grants in the first quarter of 2004 to 2.5 yearsdize group and 1 year for the other group begimiirthe second quarter of 2004. In
the second quarter of 2005, in light of the guidaimcSAB 107, we further refined our estimate gbeoted life for option grants to 4
years for one group and 3 years for the other gfaup 2.5 years and 1 year, respectively. In deitrging the estimate, we considet
several factors, including the historical optioresise behavior of our employees and the termsrasting periods of the options
granted. We shall continue to monitor the assumptigsed to measure st-based compensatio

Income Taxes

We record a tax provision for the anticipated tarsequences of our reported results of operatinreccordance with SFAS No. 1(
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 legtwree financial reporting and tax bases of
assets and liabilities, and for operating lossyéarwards. Deferred tax assets and liabilitiesraeasured using the currently enacted tax rates
that apply to taxable income in effect for the geiarwhich those tax assets are expected to bieedair settled. We record a valuation
allowance to reduce deferred tax assets to the aintioat is believed more likely than not to be izsd.

As of December 31, 2004, our deferred tax assetaaply the tax benefits of loss carryforwards,reveffset in full by a valuation
allowance because of our history of losses thrahgHirst quarter of 2003, limited profitable queagt to date and the competitive landscape of
online DVD rentals. As a result of our analysisgpected future income at December 31, 2005, ita@asidered more likely than not that a
valuation allowance for deferred tax assets walemger required resulting in the release of a mnesfy recorded allowance generating a
$34.9 million tax benefit. Deferred tax assets dbinclude the tax benefits attributable to appmeedely $65 million of excess tax deductions
related to stock options. These benefits will dvdyrecorded when realized on tax returns and wiltdedited to equity at that time.

In evaluating our ability to recover our deferraed aissets, in full or in part, we consider all &tzle positive and negative evidence,
including our past operating results, the existasfamulative losses in the most recent fiscatyead 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 underlyinigédsses. We believe that the deferred tax assaisded 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 begelao earnings in the period in which we make sietlermination.
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Descriptions of Statement of | ncome Components
Revenues

Revenues include subscription revenues and, fob,2@@enues from the sale of advertising, whicheareat material. We generate all our
subscription revenues in the United States. Wevdeiibstantially all of our revenues from monthlpscription fees and recognize
subscription revenues ratably over each subscsleonthly subscription period. We record refundsubscribers as a reduction of revenue
addition to our most popular service of $17.99menth, we offer other service plans with differprice points that allow subscribers to keep
either fewer or more titles at the same time.

Cost of Revenues:
Subscription:

We acquire titles for our library through traditadrdirect purchase and through revenue sharingeamrts with content providers.
Traditional buying methods normally result in higlfront costs than titles obtained through rewesitaring agreements. Cost of subscription
revenues consists of revenue sharing expensestiaation of our DVD library, amortization of intaite 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 coomsiid pay an initial upfront fee for each DVD aicqd
and also a percentage of revenue earned from sMEhrBntals for a defined period of time. A portiofthe initial upfront fees are non-
recoupable for revenue sharing purposes and aralkizgd 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 shippgbscribers. The terms of some revenue shariregagnts with studios obligate us to
make minimum revenue sharing payments for cerithstWe amortize minimum revenue sharing prepayméor accrete an amount payable
to studios if the payment is due in arrears) asmae sharing obligations are incurred. A provismnestimated shortfall, if any, on minimum
revenue sharing payments is made in the periochiohwthe shortfall becomes probable and can benedy estimated. Additionally, the
terms of some revenue sharing agreement with stymimvide for rebates based on achieving speqifeetbrmance levels. We accrue for these
rebates as earned based on historical title pediocamand estimates of demand for the titles oweregmainder of the title term.

Amortization of DVD Library. On July 1, 2004, we revised the estimate ofuldiée for the back-catalogue DVD library from erto
three years. New releases will continue to be deeattover a one-year period. We also revised dimete of salvage values, on direct
purchase DVDs. For those direct purchase DVDswieagxpect to sell at the end of their useful liveesalvage value of $3.00 per DVD has
been provided effective July 1, 2004. For those B\iat we do not expect to sell, no salvage vayeavided.

Amortization of Studio Intangible Assetsln 2000 and 2001, in connection with signingereue sharing agreements with certain studios,
we agreed to issue to each of these studios oigsIeiNon-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 o$¢cerities at the issuance and any subsequentméjuisdates. The fair value was recorded as
an intangible asset and is amortized to cost oaijition revenues ratably over the remaining tefithe agreements which initial terms were
either three or five years. As of December 31, 2@@5tudio intangible assets were fully amortized

Postage and Packaging. Postage and packaging expenses consist ob#itage costs to mail titles to and from our paynlgscribers
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 firgscla
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postage by 2 cents to $0.39 effective January @ 20/e receive discounts on outbound postage oelstied to our mail preparation practices.

Fulfillment expenses:

Fulfillment expenses represent those expensesrgtim operating and staffing our shipping and @ungr service centers, including cc
attributable to receiving, inspecting and warehogsgiur library. Fulfillment expenses also includedit card fees.

Operating Expenses:

Technology and Development.Technology and development expenses conssybll and related expenses we incur relatedstinig,
maintaining and modifying our Web site, our recomueion service, developing solutions for downlogdinovies to subscribers,
telecommunications systems and infrastructure dimer anternal-use software systems. Technologydawetlopment 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 eglaxpenses and advertising expenses. Advertigjpenses include
marketing program expenditures and other promotiactdvities, including revenue sharing expensestgge and packaging expenses and
library amortization related to free trial periods.

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

Stock-Based Compensation.During the second quarter of 2003, we adogteddir value recognition provisions of Statement o
Financial Accounting Standards (“SFAS”) No. 128counting for Stock-Based Compensatamamended by SFAS No. 148;counting for
Stock-Based Compensation—Transition and Disclosuréymendment of FASB Statement No. fi?3tock-based compensation. We elected
to apply the retroactive restatement method un&&SSNo. 148 and all prior periods presented haenlvestated to reflect the compensation
costs that would have been recognized had thedhie recognition provisions of SFAS No. 123 beppliad to all awards granted.

During the third quarter of 2003, we began gransitugk 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 grantedrpgadhe third quarter of 200
As a result of immediate vesting, all stock-basaahjgensation 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 thtusek options over the remaining vesting periods.

Gain on disposal of DVDs. Gain on disposal of DVDs represents the difieecbetween proceeds from sales of DVDs and assdcia
cost of DVD sales. Cost of DVD sales includes teebook value of the DVDs sold, shipping charges arhere applicable, a contractually
specified percentage of the sales value for the BYfat are subject to revenue sharing agreements.

28



Table of Contents

Results of Operations

The following table sets forth, for the periodsgeeted, the line items in our Statements of Incama percentage of total revenues.
information contained in the table below shouldéed in conjunction with the financial statementd aotes thereto included in “Item 8.
Financial Statements and Supplementary Data” efAlninual Report on Form 10-K.

Year Ended December 31,

2003 2004 2005
Revenue:! 100.(% 100.(% 100.(%
Cost of revenues
Subscriptior 54.¢ 54.¢ 57.7
Fulfillment expense 11.€ 11.2 10.4
Total cost of revenue 66.2 65.¢ 68.1
Gross profil 33.¢ 34.1 31.¢
Operating expense
Technology and developme 6.€ 4.€ 4.t
Marketing 18.F 19.€ 20.¢
General and administrati\ 3.3 3.3 4.3
Stoclk-based compensatic 3. 3.2 2.2
Gain on disposal of DVD (0.9) (0.5 (0.3
Total operating expens 32.1 30.2 31t
Operating incom 1.7 3. 0.4
Other income (expense
Interest and other incon 0.¢ 0.4 0.6
Interest and other expen (0.2 — (0.2
Income before income tax 2.4 4.3 1.2
Provision for (benefit from) income tax — — (5.0
Net income 2.4% 4.2% 6.2%
Revenues
Year Ended December 31,
Percent Percent
Change Change
2003 2004 2005
(in thousands, except percentages and average molyth
subscription revenue per paying subscriber)
Revenue: $270,41( 85.1% $500,61: 36.2% $682,21:
Other data
Average number of paying subscrib 1,11 78.2% 1,98¢ 59.4% 3,16¢
Average monthly revenue per paying subscr $ 20.21 3.8% $ 20.9¢ (14.5%) $ 17.9¢

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 subscriber’'s monthly subscription period.ddition, in 2005, we generated a small
portion of our revenues from the sale of adverngjsin

The increase in our revenues in 2005 as compar2dé was primarily attributable to substantialvgifoin the average number of pay
subscribers as summarized in the table above taffgart by a decline in average monthly subsimiptevenue per paying subscriber. We
believe the increase in the number of paying suibss was driven primarily by increased consumedirawess of the benefits of online DVD
rentals and
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continuing improvements in our service. The deciinthe average monthly subscription revenue pgingasubscriber was a result of the price
decrease of our most popular subscription plan lespith the increased promotion of our lower cagbscription plans. In June 2004, we
increased the monthly subscription price of our npagpular subscription plan from $19.95 to $21196wever, effective November 2004, we
lowered the price of the most popular subscripitam to $17.99. In addition, we introduced new loweaced subscription plans in the second
guarter of 2005. We expect the average revenupgyéng subscriber to continue to decline as we pterour lower priced subscription plans.

The increase in our revenues in 2004 as compar2d(® was primarily as a result of substantial ghow the average number of paying
subscribers and to a lesser extent, due to a stigrgase in average monthly subscription reveraugppying subscriber. We believe the
increase in the number of paying subscribers wigemlby the continuing consumer adoption of DVDygla, increased consumer awarene
our service and continuing improvements in ourisetvlhe increase in the average monthly subseripvenue per paying subscriber was a
result of the price increases discussed above.

Churn declined to 4.0 percent in the fourth quasfe2005 from 4.4 percent in the same period of42&0d from 4.8 percent in the same
period of 2003. We believe the decline was prirgatile to the following factors:

» The impact of pricing and the introduction of lovemist subscription plans. The reduction in thegpdtour most popular subscript
plan from $21.99 per month to $17.99 per monthotiffe November 1, 2004 caused a decline in chuior B that, in June 2004, v
experienced an increase in churn when we incretagegrice of our standard subscription plan fror8.8% per month to $21.99 per
month. Additionally, the introduction of lower cagtbscription plans also contributed to the dedlinghurn.

» Aging subscriber base. As we grow, the ratio of selscribers to total subscribers declines, leattiran increase in the average
duration, or age, of the subscriber base. New sildess are actually more likely to cancel their striptions than older subscribers,
and therefore, an increase in subscriber age bekrall reductions in churi

« Service improvements. We continued to make impr@mmin a number of key areas, including increaiiegselection of titles as
we expanded our DVD library and enhancing our Wihand recommendation service. We believe thepeawements to our
service increased subscriber satisfaction, whishlted in lower churr

If we are unable to compete effectively againstcRiuster and our other existing competitors as askhgainst potential new entrants
into the online movie rental subscription busin@ssoth retaining our existing subscribers anthating new subscribers, our churn will likely
increase and our business will be adversely affecte

The following table presents our ending subscribfarmation:

As of December 31

Perceni Percent

Change Change
2003 2004 2005

(in thousands, except percentages)

Free subscribel 71 124 15z
As a percentage of total subscrib 4.8% 4.8% 3.7%

Paid subscriber 1,41¢ 2,48¢ 4,02¢
As a percentage of total subscrib 95.2% 95.2% 96.2%

Total Subscriber 1,48 75.5% 2,61(C 60.1% 4,17¢
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Cost of Revenues
Year Ended December 31,

Percent Percent
Change Change

2003 2004 2005

(in thousands, except percentage
Cost of revenues

Subscriptior $147,73t 85.1%  $273,40: 44.(%  $393,78!
Fulfillment expense 31,27 81.(% 56,60¢ 25.% 70,76:
Total cost of revenue $179,01( 84.2%  $330,01( 40.8%  $464,55(
As a percentage of revenu 66.2% 65.% 68.1%
Subscription

The increase in cost of subscription for 2005 aamared to 2004 was primarily attributable to thikofeing 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 dedh monthly movie rentals per average paying ctisr.

» Postage and packaging expenses increased by Shp€eFbis increase was primarily attributable te ithcrease in the number of
average paying subscribers and the number of DVaikthto paying subscriber

» DVD amortization increased by 23 percent primadilie to increased acquisitions for our DVD libraaytally offset by the impact
the current year of $7.8 million related to themfein estimate of useful life of our back-cataledVD library made in the third
quarter of 2004

* 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 shagngements mailed to paying
subscribers

The increase in cost of subscription in 2004 aspamed to 2003 was primarily attributable to thédeing factors:

* The number of DVDs mailed to paying subscribersdased 102 percent, which was driven by a 78 peicerease in the number of
average paying subscribers coupled with a 13 pemcerease in monthly movie rentals per averagenggsubscriber

» Postage and packaging expenses increased by 3perhis increase was primarily attributable te iicrease in the number
average paying subscribers and the number of DVaikethto paying subscribers, partially offset byezrease in the pemit postag
and packaging cos

» DVD amortization increased by 87 percent. Thiséase was primarily attributable to increased adipris for our DVD library
partially offset by a reduction in amortization%#f0.9 million as a result of the change in estimetated to back-catalogue useful
lives.

» Revenue sharing expenses increased by 80 perdestintrease was primarily attributable to the éase in the number of avere
paying subscribers and the number of DVDs mailgobtging subscribers, partially offset by a decréagbe percentage of DVDs
subject to revenue sharing agreements mailed tom@awbscribers

Fulfillment expenses

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-
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related costs resulting from the higher volumedivities in our customer service and shipping eesaind an increase in facility-related costs
resulting from expansion of certain of our shippaggters and the addition of new ones.

The increase in fulfillment expenses in absolutéad®in 2004 as compared to 2003 was primarilgikattable to an increase in personnel-
related costs resulting from the higher volumeativities 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 fulfillment expensessvattributable to an increase in facility-related
costs resulting from the relocation or expansionestain of our shipping centers and the additibneav ones.

GrossMargin
Year Ended December 31,
Perceni Perceni
Change Change
2003 2004 2005
(in thousands, except percentage

Gross profi $91,40( 86.7% $170,60: 27.€% $217,66:
Gross margit 33.&% 34.1% 31.%

In 2005, in light of discussions with the Secusgtand Exchange Commission (“SEC”), we reclassiiigfillment expenses in our
Consolidated Statements of Income as a componeDostfof revenues. In prior periods we had repdaidlment expenses as a componer
Operating expenses. Accordingly, Cost of revenGesss profit and Operating expenses in the CoratelilStatements of Income for 2003
2004 have been reclassified to conform to the 2065entation. (See Note 1 of Notes to Consolidabedncial Statements).

The decline in gross margin in 2005 as compar&0@zl was primarily attributable to the increaseadst 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 populasice plan implemented in the fourth quarter of 206ffset partially by the change in estimate
related to the useful life of our back-cataloguedhbrary and the rapid growth of lower priced pamhich 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 reveragisg agreements.

If movie rentals per average paying subscribergases or if we see more shipments of DVDs subjestvenue share, additional erosion
in our gross margin will occur. Additionally, thedrease in postage rates effective January 8, 208% adversely impact our gross margin.

Gross margin increased slightly in 2004 as compar@®03. This increase was primarily attributable decline in fulfillment expenses
as a percentage of revenues.
Operating Expenses:
Technology and Devel opment
Year Ended December 31,

Percent Perceni

Change Change
2003 2004 2005

(in thousands, except percentages)

Technology and developme $17,88¢ 28.1% $22,90¢ 35.1% $30,94:
As a percentage of revent 6.€% 4.€% 4.5%
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The increase in technology and development expensdssolute dollars for 2005 as compared 2004piasarily the result of an
increase in personnel-related and systems infrsheicosts. As a percentage of revenues, techyalog development expenses remained
constant in 2005 as compared to 2004.

The increase in technology and development expeénssssolute dollars in 2004 as compared to 2008 pranarily the result of an
increase in personnel-related costs. As a percemfigvenues, technology and development expeleseased primarily due to a greater
increase in revenues than technology and developexgenses.

We continuously research and test a variety ofr@teimprovements to our internal hardware andvearfe systems in an effort to
improve our productivity and enhance our subscsibexperience. Additionally, we are developing $iolus for downloading movies to
subscribers. As a result, we expect our technotoglydevelopment expenses will continue to incr@aadsolute dollars in 2006.

Marketing
Year Ended December 31
Percent Perceni
Change Change
2003 2004 2005
(in thousands, except percentages ar
subscriber acquisition cost)
Marketing $49,94¢ 96.2% $98,02° 44.<% $141,99°
As a percentage of revent 18.5% 19.6% 20.&%
Other data:
Gross subscriber additiol 1,571 72.% 2,71¢ 37.2% 3,72¢
Subscriber acquisition co $ 31.7¢ 13.5% $ 36.0¢ 5.5% $ 38.0¢

The increase in marketing expenses in absolutarddh 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 sulbsrs. As a percentage of revenues, the
increase in marketing expenses was primarily duedreater 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.

The increase in marketing expenses in absolutarddh 2004 as compared to 2003 was primarilytattaible to an increase in marketing
program costs, primarily television and online atigang, to attract new subscribers. In additioergonnel-related costs increased in order to
support the higher volume of marketing activitids.a percentage of revenues, the increase in niagkexpenses was primarily due to a
greater increase in marketing expenses than regeBu@scriber acquisition cost increased in 200dpesed to 2003 as a result of an increase
in marketing program spending, primarily the inwotion of television advertising as an acquisitbtinnel and increases in online advertising
rates.

The competitive landscape, including the continofering by Blockbuster of its online service, thetential entry of others into the
online subscription rental business, could advgrsepact our marketing expenditures as we seekaintain and increase our market
leadership. We anticipate that our marketing expevifi increase in absolute dollars in 2006 as weagour business.
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General and Administrative
Year Ended December 31,

Perceni Perceni

Change Change
2003 2004 2005

(in thousands, except percentages)

General and administratiy $9,58¢ 69.5% $16,281 80.5% $29,39¢
As a percentage of revent 3.5% 3.2% 4.2%

The increase in general and administrative expeinsaissolute dollars in 2005 as compared to 200t pvenarily 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 tEdavez vs. Netflix, Intawsuit. As a percentage of revenues, the
increase in general and administrative expensepvimsirily due to a greater increase in generaladrdinistrative expenses than increase in
revenues.

The increase in general and administrative expensassolute dollars in 2004 as compared to 2008 pvanarily attributable to an
increase in personnel-related costs, as well ascaease in professional fees to support our grgwiperations and compliance requirements.
As a percentage of revenues, the decrease in gemeradministrative expenses was primarily dua ¢peater increase in revenues than ge
and administrative expenses.

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

Stock-Based Compensation

Year Ended December 31,

Percent

Change Percent

2003 2004 Change 2005

(in thousands, except percentages)

Stock-based compensatic $10,71¢ 54.7% $16,58' (13.6)% $14,32°
As a percentage of revent 3.5% 3.2% 2.2%

We adopted the fair value recognition provisionSBAS No. 123 for stock-based employee compensatitite second quarter of 2003.
We elected to apply the retroactive restatemenhatetinder SFAS No. 148 and all prior periods preskhave been restated to reflect the
compensation costs that would have been recoghizédhe fair value recognition provisions of SFA& N23 been applied to all awards
granted to employees.

We began granting fully vested stock options to@uployees on a monthly basis beginning in thelthirarter of 2003. Stock-based
compensation expenses associated with these gdticki® are recognized immediately. For stock ogtigranted prior to the third quarter of
2003 with three to four-year vesting periods, wettwe to amortize the deferred compensation aasstivith these stock options over their
remaining vesting periods.

We apply the Black-Scholes option-pricing modevatue our stock option grants. The Black-Scholeaoppricing model, used by us,
requires the input of highly subjective assumptjonsluding the option’s expected life and the prnimlatility of the underlying stock. Changes
in the subjective input assumptions can matergfigct the fair value estimate.

The decrease in stock-based compensation expeabsafute dollars and as a percentage of reveni230b as compared to 2004 was
primarily due to a decrease in the expected vijatissumption used to estimate
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the fair value of the stock options granted begigrin the second quarter of 2005. However, the ghphthis decrease was partially offset by
an increase in the expected life assumption usedtimate the fair value of the stock options ggdriteginning in the second quarter of 2005
and higher expense resulting from larger grantshagider average grant prices.

The increase in stock-based compensation expemsdsolute dollars in 2004 as compared to 2003pniatarily due to higher expenses
resulting from larger grants, higher average gpaites and higher volatility assumptions in 2004¢@aspared to 2003.

Gain on disposal of DVDs:
Year Ended December 31

Percent Percent
2003 Change 2004 Change 2005

(in thousands, except percentage

Gain on disposal of DVD $(1,209 111.7% $(2,560 (22.4)% $(1,987
As a percentage of revent (0.9% (0.5% (0.9%

In prior periods, proceeds from sales of previow#ywved DVDs and the related cost of DVDs sold weforted as Sales revenues and
Cost of sales revenues, respectively, on our Cateell Statements of Income. In 2005, in lightistdssions with the SEC and consistent
with the guidance in SFAS 95 and SFAS 144, we beégaaport the net gain on sales of DVDs as a s¢pdine item within operating
expenses. Accordingly, Sales revenues and Cosied sevenues in the Consolidated Statements ofrlador 2003 and 2004 were reclassi
to conform to the 2005 presentation (see NoteNatés to Consolidated Financial Statements).

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.

The increase in gain on disposal of DVDs in absotldllars in 2004 as compared to 2003 was primatthjputable to an increase in
volume of DVDs sold, offset in part by an increaseost of DVD sales.

I nterest and Other Income
Year Ended December 31,

Perceni Perceni

Change Change
2003 2004 2005

(in thousands, except percentages)

Interest and other income, r $2,457 5.5% $2,59: 122.(% $5,75¢
As a percentage of revent 0.S% 0.4% 0.%%

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

The increase in interest and other income in 2@0doanpared to 2003 was primarily due to an incr@aggerest and other income as a
result of higher average interest earning balances.

Provision for (benefit from) Income Taxes
2003 2004 2005

(in thousands,
except percentages)

Provision for (benefit from) income tax $— $181 $(33,697)
Effective tax rate 0.C% 0.8% (404.9%
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In 2005, we recorded an income tax benefit of $33illion on pretax income of $8.3 million. Our 206&ome tax benefit includes a tax
benefit for the reduction in the valuation allowaraf $34.9 million. We continuously monitor theatimstances impacting the expected
realization of our deferred tax assets. In thetfoguarter of 2005 we reduced the valuation alloweaafter determining that substantially all
deferred tax assets are more likely than not teebkzable due to expected future income. In 20@4recorded an income tax provision of
$0.2 million on a pre-tax income of $21.8 milliddur effective tax rates for all years differ frohetfederal statutory rate of 35% primarily due
to the valuation allowance in all years.

We currently anticipate that our effective tax rai#t be approximately 41% in 2006. The effectiate will be impacted, favorably or
unfavorably, by the effect of book and tax stocki@pexpenses in 2006.

Liquidity and Capital Resources

Since inception, we have financed our activitigmprily through a series of private placementsafwertible preferred stoc
subordinated promissory notes, our initial pubffieong and net cash generated from operating igietsv As of December 31, 2005, we had
cash and cash equivalents of $212.3 million. Westgenerated net cash from operations during eaattegisince the second quarter of 2001.
Many factors will impact our ability to continue g@nerate and grow cash from our operations inetydiut not limited to, the number of
subscribers who sign up for our service, the grawvtreduction in our subscriber base, and ourtgliti develop new revenue sources. In
addition, we may have to or otherwise choose teetoour prices and increase our marketing expemsesler to grow faster or respond to
competition. Although we currently anticipate tbash flows from operations, together with our aafzl@ funds, will be sufficient to meet our
cash needs for the foreseeable future, we maynequichoose to obtain additional financing. Ouligtto obtain financing will depend on,
among other things, our development efforts, bissineans, operating performance and the condifidineocapital markets at the time we seek
financing. If we raise additional funds through tbguance of equity, equity-linked or debt secesitithose securities may have rights,
preferences or privileges senior to the rightswof@mmon stock, and our stockholders may expegiglilation.

Key Components of Cash flow:
The following table summarizes our cash flow atitb&:
Year Ended December 31,

Percent

Change Percent
2003 2004 Change 2005
(in thousands, except percentage:
Net cash provided by operating activit $89,79: 64.3% $147,57: 10.4% $ 162,97
Net cash provided by (used in) investing activi $(64,67) 57% $(68,38)) 102.9%  $(138,71%)
Net cash provided by financing activiti $ 4968 128% $ 559¢ 137.8% $ 13,31

Operating activities: Net cash provided by operating activities imsed by $15.4 million in 2005 as compared to 2004. 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 revdoedo a larger subscriber base and increase
in gift subscriptions, and increases in accruedasps as a result of our growing operations. Nst paovided by operating activities increased
by $57.8 million in 2004 as compared to 2003. THweaase was primarily attributable to an increaseet income adjusted for an increase in
amortization of our DVD library as a result of iressed purchases of titles, an increase in stocdlmEmpensation expense and an increase in
deferred revenue due to a larger subscriber base.

Investing activities: Net cash used in investing activities incredse870.3 million in 2005 as compared to 2004. Flveease was
primarily because cash used in investing activitie2004 included net proceeds of
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$45.0 million from the sale of our short-term intresnts. Excluding the impact of the net proceedsifthe sale of our short-term investments,
cash used in investing activities increased by $&illion, primarily due to increased purchasesittés for our DVD library to support our
larger subscriber base and increased purchasespey and equipment to support our growing openatin 2005 as compared to 2004.

Net cash used in investing activities increasegh#lly in 2004 as compared to 2003. The increasepniasarily attributable to increased
purchases of titles for our DVD library to suppour larger subscriber base and increased purcégesperty and equipment to support our
growing operations in 2004 as compared to 2003. é¥@w the increase was partially offset by net gedls of $45.0 million from the sale of
our short-term investments.

Financing activities: Net cash provided by financing activities iraged by $7.7 million in 2005 as compared to 20@#amily due to
an increase in proceeds from issuance of commak stader our employee stock plans.

Net cash provided by financing activities increaskghtly in 2004 as compared to 2003. The increeae primarily attributable to a
decrease in the repayment of debt and other oldigmbffset partially by lower proceeds from isstmof common stock under our employee
stock plans.

Contractual Obligations
The following table summarizes our contractual gditions at December 31, 2005 (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 $32,68: $ 9,55¢ $11,57¢ $6,47¢ $ 5,07
Capital purchase obligations ( 254 254 — — —
Other purchase obligations ( 15,55 15,55: — — —
Total $48,48¢ $25,36! $11,57¢ $6,47¢ $ 5,07

(1) Capital purchase obligations include commitmentpfachase of equipment. They were not recorddilagities on our balance sheet
of December 31, 2005, as we had not yet receivedelated good:

(2) Other purchase obligations relate primarily to asigjons for our DVD library. Our purchase orders &ased on our current needs ant
generally fulfilled by our vendors within short #nhorizons

For the purposes of this table, contractual obitiget for purchase of goods or services are def@iseglgreements that are enforceable and
legally binding and that specify all significantrtes, including: fixed or minimum quantities to berphased; fixed, minimum or variable price
provisions; and the approximate timing of the teati®n. The expected timing of payment of the ddiiigns discussed above is estimated basec
on information available to us as of December D52 Timing of payments and actual amounts paid beaglifferent depending on the time of
receipt of goods or services or changes to agreed-amounts for some obligations.

Off-Balance Sheet Arrangements

We do not engage in transactions that generattoredhips with unconsolidated entities or finangiattnerships, such as entities often
referred to as structured finance or special pwrgodities. Accordingly, our operating resultsafigial condition and cash flows are not subject
to off-balance sheet risks.
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Indemnifications

In the ordinary course of business, we enter intdractual arrangements under which we agree tgwondemnification of varyin
scope and terms to business partners and othérganth respect to certain matters, including, maitlimited to, losses arising out of our
breach of such agreements and out of intellectuegdeaty infringement claims made by third partiesaddition, we have entered into
indemnification agreements with our directors aedain of our officers that will require us, amauwttper things, to indemnify them against
certain liabilities that may arise by reason ofitlséatus or service as directors or officers.

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

Recent Accounting Pronouncements

In December 2004, the Financial Accounting Stansl&uard (“FASB”) issued Statement of Financial Agcting Standards (“SFAS”)
No. 123(R),Share-Based Paymenivhich establishes standards for transactionshiiclwan entity exchanges its equity instrumentgfiwds o
services. This standard replaces SFAS No. A28punting for Stock-Based Compensatod supersedes APB Opinion No. 28counting for
Stock issued to Employedis Standard requires a public entity to measeecbst of employee services received in exchamganf award of
equity instruments based on the grant-date fairevaf the award. This eliminates the exceptioncttant for such awards using the intrinsic
method previously allowable under APB Opinion N6. B March 2005, the Securities and Exchange Casion (“SEC”) issued Staff
Accounting Bulletin 107 (SAB 107) which summarizke views of the SEC staff regarding the interacbetween SFAS 123(R) and certain
SEC rules and regulations and provides the staif\ws regarding the valuation of share-based paymreangements for public companies. In
April 2005, the SEC issued Release 33-8568 delayiagffective date of SFAS 123(R), and as suclvillde required to implement the
provisions of SFAS No. 123(R) beginning JanuargQ6. We previously adopted the fair value recagniprovisions of SFAS No. 123 in the
second quarter of 2003, and restated prior peabtisat time. Accordingly, we believe SFAS No. IRBill not have a material impact on our
financial position or results of operations.

In accordance with SAB 107, effective January D&®&e will no longer present stock-based compemsateparately on our statements
of income. Instead, we will present stock-basedpmemsation in the same lines as cash compensatidngne same individuals.

Additionally, SFAS 123(R) requires that cash inffkom financing activities on our statement oftcliews include the cash retained as
a result of the tax deductibility of increaseshie value of equity instruments issued under shased payment arrangements in excess of any
related stock-based compensation recognizablérfanéial reporting purposes. These tax benefit§ bradetermined based on the individual
award method. This cash benefit has been includétki determination of cash provided by operatictiyities on our statement of cash flows
in 2004. The change in methods will not likely havsignificant negative effect on our cash provibdgaperating activities in periods after
adoption of SFAS 123(R).

In March 2005, the FASB issued FIN 4%counting for Conditional Asset Retirement Obligias. FIN 47 clarifies that an entity must
record a liability for a “conditional” asset retinent obligation if the fair value of the obligatioan be reasonably estimated. The provision is
effective for no later than the end of fiscal yeansling after December 15, 2005. We do not exjecatoption of this standard to have a
material effect on our financial position or resuf operations.

In June 2005, the FASB issued SFAS No. ¥&#tounting Changes and Error CorrectionSFAS 154 replaces APB Opinion No. 20,
Accounting Changeand SFAS No. 3Reporting Accounting Changes in Interim Financi&t&ments SFAS 154 requires that a voluntary
change in accounting principle be applied
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retrospectively with all prior period financial saents presented on the new accounting princBH#AS 154 also requires that a change in
method of depreciating or amortizing a long-livehfinancial asset be accounted for prospectively @sange in estimate, and correction of
errors in previously issued financial statementauthbe termed a restatement. SFAS 154 is effefdivaccounting changes and correction of
errors made in fiscal years beginning after Decembg2005.

In September 2005, the Emerging Issues Task FUEEER") issued EITF 05-06, Determining the Amortization Period for Leasehold
Improvements after Lease Inception or Acquired Buainess Combinatic’. EITF 05-06 requires that leasehold improvemextguired in a
business combination be capitalized over the shoftthe useful life of the assets or a term thatudes required lease periods and renewals
that are deemed to be reasonably assured at thefatquisition. EITF 05-06 also requires leasefimiprovements that are placed in service
significantly after and not contemplated at or rtharbeginning of the lease term should be amattizeer the shorter of the useful life of the
assets or a term that includes required leasegseand renewals that are deemed to be reasonahisedqas defined in paragraph 5 of
Statement 13) at the date the leasehold improvenaeatpurchased. EITF 05-06 is effective for leakbimprovements that are purchased or
acquired in reporting periods beginning after J28e2005. Early adoption of the consensus is p&thih periods for which financial
statements have not been issued. We do not expeatibption of EITF 05-06 will have a material effen our financial position or results of
operations.

In November 2005, the FASB issued FSP FAS 115-1F&f1124-1, “The Meaning of Other-Than-Temporary Impairment dsd
Application to Certain Investmer”, which provides guidance on determining when Btagents in certain debt and equity securities are
considered impaired, whether that impairment ieoethan-temporary, and on measuring such impairhosst FSP 115-1 also includes
accounting considerations subsequent to the retogmif an otheithan temporary impairment and requires certainiaszes about unrealiz
losses that have not been recognized as othert¢haperary impairments. FSP 115-1 is required tagysied to reporting periods beginning
after December 15, 2005. Although we will continaevaluate the application of FSP 115-1 and FSP112ve do not currently believe that
the adoption of this standard will have a matanglact on our financial position or results of cgtens.

Iltem 7A.  Quantitative and Qualitative Disclosures about Marlet Risk

The primary objective of our investment activitiedo preserve principal, while at the same tim&imé&ing income we receive frol
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 cagfuévalents in a variety of securities. Our cashiegjants are generally invested in money
market funds, which are not subject to market iskause the interest paid on such funds fluctwatbshe prevailing interest rate.

Item 8. Financial Statements and Supplementary Dat

See"“Financial Statemer” beginning on page-1 which are incorporated herein by referer

ltem 9. Changes in and Disagreements with Accountants on Acunting and Financial Disclosure
Not applicable
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Item 9A.  Controls and Procedures
(&) 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 Exchange Aoére are inherent limitations to the
effectiveness of any system of disclosure contal$ procedures. Accordingly, even effective diaslesontrols and procedures can only
provide reasonable, not absolute, assurance oéwolitheir control objectives. Based on that extdun, our Chief Executive Officer and
Chief Financial Officer concluded that our disclasgontrols and procedures were ineffective ab@feind of the period covered by this report
due to the material weakness identified in Managgm&eport on Internal Control Over Financial Rejg, below.

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

Our management is responsible for establishingnagidtaining adequate internal control over finah@gorting (as defined in Rule 1-
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 December3105. In making this assessment, our managemedtths criteria set forth by the
Committee of Sponsoring Organizations of the Tread®ommission (“COSO”) itnternal Control-Integrated Framework

A material weakness is a control deficiency, or boration of control deficiencies, that results ion@athan a remote likelihood that a
material misstatement of the annual or interimrizial statements will not be prevented or detected.

Management identified a material weakness in aartral control over financial reporting as of Det®mn31, 2005 related to our
accounting for income taxes. Specifically, our gies and procedures do not include adequate mamegeaview of the calculations and
related supporting documentation to ensure thaciteunting for income taxes is in accordance giherally accepted accounting principles.
This material weakness resulted in a material énr¢ine Company’s consolidated financial statemesitsted to the understatement of Deferred
Tax Assets in the consolidated balance sheet andrttierstatement of the Benefit from Income Tardbhé consolidated statement of income.
This error was corrected prior to the filing of &005 consolidated financial statements includelteim 8 of this Form 10-K.

As a result of the material weakness described@bmanagement has concluded the Company did notaimaeffective internal control
over financial reporting as of December 31, 2005 i@dependent registered public accounting firrm isaued an auditors’ report on
management’s assessment of our internal contralfoancial reporting as of December 31, 2005, Whigport appears on page F-3 of this
Annual Report on Form 10-K.

(c) Changes in Internal Control over Financial Reportirg
There was no change in our internal control ovearicial reporting that occurred during the quastedted December 31, 2005 that
materially affected, or is reasonably likely to evally affect, our internal control over financiaporting.

We are taking the following action to remediate itheterial weakness described above: implementidgiadal review procedures to
ensure complete supporting documentation is aveit@abensure compliance with generally acceptedwatting principles; this action will be
place in connection with the preparation of ouafinial statements for the first quarter of 2006.
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(d) Inherent Limitations on Effectiveness of Controls

Our management, including our Chief Executive @ffiand Chief Financial Officer, does not expect tha disclosure controls ai
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, andeheftis of controls must be considered relativehér 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

Iltem 9B.  Other Information
None.
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PART IlI

ltem 10. Directors and Executive Officers of the Registran

Information regarding our directors and executiffecers is incorporated by reference from the infiation contained under the sections
“Proposal One: Election of Directors,” “Section &pBeneficial Ownership Compliance” and “Code dfiE$” in our Proxy Statement for the
Annual Meeting of Stockholders.
ltem 11.  Executive Compensatior

Information required by this item is incorporatedrbference from information contained under thaiea “ Compensation of Executi
Officers and Other Matters” in our Proxy Statemfenthe Annual Meeting of Stockholders.
ltem 12.  Security Ownership of Certain Beneficial Owners andManagement and Related Stockholder Matter:

Information required by this item is incorporatedrbference from information contained under thetieas* Security Ownership ¢
Certain Beneficial Owners and Management” and “BgGompensation Plan Information” in our Proxy Btaent for the Annual Meeting of
Stockholders.
ltem 13.  Certain Relationships and Related Transaction:

Information required by this item is incorporatedreference from information contained under thetiea “ Certain Transactiol” in our
Proxy Statement for the Annual Meeting of Stockleotd
Item 14.  Principal Accountant Fees and Service

Information with respect to principal independesdistered public accounting firm fees and servis@scorporated by reference from 1
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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PART IV

ltem 15.  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 rigual Report on Form -K under“ltem 8. Financial Statements a
Supplementary Data.”

(2) Financial Statement Schedul

The financial statement schedules are omittedeysdle either not applicable or the informatioruiezd is presented in tt
financial statements and notes thereto under “Befinancial Statements and Supplementary Data.”

(3) Exhibits:
Incorporated
by Reference
Exhibit Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith
3.1 Amended and Restated Certificate of Incorpora 1C-Q 00C-4980: 3.1 August 14, 200:
3.2 Amended and Restated Byla S-1/A 33:-8387¢ 3.4 April 16, 2002
3.3 Certificate of Amendment to the Amended and Redtate
Certificate of Incorporatio 1C-Q 00C-4980: 3.2 August 2, 200¢
4.1 Form of Common Stock Certifica S-1/A 33:-8387¢ 4.1 April 16, 2002
10.11 Form of Indemnification Agreement entered into hg
registrant with each of its executive officers and
directors S-1/A 33:-8387¢ 10.1 March 20, 200:
10.21 2002 Employee Stock Purchase F S-1 33:-8387¢ 10.z March 6, 200:
10.31 Amended and Restated 1997 Stock f S-1/A 33:-8387¢ 10.2 May 16, 200z
10.41 2002 Stock Plal S-1 333-8387¢ 10.4 March 6, 200:
10.5 Amended and Restated Stockhol’ Rights Agreemer S-1 33:-8387¢ 10.5 March 6, 200:
10.€ Office Lease between the registrant and BR3 Par S-1 33:-8387¢ 10.7 March 6, 200:
10.7 Lease Agreement with Lincoln-Recp Oakland Opco, LLC
as amende S-1 333-8387¢ 10.€ March 6, 200:
10.11** Letter Agreement between the registrant and Colambi
TriStar Home Entertainment, In S-1/A 33:-8387¢  10.1: May 20, 200z
10.12** Revenue Sharing Output License Terms betwee
registrant and Warner Home Vid S-1/A 33:-8387¢  10.1: May 20, 200z
10.1: Lease between Sobrato Land Holdings and Netflix, 1C-Q 00C-4980z 10.1% August 2, 200¢
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Incorporated
by Reference

Exhibit Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith
10.1¢ Lease between Sobrato Interests Il and Netflix, 1C¢-Q 00C-4980: 10.1¢ August 2, 200¢
10.15° Description of Director Equity Compensation P 8-K 00C-4980: 10.1 July 5, 200t
10.16° Executive Severance and Retention Incentive 8-K 00C-4980: 10.2 July 5, 200t
23.1 Consent of Independent Registered Public Accounting
Firm X
24 Power of Attorney (see signature pa
31.1 Certification of Chief Executive Officer Pursuant
Section 302 of the Sarbal-Oxley Act of 200z X
31.2 Certification of Chief Financial Officer Pursuant$ectior
302 of the Sarban-Oxley Act of 2002 X

32.1* Certifications of Chief Executive Officer and Chief
Financial Officer Pursuant to Section 906 of the
Sarbane-Oxley Act of 2002 X

**  Confidential treatment granted on portions of thedsibits.

* These certifications are not deemed filed by th€ 8Rd are not to be incorporated by reference yrfiing we make under the Securiti
Act of 1933 or the Securities Exchange Act of 1984spective of any general incorporation languiagany filings.

T Indicates a management contract or compensatony
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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 balgineets of Netflix, Inc. and subsidiary (the Cany) as of December 31, 20
and 2005, and the related consolidated stateméirisame, stockholders’ equity and comprehensivetine, and cash flows for each of the
years in the thre-year period ended December 31, 2005. These cdasedi financial statements are the responsibifithe® management of
Netflix, Inc. Our responsibility is to express gpirion on these consolidated financial statemeaged on our audit

We conducted our audits in accordance with thedstats of the Public Company Accounting OversighamiqUnited States). Those
standards require that we plan and perform thet &mdbtain reasonable assurance about whethdintecial 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 principged and significant estimates made by managenentelhas evaluating the overall financial
statement presentation. We believe that our apditgide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetaenferred to above present fairly, in all mategapects, the financial position of
Netflix, Inc. and subsidiary as of December 31,£2@860d 2005, and the results of their operationstlagid cash flows for each of the years in
three-year period ended December 31, 2005, in conitipwith 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, 2005¢bleon criteria establishedlmternal
Control—Integrated Framewotiksued by the Committee of Sponsoring Organizatifrike Treadway Commission (COSO), and our report
dated March 14, 2006 expressed an unqualified opioh management'’s assessment of, and an advensenopn the effective operation of,
internal control over financial reporting

/s/  KPMG LLP

Mountain View, California
March 14, 2006
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Netflix, Inc.:

We have audited managem's assessment, included in the accompanying Manag's Report on Internal Control over Financ
Reporting under Item 9Ahat Netflix, Inc. (the Company) did not maintaiifeetive internal control over financial reportiag of December 3
2005, because of the effect of a material weakitesgified in management’s assessment, based tmiarestablished imternal Control—
Integrated Frameworissued by the Committee of Sponsoring Organizatidriee Treadway Commission (COSO). Netflix, Isananageme
is responsible for maintaining effective internahtrol over financial reporting and for its asseestrof the effectiveness of internal control
over financial reporting. Our responsibility iségpress an opinion on management’s assessmenhamqdraon on the effectiveness of the
Company'’s internal control over financial reportiogsed 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 whethetiefenternal control over financial
reporting was maintained in all material respe©tsr audit included obtaining an understanding térimal control over financial reporting,
evaluating management’s assessment, testing ahchéng the design and operating effectivenessatefrnal control, and performing such
other procedures as we considered necessary @irtlenstances. We believe that our audit providesagonable basis for our opinion.

A company’s internal control over financial repogiis a process designed to provide reasonablezassuregarding 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 reasaabturance 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 d¢t@isstatements. Also, projections of
any evaluation of effectiveness to future periogssabject to the risk that controls may becomdénaate because of changes in condition
that the degree of compliance with the policiepraicedures may deteriorate.

A material weakness is a control deficiency, or boration of control deficiencies, that results ionethan a remote likelihood that a
material misstatement of the annual or interimricial statements will not be prevented or detectée. following material weakness, relating
to accounting for income taxes, has been identdied included in management’s assessment: The Gonspgaolicies and procedures do not
include adequate management review of the caloulsitind related supporting documentation to erthatdts accounting for income taxes
was in accordance with generally accepted accogiptimciples. This material weakness resulted imagerial error in the Company’s
consolidated financial statements related to theerstatement of Deferred Tax Assets in the conatdiibalance sheet and the understatement
of the Benefit from Income Taxes in the consolidagtatements of income.

We also have audited, in accordance with the stdsdz the Public Company Accounting Oversight Bo@snited States), the
consolidated balance sheets of Netflix, Inc. arasiliary as of December 31, 2004 and 2005, andefhged consolidated statements of
income, stockholders’ equity and comprehensivermeocand
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cash flows for each of the years in the three-peaiod ended December 31, 2005. This material wesswas considered in determining the
nature, timing, and extent of audit tests appliedur audit of the 2005 consolidated financialestants, and this report does not affect our
report dated March 14, 2006, which expressed analifigd opinion on those consolidated financiattsinents.

In our opinion, management’s assessment that Keltfic. did not maintain effective internal contmler financial reporting as of
December 31, 2005, is fairly stated, in all mategapects, based on criteria establisheldt@rnal Control—Integrated Framewoigsued by
the Committee of Sponsoring Organizations of thea@iwvay Commission (COSO). Also, in our opinion,suese of the effect of the material
weakness described above on the achievement objhetives of the control criteria, Netflix, Inca$ not maintained effective internal control
over financial reporting as of December 31, 20@sed on criteria establishedliriernal Control—Integrated Framewoiksued by the
Committee of Sponsoring Organizations of the Tred@ommission (COSO).

/s/  KPMG LLP

Mountain View, California
March 14, 2006
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NETFLIX, INC.

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

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 assets

Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payabl
Accrued expense
Deferred revenu
Current portion of capital lease obligatic

Total current liabilities
Deferred ren

Total liabilities
Commitments and Contingenci
Stockholder equity:

Common stock, $0.001 par value; 160,000,000 steart®rized at December 31, 2004 and 2!
respectively; 52,732,025 and 54,755,731 issuedatstanding at December 31, 2004 and 2005,
respectively

Additional paic-in capital

Deferred stoc-based compensatic

Accumulated other comprehensive inca

Accumulated defici

Total stockholder equity

Total liabilities and stockholde’ equity

See accompanying notes to consolidated financitgsents.
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As of December 31

2004

$ 174,46:
2,741
4,69¢

5,44¢

187,34t
42,15¢
961
18,72¢
1,60(

1,00(

$ 251,79:

$ 49,77¢
13,13
31,93¢

68

94,91(
60C

95,51(

53
292,84
(4,699
(222)
(131,69

156,28

$ 251,79:

2005

$212,25¢
7,84¢
5,257
13,66¢
4,66¢

243,69:
57,03:
457
40,21
1,24¢
21,23¢
80C

$364,68:

$ 63,49
25,56:
48,53¢

137,58
842

138,42¢

55
317,19

(1,326)
(89,677)
226,25:

$364,68:
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NETFLIX, INC.

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

Year ended December 31

2003 2004 2005
Revenue: $270,41( $500,61: $682,21:
Cost of revenues

Subscriptior 147,73t 273,40: 393,78t

Fulfillment expenses 31,27 56,60¢ 70,76:

Total cost of revenue 179,01( 330,01( 464,55(

Gross profi 91,40( 170,60: 217,66
Operating expense

Technology and developmer 17,88¢ 22,90¢ 30,94

Marketing* 49,94¢ 98,027 141,99°

General and administrative 9,58¢ 16,287 29,39t

Stoclk-based compensatic 10,71¢ 16,587 14,327

Gain on disposal of DVD (1,209 (2,560 (1,987%)

Total operating expens: 86,92¢ 151,24° 214,67

Operating incom 4,47 19,35¢ 2,98¢
Other income (expense

Interest and other incon 2,45 2,592 5,75

Interest and other expen (417 (170 (407)
Income before income tax 6,512 21,77¢ 8,33t
Provision for (benefit from) income tax — 181 (33,699
Net income $ 6,517 $ 21,59t $ 42,027
Net income per shar

Basic $ 0.14 $ 04z $ 0.7¢

Diluted $ 0.1C $ 0.3¢ $ 0.64
Weighte-average common shares outstand

Basic 47,78¢ 51,98¢ 53,52¢

Diluted 62,88¢ 64,71 65,51¢
* Amortization of stoc-based compensation not included in expense lingsil

Fulfillment $ 1,34¢ $ 1,702 $ 1,22¢

Technology and developme 3,97¢ 6,561 4,44¢

Marketing 1,58¢ 2,507 2,56¢

General and administrati\ 3,80¢ 5,817 6,091

Total operating expens $ 10,71¢ $ 16,587 $ 14,327

See accompanying notes to consolidated finan@ssients.
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NETFLIX, INC.

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

Common Stock Accumulated

Deferred

Additional Other Total
Stock-Based .

Amount o Compensatior Comprehensive  Accumulated Stock-’

Paid-in holders

Shares Capital Income Deficit Equity

Balances as of December 31, 2( 4489159 $ 45 $ 260,04: $ (11,709 $ 774 $ (159,80) $ 89,35¢
Net income — — — — — 6,512 6,512
Net unrealized losses on availe-for-sale securitie — — — — a7¢) — a7¢)
Comprehensive inconr 6,33¢
Exercise of option 2,657,93. 3 4,93¢ — — — 4,941
Issuance of common stock under employee stock peechlar 345,11: — 1,35¢ — — — 1,35¢

Issuance of common stock upon exercise of war 2,954,73 3 ) — — — —

Deferred stoc-based compensation, r — — 1,067 (1,067 — — —
Stoclk-based compensation expel — — 3,432 7,281 — — 10,71¢
Balances as of December 31, 2( 50,849,37 $ 51 $ 27083t $ (5,482 $ 50¢ $ (153,29) $112,70¢
Net income — — — — — 21,59¢ 21,59¢
Net unrealized losses on availe-for-sale securitie — — — — (870) — (870)
Reclassification adjustment for realized lossetunhed in net incom — — — — 274 — 274
Cumulative translation adjustme — — — — (222) — (222)
Comprehensive incorr — — — — — — 20,777
Exercise of option 1,298,30! 1 3,721 — — — 3,722
Issuance of common stock under employee stock peechlar 495,45} 1 2,31: — — — 2,31:

Issuance of common stock upon exercise of war 88,89: — — — — — —

Deferred stoc-based compensation, r — — 3,81¢ (3,81%) — — —
Stocl-based compensation expel — — 11,98: 4,60¢ — — 16,587
Stock option income tax benef — — 17€ — — — 17¢€
Balances as of December 31, 2( 52,732,02 $ 53 $ 29284 $ (4,699 $ (2220 $ (131,69) $156,28:
Net income — — — — — 42,027 42,027
Reclassification adjustment for cumulative transtaadjustmen — — — — 22z — 22z
Comprehensive incorr — — — — — — 42,24¢
Exercise of option 1,629,11! 2 10,117 — — — 10,11¢
Issuance of common stock under employee stock peechlar 349,22 — 2,82¢ — — — 2,82¢
Issuance of common stock upon exercise of war 45,36: — 45C — — — 45C

Deferred stoc-based compensation, r — — 22¢€ (22¢) — — —
Stoclk-based compensation expel — — 10,73¢ 3,592 — — 14,327
Balances as of December 31, 2( 54,755,73 $ 55 $ 317,19: $ (1,326) $ — $ (89,67) $226,25:

See accompanying notes to consolidated finanassients.
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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 cashigeal by operating activitie:

Depreciation of property and equipmi
Amortization of DVD library
Amortization of intangible asse
Stock-based compensation expel
Stock option income tax benef
Loss on disposal of property and equiprr
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 ass:

Acquisitions of DVD library

Proceeds from sale of DVL

Deposits and other assi

Net cash used in investing activiti

Cash flows from financing activities:
Proceeds from issuance of common si
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 pe

Cash and cash equivalents, end of pe

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

Year Ended December 31

2003 2004 2005
$ 651 $ 2159 $ 42,02
4,72 5,871 9,13¢
43,12 80,34¢ 96,88:
3,14¢ 1,987 o8t
10,71¢ 16,58’ 14,32’
— 17€ —
— 13F —
— 274 —
(1,602 (2,917) (3,58¢)
102 44 11
— — (34,90%)
(290) (9,130) (4,88¢)
12,30« 17,12 13,71¢
2,521 1,50€ 12,43:
8,581 13,61 16,597
(47 35¢ 242
89,79: 147,57 162,97
(1,679) (586) —
— 45,01 —
(8,872) (14,967) (30,619
— — (481)
(55,620) (102,97) (113,95()
1,83¢ 5,617 5,781
(339 (492) 551
(64,67 (68,38 (138,719
6,29¢ 6,03t 13,39:
(1,33 (43€) (79)
4,96¢ 5,59¢ 13,31«
— (222) 222
30,08( 84,56 37,79
59,81+ 89,89« 174,46
$89,89:  $17446.  $ 212,25
$ 312 $ 10 $ 17C
— — (977)
(179) (870) —

See accompanying notes to consolidated finan@sients.
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NETFLIX, INC.

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

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

Netflix, Inc. (the “Company”) was incorporated omidust 29, 1997 (inception) and began operationsprit 14, 1998. The Company is
an online movie rental subscription service, pringdsubscribers with access to a comprehensivarijtof tittes. The Company’s most popular
subscription plan allows subscribers to have upitee titles out at the same time with no due dadés fees or shipping charges for $17.99 per
month. In addition, the Company offers a numbestb&r subscription plans to accommodate a varietygavie watching preferences.
Subscribers select titles at the Company’s Webeadited by its proprietary recommendation servieegeive them on DVD by U.S. mail and
return them to the Company at their conveniencegusie Company'’s prepaid mailers. After a title hasn returned, the Company mails the
next available title in a subscriber’s queue. Altlee Company’s revenues are generated in the t Gitates.

Basis of Presentation

The consolidated financial statements include ttomants of the Company and its wh-owned United Kingdom subsidiar
Intercompany balances and transactions have beeimaied. In the fourth quarter of 2005, the Compfiled an application to dissolve its
United Kingdom subsidiary.

Use of Estimates

The preparation of financial statements in confoymiith accounting principles generally acceptethi@ United States of America
requires management to make estimates and assasihiat affect the reported amounts of assetsiabitities, disclosure of contingent assets
and liabilities at the date of the financial stagents, and the reported amounts of revenues ancheapeluring the reporting periods. Signific
items subject to such estimates and assumptiohglmthe estimate of useful lives and residual ealfiits DVD library; the valuation of stock-
based compensation; and the recognition and measatef 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 varidisr@assumptions that the Company believes todmorable under the circumstances. Actual
results may differ from these estimates.

Reclassifications

Certain amounts in the Company’s prior years’ Ctidated Statements of Income were reclassifiedbtdarm with the current period
presentation. Proceeds from sales of previoushyeteDVDs and the related cost of DVDs sold wer@regal as Sales revenues and Cost of
sales revenues, respectively, on our ConsolidatzeBents of Income in previous years. In 200%gint of discussions with the SEC and
consistent with the guidance in Statement of Firseccounting Standards (“SFAS”) 9%tatement of Cash Flowsgnd SFAS 144, “
Accounting for the Impairment or Disposal of L-Lived Assetd, the Company began to report the net gain on séle¥Ds as a separate li
item within Operating income. Accordingly, Salesagrues and Cost of sales revenues contained @dhsolidated Statements of Income for
2003 and 2004 have been reclassified to conforineg@005 presentation. Cash flows associated Wétatquisition of its DVD Library and
proceeds from sale of DVDs continue to be classidie cash flows from investing activities in then€alidated Statements of Cash Flows.

Additionally, in 2005 in light of discussions withe SEC, the Company reclassified fulfilment exgesin its Consolidated Statement
Income as a component of Cost of revenues. In padpds the Company had reported Fulfillment espsras a component of Operating
expenses. Accordingly, Cost of revenues, Gross
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NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percegas)

profit and Operating expenses in the ConsolidatateBients of Income for 2003 and 2004 have bedassfied to conform to the 2005

presentation.

The reclassifications did not impact operating meoor net income, working capital or net cash ptedliby operating activities as
previously reported. The following amounts werdassified for 2003 and 2004:

Year ended December 31, 2003

Year ended December 31, 2004

A . | As A . | As
S previously Reclassification: Reclassifiec S previously Reclassification: Reclassifiec
Consolidated Statements of Incom reported reported
Revenues
Subscriptior $ 270,41( $ — $ 270,41 $ 500,61: $ — $ 500,61:
Sales 1,83: (1,839 — 5,617 (5,617) —
Total revenue 272,24 (1,839 270,41( 506,22¢ (5,617) 500,61
Cost of revenue —
Subscriptior 147,73¢ — 147,73t 273,40: — 273,40
Sales 624 (6249 — 3,057 (3,057%) —
Fulfillment expense — 31,274 31,27« — 56,60¢ 56,60¢
Total cost of revenue 148,36( 30,65( 179,01( 276,45¢ 53,55: 330,01(
Gross profit 123,88 (32,487 91,40( 229,77 (59,169 170,60:
Operating expense
Fulfillment 31,274 (31,27 — 56,60¢ (56,609 —
Technology and developme 17,88¢ — 17,88¢ 22,90¢ — 22,90¢
Marketing 49,94¢ — 49,94¢ 98,027 — 98,027
General and administratiy 9,58¢ — 9,58¢ 16,28" — 16,287
Stocl-based compensatic 10,71¢ — 10,71¢ 16,587 — 16,587
Gain on disposal of DVD — (1,209 (1,209 — (2,560) (2,560)
Total operating expens: 119,41: (32,487 86,92¢ 210,41t (59,169 151,24
Operating incom: 4,47: — 4,47 19,35« — 19,35¢
Other income (expense
Interest and other incon 2,457 — 2,457 2,59 — 2,59
Interest and other expen: (417) — (417) 70 — (270
Income before income tax 6,51z — 6,512 21,77¢ — 21,77¢
Provision for (benefit from) income tax — — — 181 — 181
Net income $ 6,512 $ — $ 6,51: $ 21,59¢ $ — $ 21,59
Stock Split

On January 16, 2004, the Comp’s Board of Directors approved a I-for-one stock split in the form of a stock dividendadi
outstanding shares of the Company’s common stosla fesult of the stock split, the Company’s stotdérs received one additional share
each share of common stock held on the recordald&tebruary 2, 2004. The additional shares of comstock were distributed on
February 11, 2004. All common share and gigaire amounts in the accompanying consolidateddiabstatements and related notes have
retroactively adjusted to reflect the stock spiit &ll years presented.

Fair Value of Financial | nstruments

The fair value of the Compa’s cash, shc-term investments, accounts payable, accrued expamskcapital lease obligatio
approximates their carrying value due to their shwaturity.
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NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percegas)

Foreign Currency Translation and Transactions

The financial statements of the Comp’s United Kingdom subsidiary were prepared in italaurrency and translated into U.S. doll
for reporting purposes. The assets and liabildiestranslated at exchange rates in effect atdtanbe sheet date, while results of operation
translated at average exchange rates for the riéspeeriods. The cumulative effects of exchange changes on net assets are included as a
part of accumulated other comprehensive incomefdteign currency transaction gains and losses wetasignificant for any of the years
presented.

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 instrumentshwatiginal maturities of three months or less hat date 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, other assets includedce=st cash of $500 related to a workers’ compéosansurance deposit.

Short-Term | nvestments

The Compan’s shor-term investments are classified as avail-for-sale and are recorded at fair market value. Netalized gain:
(losses) are reflected in accumulated other congprgifie income. When the fair value of an investndeatines below its original cost, the
Company considers all available evidence to evaludtether the decline in value is other-than-termporAmong other things, the Company
considers the duration and extent to which the etarlue has declined relative to its cost basisemonomic factors influencing the markets,
its ability and intent to hold the investments Liatmarket price recovery, and the severity anéitilom of the impairment. No impairment
charges were recorded for the periods presentdéds@ad losses on securities sold are determingedban the average cost method and are
included in “Interest and other income” in the Calidated Statements of Income.

During the second quarter of 2004, the Company ¢eteqh the sale of its short-term investments androed a realized loss of $274
from the transaction. All proceeds from the saleewe-invested in the Company’s money market fuvtdch is classified as cash equivalents.

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¥&nd back-catalogue DVDs is estimated to be 1 a3 years, respectively. In estimating
the useful life of its DVD library, the Company &kinto account library utilization as well as atiraate for lost or damaged DVDs. See Note
2 for further discussion.
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NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percegas)

The Company capitalizes film costs in accordandb ®tatement of Position 00-2 (“SOP 00-&fcounting by Producers or Distributors
of Films.Net capitalized film costs are recorded within DVBrary as such amounts are currently not matéoighe consolidated financial
statements. Capitalized film costs include costdeteelop and produce movies, which primarily cansisoncept development, pre-production
and production. Capitalized film costs are statetthe lower of unamortized cost or estimated failue on an individual film basis. Once a film
is released, capitalized film production costs Isb@lamortized in the proportion that the revenuendy the period for each film bears to the
estimated total revenue to be received from altcgsifor the film (“Ultimate Revenue”) under thelividual-film-forecast method as definec
SOP 00-2. In the event a film is not set for prdaucwithin three years from the time of the ficstpitalized transaction, all such costs will be
expensed. The Company makes certain estimatesidgohgnts of Ultimate Revenue for each film base@enmormance of comparable titles
and our knowledge of the industry. Estimates oinilite Revenue are reviewed periodically and arseenif necessary. Unamortized film
production costs are evaluated for impairment eperter on a film-by-film basis in accordance vitie requirements of SOP @{f forecast:
of Ultimate Revenue are not sufficient to recover tinamortized film costs for that film, the unatizad film costs will be written down to fs
value.

Amortization of I ntangible Assets

Intangible assets are carried at cost less acctaaudenortization. The Company amortizes the intalegissets with finite lives using the
straightline method over the estimated economic lives efabsets, ranging from approximately 2 to 10 yeae. Note 3 for further discussi

Property and Equipment

Property and equipment are carried at cost leasnaglated depreciation. Depreciation is calculatgidgithe straightine method over tr
shorter of the estimated useful lives of the reBpe@ssets, generally up to five years, or theddarm, if applicable.

I mpairment of Long-Lived Assets

In accordance with Statement of Financial Accountitandards (“SFAS”) No. 144 Accounting for the Impairment or Disposal of Long-
Lived Asset”, long-lived assets such as property and equipraedtintangible assets subject to amortizationreriewed for impairment
whenever events or changes in circumstances imdibat the carrying amount of an asset group map@&oecoverable. Recoverability of as
groups to be held and used is measured by a cosopasf the carrying amount of an asset group imeastd undiscounted future cash flows
expected to be generated by the asset group. atiging amount of an asset group exceeds itsmattd future cash flows, an impairment
charge is recognized by the amount by which theytay amount of an asset group exceeds fair valuileeoasset group. The Company
evaluated its long-lived assets and no impairmbatges were recorded for any of the years presented

Capitalized Software Costs

The Company capitalizes costs related to developiraptaining interni-use software. Capitalization of costs begins afterconceptue
formulation stage has been completed. Capitalinéitvare costs are included in property and equignrest and are amortized over the
estimated useful life of the software, which is gelly one year.
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NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percegas)

Revenue Recognition

Subscription revenues are recognized ratably oaehn subscrib’s monthly subscription period. Refunds to subscsilaee recorded as
reduction of revenues. Revenues from sales of D84dks are recorded upon shipment.

Cost of Revenues

Subscription  Cost of subscription consists of revenue skyagxpenses, amortization of the DVD library, anmation of intangible
assets related to equity instruments issued taostuand postage and packaging expenses relaf@ds provided to paying subscribers.
Revenue sharing expenses are recorded as DVDgstdhjevenue sharing agreements are shipped szshbérs.

The terms of some revenue sharing agreements tuidios obligate the Company to make minimum reveshaing payments for cert:
tittes. The Company amortizes minimum revenue siggorepayments (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.

Fulfillment expenses. Fulfilment expenses represent those costgiiadun operating and staffing the Company’s flifiént 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, maintajrand modifying the Compa’s
Web Site, its recommendation service, developifgtiems for downloading movies to subscribers,¢efemunications systems and
infrastructure and other internal-use softwareesyst Technology and development expenses alsalmdepreciation on the computer
hardware and capitalized software.

Marketing

Marketing expenses consist of payroll and relatgebrses and advertising expenses. Advertising egseinclude marketing program
expenditures and other promotional activities,udahg revenue sharing expenses, postage and pagkaxpenses and library amortization
related to free trial periods. Advertising costs erpensed as incurred except for advertising mtomiucosts, which are expensed the first time
the advertising is run. Advertising expense totalpdroximately $46,459, $91,799 and $135,874 irB2Q004 and 2005, respectively.

In November of 2002, the Emerging Issues Task FOrE4TF”) reached a consensus on Issue No. 02At6punting by a Customer
(Including a Reseller) for Certain Considerationde&ed from a Vendarwhich addresses the accounting for cash condidergiven to a
reseller of a vendor’s products from the vendore Tompany and its vendors participate in a vaonétooperative advertising programs and
other promotional programs in which the vendors/jgle the Company with cash consideration in exchdogmarketing and advertising of
vendor’s products. If the consideration receivgat@sents reimbursement of specific
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percegas)

incremental and identifiable costs incurred to poterthe vendor’s product, it is recorded as arevffs the associated marketing expense
incurred. Any reimbursement greater than the sjpeici€remental and identifiable costs incurredeisagnized as a reduction of cost of revel
when recognized in the Company’s statements ofnireco

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 deferreddagets 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 whiakure realization is uncertain.

Comprehensive Income (L0ss)

The Company reports comprehensive income or loasdéordance with the provisions of SFAS No. 13Beporting Comprehensive
Income”, which establishes standards for reporting comensive income and its components in the finarst&ements. The components of
other comprehensive income (loss) consist of urmeglgains and losses on available-for-sale séesidind cumulative translation adjustments.
Total comprehensive loss and the components ofnalated other comprehensive income are present iaccompanying consolidated
statements of stockholders’ equity (deficit). Té#feets of other comprehensive income (loss) aremeaterial for any period presented.

Net Income Per Share

Basic net income per share is computed using thghtesl-average number of outstanding shares of aomstock 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 theogeRotential common shares consist primarily oféemental shares issuable upon the
assumed exercise of stock options, warrants tohpgeecommon 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,

2003 2004 2005
Weightec-average shares outstanc—basic 47,786,000 51,988,000 53,528,00
Effect of dilutive potential common shart
Warrants 9,972,001 8,571,00! 8,354,00!
Employee stock optior 5,126,00! 4,154,00! 3,636,00!
Weighte(-average shares outstanc—diluted. 62,884,00 64,713,000 65,518,00
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Employee stock options with exercises prices greatn the average market price of the common stgarle excluded from the diluted
calculation as their inclusion would have been-diititive. The following table summarizes the pdiaihcommon shares excluded from the
diluted calculation (rounded to the nearest thodsan

Year Ended December 31

2003 2004 2005

Employee stock optior 113,00( 676,00( 1,023,001

The weighted average exercise price of excludestauting stock options was $17.03, $30.71 and $2813he years ended
December 31, 2003, 2004 and 2005, respectively

Stock-Based Compensation

Prior to the second quarter of 2003, the Compangwated for its sto-based employee compensation plans using the iiw-value
method. During the second quarter of 2003, the Gomp@dopted the fair value recognition provisiohSBAS No. 123Accounting for Stock-
Based Compensati¢, as amended by SFAS No. 14&counting for Stock-Based Compensation—Trans#ihDisclosure, an Amendment of
FASB Statement No. 1zfor all stock-based compensation. The Company &detct apply the retroactive restatement method uBBAS
No. 148 and all prior periods presented were redttd reflect the compensation costs that woule: liseen recognized had the fair va
recognition provisions of SFAS No. 123 been applgedll awards granted.

Segment Reporting

The Company is an online movie rental subscripsiervice and substantially all of its revenues amved from monthly subscription
fees. In the third quarter of 2004, the Companyared to launch its online movie subscription sexvh the United Kingdom. However, in
October 2004, the Company announced its withdrénwwel the United Kingdom so that it could focus @fehding its market leadership
position in the United States.

As a result of the measures it undertook to prefmrthe launch of its online subscription senvicghe United Kingdom, the Company
reorganized its business in the third quarter @42idito two geographical segments: United Stateslaernational. In the fourth quarter of
2004, due to the Company’s decision to focus gsueces on defending its market leadership positidhe United States and to postpone its
expansion into the United Kingdom market, the Conyp@verted to having a single operating segmeatofdingly, as of December 31, 2004
and 2005, the Company was organized in a singleatipg segment for purposes of making operatingsitats and assessing performance in
accordance with SFAS No. 13isclosures about Segments of an Enterprise andt&eInformation As a result, the net loss of $4,626
incurred in its ‘International’ segment in 2004risluded within the operating results of the Uniftdtes segment for 2004. The Company’s
Chief Executive Officer, who is the chief operatubgcision maker as defined in SFAS No. 131, evatuperformance, makes operating
decisions and allocates resources based on finatataconsistent with the presentation in the aqmanying financial statements.

In conjunction with the closure of its operationghie United Kingdom, the Company incurred chaafespproximately $857 in 2004
related to the severance and benefits for the tertioin of employees and estimated future obligatfon non-cancelable lease payments for its
facilities in the United Kingdom. The expenses a&ged with the closure were included in fulfillmemarketing and general and
administrative expenses in the Consolidated Statesrod Income for 2004. As of December 31, 2004,rdmaining obligations of $366
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were reflected in accrued expenses in the Congdetiddalance Sheet. There were no remaining obtigatat December 31, 2005.

Recent Accounting Pronouncements

In December 2004, the Financial Accounting Stansl&uolard (“FASB”) issued Statement of Financial Aeating Standards (“SFAS”)
No. 123(R),Share-Based Paymentvhich establishes standards for transactionshiiclwan entity exchanges its equity instrumentgyfmyds o
services. This standard replaces SFAS No. A28punting for Stock-Based Compensatod supersedes APB Opinion No. 28counting for
Stock Issued to Employe€eBhis Standard requires a public entity to meagheecost of employee services received in exchéorgen award ¢
equity instruments based on the grant-date fairevaf the award. This eliminates the exceptionctmant for such awards using the intrinsic
method previously allowable under APB Opinion Nb. B March 2005, the Securities and Exchange Casion (“SEC”) issued Staff
Accounting Bulletin 107 (“SAB 107") which summarizéhe views of the SEC staff regarding the intéoadbetween SFAS 123(R) and certain
SEC rules and regulations and provides the staif\ws regarding the valuation of share-based payereangements for public companies. In
April 2005, the SEC issued Release 33-8568 delayiagffective date of SFAS 123(R), and as suclCirapany will adopt the provisions of
SFAS No. 123(R) beginning January 1, 2006. The Gompreviously adopted the fair value recognitioovjsions of SFAS No. 123 in the
second quarter of 2003, and restated prior peabtisat time. Accordingly the Company believes SBS 123(R) will not have a material
impact on its financial position or results of ogigwns.

In accordance with SAB 107, effective January D&the Company will no longer present stock-basedpensation separately on its
statements of income. Instead, it will presentlsioased compensation in the same lines as cashermation paid to the same individuals.

Additionally, SFAS 123(R) requires that cash infeofkom financing activities on the Company’s statetrof cash flows include the cash
retained as a result of the tax deductibility afreases in the value of equity instruments issugltushare-based payment arrangements in
excess of any related stock-based compensatiogmiaable for financial reporting purposes. Thesebtanefits shall be determined based on
the individual award method. This cash benefitlean included in the determination of cash proviggdperating activities on our statement
of cash flows in 2004. The change in methods vatllikely have a significant negative effect on @ash provided by operating activities in
periods after adoption of SFAS 123(R).

In March 2005, the FASB issued FIN #counting for Conditional Asset Retirement Obiigias. FIN 47 clarifies that an entity must
record a liability for a “conditional” asset retinent obligation if the fair value of the obligatioan be reasonably estimated. The provision is
effective for no later than the end of fiscal yeamnsling after December 15, 2005. The Company doeexpect the adoption of this standard to
have a material effect on its financial positiorresults of operations.

In June 2005, the FASB issued SFAS No. ¥etounting Changes and Error CorrectionSFAS 154 replaces APB Opinion No. 20,
Accounting Changeand SFAS No. 3Reporting Accounting Changes in Interim Financitlt&ments SFAS 154 requires that a voluntary
change in accounting principle be applied retro8pely with all prior period financial statementsegented on the new accounting principle.
SFAS 154 also requires that a change in metho@mfediating or amortizing a loriyed nonfinancial asset be accounted for prospelgtias ¢
change in estimate, and correction of errors iwiptesly issued financial statements should be tdreneestatement. SFAS 154 is effective for
accounting changes and correction of errors maéisdal years beginning after December 15, 2005.
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In September 2005, the Emerging Issues Task FUECER") issued EITF 05-06, Determining the Amortization Period for Leasehold
Improvements after Lease Inception or Acquired Buginess Combinatic”. EITF 05-06 requires that leasehold improvemetiguired in a
business combination be capitalized over the shoftthe useful life of the assets or a term thatudes required lease periods and renewals
that are deemed to be reasonably assured at thefatquisition. EITF 05-06 also requires leasefimiprovements that are placed in service
significantly after and not contemplated at or ntearbeginning of the lease term should be amattizer the shorter of the useful life of the
assets or a term that includes required leasegseand renewals that are deemed to be reasonahisedqas defined in paragraph 5 of
Statement 13, Accounting for Lease$ at the date the leasehold improvements are @seth EITF 05-06 is effective for leasehold
improvements that are purchased or acquired inrtigggperiods beginning after June 29, 2005. Eadygption of the consensus is permitted in
periods for which financial statements have nonlissued. The Company does not expect the adoptiBRTF 05-06 will have a material
effect on its financial position or results of ogons.

In November 2005, the FASB issued FSP FAS 115-1F&f8i 124-1, “The Meaning of Other-Than-Temporary Impairment dsd
Application to Certain Investmer”, which provides guidance on determining when Btagents in certain debt and equity securities are
considered impaired, whether that impairment igiethan-temporary, and on measuring such impairhesst FSP 115-1 also includes
accounting considerations subsequent to the retogrf an othetthan temporary impairment and requires certainlasces about unrealiz
losses that have not been recognized as othert¢haperary impairments. FSP 115-1 is required tagyied to reporting periods beginning
after December 15, 2005. Although the Company ewilitinue to evaluate the application of FSP 115d BSP 124-1, it does not currently
believe that the adoption of this standard will édavmaterial impact on its financial position asuks 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 iee®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®atement of Cash Flowsash outflows for the acquisition of the DVD Laloy, including any
upfront non-refundable payments required undermeeesharing agreements, are classified as cash flam investing activities on the
Company’s Consolidated Statements of Cash Flows.

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-catalogue DVDs is estimated to be 1a®ead3 years, respectively. In estimating
the useful life of the DVD library, the Company ¢skinto account library utilization as well as atireate for 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 capitedd portion of the initial fixed licen
fee, on a “sum-of-the-months” accelerated basis ome year. However, based on a periodic evaluatidioth new release and back-catalogue
utilization for amortization purposes, the Compaeyermined that back-catalogue titles have a sagmfly longer life than previously
estimated. As a result, the Company revised thmatd of useful life for the back-catalogue DVDréiby from a “sum of the months”
accelerated method using a one year life to theessooelerated method of amortization using a tiieze-ife. The purpose of this change was
to more accurately reflect the productive life lnése assets. In accordance with Accounting PriegiBbard Opinion No. 2@ccounting
Changegq“APB 20"), the change in
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life has been accounted for as a change in acemuastimate on a prospective basis from July 1428@w releases will continue to be
amortized over a one year period. As a resultefctienge in the estimated life of the back-cataddurary, total cost of revenues was $10.9
million lower, net income was $10.9 million higherd net income per diluted share was $0.17 higiteh& year ended December 31, 2004.

In the third quarter of 2004, the Company determhithat it was selling fewer previously rented DMiban 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 estignawill sell at the end of their useful livessalvage value of $3.00 per DVD has been
provided effective July 1, 2004. For those DVD4 the& Company does not expect to sell, no salvagee\vis provided. Simultaneously with
change in accounting estimate of expected salvalyes, the Company recorded a write-off of appraéaty $1.9 million related to non-
recoverable salvage value in the third quarterOg¥2

The revenue sharing agreements enable the Companigain DVDs at a lower upfront cost than undaditional direct purchase
arrangements. Under the revenue sharing agreentieatSompany shares a percentage of the actuedveriues generated by the use of each
particular title with the studios over a fixed petiof time, or the Title Term, which is typicallwélve months for each DVD title. The revenue
sharing expense associated with the use of edelistéxpensed to cost of revenues and is refléntedsh flows from operating activities on
Company’s Consolidated Statements of Cash Flowthé\end of the Title Term, the Company generadly the option of either returning the
DVD title to the studio, destroying the title orrphasing the title. In addition, the Company reraitsupfront non-refundable payment to
acquire titles from the studios and distributorgemrevenue sharing agreements. This payment iesladontractually specified initial fixed
license fee that is capitalized and amortized toetance with the ComparsyDVD library amortization policy. This payment malgo include
a contractually specified prepayment of future rexesharing obligations that is classified as preaenue sharing expense and is charged tc
expense as future revenue sharing obligationsateried.

DVD library and accumulated amortization consistéthe following:

As of December 31,

2004 2005
DVD library $ 198,21t $ 304,49(
Less accumulated amortizati (156,059 (247,459
DVD library, net. $ 42,15¢ $ 57,03
3. Intangible Assets
Intangible assets and accumulated amortizationisteasof the following:
As of December 31, 200 As of December 31, 200
Accumulated Accumulated
. amortization . amortization
Gross carrying Gross carrying
amount Net amount Net
Studio intangible asse $ 11,52¢ $ (10,56 $961 $ 11,52¢ $ (11,52 $—
Strategic marketing alliance intangible as: 41€ (41€) — 41€ (41¢) —
Patent: — — — 481 (29 457
Total $ 11,94« $ (10,987 $961 $ 12,42t $ (11,96%) $457
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Studio I ntangible Assets

During 2000, in connection with revenue sharingeagrents with three studios, the Company agreesste ieach studio an equity inte
equal to 1.204 percent of the Company’s fully ditlequity securities outstanding in the form ofi€&eF Non-Voting Convertible Preferred
Stock (“Series F Preferred Stock”). In 2001, in mection with revenue sharing agreements with twditehal studios, the Company agreed to
issue each studio an equity interest equal to 1p2@dent of the Company’s fully diluted equity setiess outstanding in the form of Series F
Preferred Stock. The Company’s obligation to mamtiae studios’ equity interests at 6.02 percerthefCompany’s fully diluted equity
securities outstanding terminated immediately piaats initial public offering in May 2002. Thewstios’ Series F Preferred Stock
automatically converted into 3,192,830 shares afroon stock upon the closing of the Company’s ihiizblic offering.

The Company measured the original issuances andursequent adjustments using the fair value ofd¢lerities at the issuance and
subsequent adjustment dates. The fair value wasded as intangible assets with a correspondirgjtdeadditional paid-in capital. The
intangible assets are being amortized to costld@iption revenues ratably over the remaining tefthe agreements which initial terms were
three to five years. The Studio intangible asseteviully amortized in 2005.

Strategic Marketing Alliance I ntangible Assets

During 2001, in connection with a strategic mankgtalliance agreement, the Company issued 416 4a@s of Series F Preferred Stc
These shares automatically converted into 277,626es of common stock upon the closing of the Cayiganitial public offering. Under the
agreement, the strategic partner has committedoididge, on a best-efforts basis, a stipulated nurobanpressions to a co-branded Web site
and the Company’s Web site over a period of 24 hmrih addition, the Company is allowed to usepaner’s trademark and logo in
marketing the Company’s subscription services. Company recognized the fair value of these instntsas intangible assets with a
corresponding credit to additional paid-in capifdie intangible assets have been fully amortized straight-line basis to marketing expense
over the two-year term of the agreement.

Patents

In 2005, the Company capitalized $481 related ttagetechnology patents acquired. The capitaliza@nts are being amortized
‘Technology and Development’ in the Consolidateat&nents of Income over the remaining useful lffehe patents, the last of which expires
in September 2015. The annual amortization expehtes patents that existed as of December 31, B08%pected to be approximately $47
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 fotigw

As of December 31, 200

2004 2005
Computer equipmet 3 year $15,86¢  $ 22,54¢
Other equipmer 35

year: 8,07z 19,64
Computer software, including internal-use software 1-3

year: 10,09« 13,06!
Furniture and fixture 3 year: 1,19: 1,24(
Leasehold improvemen Over life of leas 2,48z 2,86¢
Capital worl-in-progress 4,49¢ 13,26¢
Property and equipment, grc 42,20t 72,62:
Less: accumulated depreciati (23,47)) (32,410
Property and equipment, r $18,72¢  $ 40,21

Capital work-in-progress consists primarily of appmately $9,974 of leasehold improvements assediatith the Company’s newly
constructed corporate headquarters in Los Gatdgp@éa. The Company occupied the facility upos@ompletion in January 2006, at which
time it commenced amortization of the related lbakkimprovements. The leasehold improvements eirggbamortized over the shorter of the
lease term or the estimated useful life of theteglassets.

Property and equipment included approximately $& dffassets under capital leases as of Decemb@084,and 2005. Accumulated
amortization under these leases totaled $6,1566/1F3 as of December 31, 2004 and 2005, respBctiMee related amortization is included
in depreciation expense.

Internal-use software included approximately $6,80d $8,054 of internally incurred capitalized safte development costs as of
December 31, 2004 and 2005, respectively. Accuradlamortization of capitalized software developnoaists totaled $5,408 and $6,959 ¢
December 31, 2004 and 2005, respectively.

Accrued Expenses
Accrued expenses consisted of the following:

As of December 31, 200

2004 2005

Accrued state sales and use $ 4,73¢ $ 6,65¢
Employee benefit 2,70¢ 3,51
Accrued settlement cos — 8,58¢
Other 5,68¢ 6,80¢
Total accrued expens $ 13,13: $ 25,56!
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5. Warrants

In April 2000, in connection with the sale of Serke preferred stock, the Company sold warrantsitohase 533,003 shares of Serie
preferred stock at a price of $0.01 per share.Wéreants had an exercise price of $14.07 per shaduly 2001, in connection with a
modification of the terms of the Series E prefesaatk, certain Series E warrant holders agredide@ancellation of warrants to purchase
500,487 shares of Series E preferred stock. Thairéng warrants to purchase 32,516 shares of SErreferred stock were exercisable at
$14.07 per share. These shares automatically cienlvierto 44,298 shares of the Compangdmmon stock at $10.33 per share upon the cli
of the initial public offering in May 2002. As ofdaember 31, 2004, warrants to purchase 44,298sshatke Company’s common stock were
outstanding. The warrants were exercised in 200& aacordingly, none of these warrants were outitgras of December 31, 2005.

In November 2000, in connection with an operateagk, the Company issued a warrant that providelbdisor the right to purchase
40,000 shares of common stock at $3.00 per shaeeCbmpany accounted for the fair value of the ararof approximately $216 as an
increase to additional paid-in capital with a cepending increase to other assets. This asseinig Bmortized over the term of the related
operating lease, which is five years. The warramse exercised in 2004 and accordingly, as of Déegr81, 2004 and December 31, 2005, no
warrants were outstanding in connection with therafing lease.

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 chith a corresponding discount on subordinategsgayable. As of December 31, 2003,
warrants to purchase 9,112,870 shares of the Coytgpemmmon stock remained outstanding. Warrantgitchase 12,750 shares were
exercised in 2004 and accordingly, as of Decembe304, warrants to purchase 9,100,120 shardsedtdmpany’s common stock remained
outstanding. In 2005, warrants to purchase 1,884deshwere exercised, and accordingly, 9,098,226awtr were outstanding as of
December 31, 2005.

In July 2001, in connection with a capital leaseeagnent, the Company granted warrants to purch&®@0d0 shares of common stock at
an exercise price of $1.50 per share. The fairevafuapproximately $172 was recorded as an incrigaadditional paid-in capital with a
corresponding reduction to the capital lease obibga. The debt discount is being accreted to ésteexpense over the term of the lease
agreement, which is 45 months. As of December 824 2nd December 31, 2005, no warrants were odlisigin connection with the capital
lease agreement.

In July 2001, the Company issued a warrant to @gel100,000 shares of Series F preferred stock 38 $er share to a Web portal
company in connection with an integration and dhation agreement. The fair market value of theraats of approximately $18 was recorded
as marketing expense and an increase to addifpaidlin capital. These shares automatically coedeirito 66,666 shares of the Company’s
common stock at $14.07 per share upon the clodititednitial public offering in May 2002. The wamt was exercised in 2004 and
accordingly, as of December 31, 2004 and Decembg2(05, no warrants were outstanding in connedatiithn the integration and distribution
agreement.

The Company calculated the fair value of the wasaising the Black-Scholes valuation model withfgilwing assumptions: the terms
of the warrants ranging from 4 to 10 years; rigefrates between 4.92% to 6.37%; volatility of 8@%¥g dividend yield of 0.0%.
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6. Commitments and Contingencies
Lease Commitments

The Company leases facilities under non-cancelgdeating leases with various expiration datesufpha2012. The facilities generally
require the Company to pay property taxes, inswwamad 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 agaiitin, which is generally when the Company entegsspace 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,Gbmpany records minimum rental expenses on iglstdine basis over the terms of the
leases on the consolidated statements of earniihgsCompany has the option to extend or renew ofdss 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 Lease
Year Ending December 31,

2006 $ 9,55¢
2007 $ 6,29¢
2008 $ 5,27¢
2009 $ 3,73¢
2010 $ 2,74(
Thereaftel $ 5,07:
Total minimum payment $ 32,68:

Rent expense associated with the operating leaae$%/454, $6,871 and $7,465 for the years endedrblger 31, 2003, 2004 and 2005,
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 relati
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 dUistkow 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.

Between July 22 and September 9, 2004, seven fgatpsecurities class action suits were filed inlinéted States District Court for the
Northern District of California against the Compaand, in the aggregate, Reed Hastings, W. Barryaviti@, Jr., and Leslie J. Kilgore. The
class action suits were consolidated in Januarp 28@d a consolidated complaint was filed on Felyr@d, 2005. The complaint alleges
violations of certain federal securities laws, segkinspecified damages on behalf of a class daftasers of the Company’s common stock
between October 1, 2003 and October 14, 2004. Tietiffs allege that the Company made false ansleaiding statements and omissions of
material facts based on its disclosure regardingrchnd delivery speed, claiming alleged violatibgseach named defendant of Sections 1
and 20(a) of the Securities Exchange Act of 193#1Rule 10b-5 promulgated thereunder and allegddtidms by certain of its
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officers of Section 20A of Securities Exchange 8&1934. On June 28, 2005, the Court dismisseddtion with leave to amend. Plaintiffs «
so amend, and the Company filed a motion to disthssmended complaint. Following a hearing on thation, the Court dismissed the
action with prejudice on November 18, 2005.

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 previously reportedrddtive settlement. On March 8, 2006, the Compemgred into an amended settlement
which remains subject to revision and final coyprval. A hearing for final approval is scheduledMarch 22, 2006. Under the terms of the
amended settlement, Netflix subscribers who werellel in a paid membership before January 15, 20@bwere a member on October 19,
2005 are eligible to receive a free one-month uggia service level and Netflix subscribers whoevenrolled in a paid membership before
January 15, 2005 and were not a member on Oct@&0D5 are eligible to receive a free one-monttflidenembership of either the 1, 2 or 3
DVDs at-a-time unlimited program. The Company Hae agreed to pay the plaintiffs’ attorneys’ feasl @xpenses in an amount not to exceed
$2,528. The Company estimates the total cost o$¢titement will be approximately $8,953 with tlwtual cost dependent upon many
unknown factors such as the number of former Nesflibscribers who will claim the settlement bendfitaccordance with SFAS No. 5,
Accounting for Contingenci¢, we have estimated and recorded a charge agaimshgs in General and administrative expense$ &58
associated with the legal fees and the free onghmaambership to former subscribers in 2005. Treegda for the free one month upgrade to
the next level program for existing subscriberd tél recorded when the subscribers utilize the agigyr The Company also recorded an
insurance receivable of $861 in 2005, represertiagortion of legal fees to be reimbursed by tbenBany’s insurer. The Company denies
any wrongdoing or liability. There can be no assuoeathat failure to approve the settlement will nate a material adverse effect on the
Company.

On October 19, 2004, Doris Staehr and Steve Stabargholders claiming to be acting on the Compabghalf, filed a shareholder
derivative suit in the Superior Court of the Staft€alifornia for the County of Santa Clara agairestain officers and certain current and
former members of the board of directors, spedlfidaeed Hastings, Barry McCarthy, Thomas R. Dillbeslie J. Kilgore, Richard Barton,
Timothy Haley, Jay Hoag, A. Robert Pisano, Michaethuh and Michael Ramsay. The plaintiffs claim thatnamed defendants breached t
fiduciary duties by allowing allegedly false andsteading statements to be made regarding, amomeg ttimgs, churn. They also claim that the
named defendants illegally traded the Company’'skstehile in possession of material nonpublic infatian. In addition, the plaintiffs assert
claims for abuse of control, gross mismanagemeastevand unjust enrichment. The lawsuit seeksh@€bmpany’s behalf, unspecified
compensatory and enhanced damages, disgorgemerafit earned through alleged insider tradingpvecy of attorneys’ fees and costs, and
other relief. Following a request for dismissaltbg plaintiffs, the Court dismissed the action withprejudice on January 18, 2006.

7. Guarantees—Intellectual Property Indemnificaton Obligations

In the ordinary course of business, the Companyehsered into contractual arrangements under wihitds agreed to provide
indemnification of varying scope and terms to basgpartners and other parties with respect tainertatters, including, but not limited to,
losses arising out of the Company’s breach of sigrtkements and out of intellectual property infeimgnt claims made by third parties. In
these circumstances, payment by the Company istamal on the other party making a claim pursuarthe procedures specified in the
particular contract, which procedures typically®allthe Company to challenge the other party’s caiRurther, the Company’s obligations
under these agreements may be limited in termisnef &nd/or amount, and
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in some instances, the Company may have recoussesaghird parties for certain payments made lwder these agreements. In addition,
Company has entered into indemnification agreemsitlsits directors and certain of its officers thdll require it, among other things, to
indemnify them against certain liabilities that meajse by reason of their status or service asuire or officers. The 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 circumstancedvieddon each particular agreement. No
amount has been accrued in the accompanying fialesteitements with respect to these indemnificagicarantees.

8. Stockholders’ Equity
Preferred Stock

The Company has authorized 10 million shares oésighated preferred stock with par value of $0 0&1share. None of the prefen
shares were issued and outstanding at Decemb2084,and 2005.

Stock Split

On January 16, 2004, the Comp’s Board of Directors approved a t-for-one split in the form of a stock dividend on altstanding
shares of its common stock. As a result of theksspdit, the Company’s stockholders received orditamhal share for each share of common
stock held on the record date of February 2, 2064.additional shares of common stock were disteithon February 11, 2004. All common
share and per-share amounts in the consolidataddial statements and related notes have beemcttrely adjusted to reflect the stock split
for all periods presented. In addition, the Comphay reclassified $26 from additional paid-in calpido common stock as of December 31,
2003.

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 comm
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 comnmmk ®n the first day of the applicable ye

» 666,666 shares; at

» 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 purchasedawveffering period with a
maximum duration of two years at 85 percent ofitheer of the fair market value on the first daytiod applicable offering period or on the last

day of the six-month purchase period. Employees imagst up to 15 percent of their gross compensdtioough payroll deductions. In no
event shall an employee be permitted to purchase than 8,334 shares of common stock during anyngirth purchase
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period. During 2004 and 2005, employees purcha88d85 and 349,229 shares at average prices of $db$8.09 per share, respectively
of December 31, 2005, 1,881,376 shares were alaiflabfuture issuance under the 2002 EmployeekStazchase Plan.

Stock Option Plans

In December 1997, the Company adopted the 199k $lam, which was amended and restated in Octdl#t.ZT'he 1997 Stock Pl:
provides for the issuance of stock purchase rightgntive stock options or non-statutory stockans. 643,884 remaining shares reserved but
not yet issued under the 1997 Stock Plan as déffieetive date of the Company'’s initial public affeg were added to the total reserved shares
under the 2002 Stock Plan and deducted from tlaé rieserved shares under the 1997 Stock Plan. Reoémber 31, 2005, 613,342 shares
were reserved for future issuance under the 198gkRUan.

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 employeescttirs and consultants. The Company
reserved a total of 1,333,334 shares of commork $twdssuance under the 2002 Stock Plan. 643,8B8%ining shares reserved but not yet
issued under the 1997 Stock Plan as of the effeckite of the Company’s initial public offering wexdded to the total reserved shares of
1,333,334 under the 2002 Stock Plan and deduabed tine total reserved shares under the 1997 Stack B addition, the Company’s 2002
Stock Plan provides for annual increases in thebmurof shares available for issuance on the faigtaf each year, beginning with 2003, equal
to the lesser of:

» 5 percent of the outstanding shares of common sindke first day of the applicable ye
» 2,000,000 shares; and
* such other amount as the Comg’s Board of Directors may determir

As of December 31, 2005, 3,969,491 shares werevexséor future issuance under the 2002 Stock Plan.

Options generally expire in 10 years, however, timay be limited to five years if the optionee ovetack representing more than 10
percent of the Company. Generally, the Companyar8af Directors grants options at an exercisegpoicnot less than the fair value of the
Company’s common stock at the date of grant. Roidine third quarter of 2003, the vesting periodsagally provided for options to vest over
three to four years. During the third quarter 0020the Company began granting fully vested optmma monthly basis.
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A summary of the activities related to the Compargptions is as follows:

Options Outstanding

Weighted-
Shares Average
Available Number of Exercise
for Grant Shares Price
Balances as of December 31, 2( 1,821,94i 8,201,06! $ 171
Authorized 2,000,001 — —
Granted (705,03() 705,03( $ 16.7¢
Exercisec — (2,657,93) $ 1.8¢
Cancelec 351,57: (351,57 $ 22
Balances as of December 31, 2( 3,468,48: 5,896,58. $ 3.4z
Authorized 2,000,001 — —
Granted (1,447,940 1,447,94i $ 22.0¢
Exercisec — (1,298,30) $ 2.87
Cancelec 230,46« (230,469 $ 10.2(
Balances as of December 31, 2( 4,251,01. 5,815,75: $ 7.9
Authorized 2,000,001 — —
Granted (1,741,31) 1,741,31! $ 15.3(
Exercisec — (1,629,11) $ 6.22
Cancelec 73,14( (73,140 $ 19.6¢
Balances as of December 31, 2( 4,582,83: 5,854,811 $ 10.4:
Options exercisable as of December
2003 3,367,30: $ 4.21
2004 4,845,24. $ 8.97
2005 5,673,16 $ 10.6¢
The following table summarizes information on ocatsting and exercisable options as of December(®15:2
Options Outstanding
Weighted- Options Exercisable
Average
(:R(fnTr?aIQtISgI Weighted- Weighted-
. A A
Number of Life (Years) Exgggsg Number of Exg:gi%i
Exercise Price Options Price Options Price
$0.0&%$1.50 2,680,82 5.7€ $ 1.5C 2,590,86! $ 1.5C
$1.51-$10.8: 717,34¢ 8.0C $ 7.9 639,81: $ 8.2
$10.8-%$14.27 741,91 8.77 $ 12.0: 727,76 $ 12.0¢
$14.2¢%$21.4E 748,43: 9.0t $ 17.7C 748,43 $ 17.7C
$21.4¢%$34.7E 741,23: 8.7C $ 28.4¢ 741,23 $ 28.4¢
$34.7¢%$36.3€ 225,06 8.2¢ $ 35.87 225,06 $ 35.87
5,854,81! 7.31 $ 10.4: 5,673,16 $ 10.6f
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Stock-Based Compensation

Prior to the second quarter of 2003, the Compangwated for its stoc-based employee compensation plans using the iiw-value
method. During the second quarter of 2003, the Gomp@adopted the fair value recognition provisiohSIBAS No. 123Accounting for Stock-
Based Compensati¢, as amended by SFAS No. 14&counting for Stock-Based Compensation—Trans#iahDisclosure, an Amendment of
FASB Statement No. 1zfor all stock-based compensation. The Company edetrt apply the retroactive restatement method uUBHAS
No. 148 and all prior periods presented have bestated to reflect the compensation costs thatdvoave been recognized had the fair vi
recognition provisions of SFAS No. 123 been appleedll awards granted.

During the third quarter of 2003, the Company begamting stock options to its employees on a nigrihsis. Such stock options are
designated as non-qualified stock options andiwasiediately, in comparison with the three to foway vesting periods for stock options
granted prior to the third quarter of 2003. As sufeof immediate vesting, stock-based compensaigense determined under SFAS No. 123
is fully recognized upon the stock option grants: fhose stock options granted prior to the thindrter of 2003 with three to four-year vesting
periods, the Company continues to amortize therdfecompensation related to the stock options their remaining vesting periods using
accelerated multiple-option approach.

The fair value of employee stock options grantediel as the fair value of shares issued undeethployee stock purchase plan was
estimated using the Black-Scholes option pricingleloThe following table summarizes the weightegrage assumptions used to value o
grants:

Stock Options Employee Stock Option Plar
2003 2004 2005 2003 2004 2005
Dividend yield 0% 0% 0% 0% 0% 0%
Expected volatility 69% 78% 59% 68% T7% 45%
Risk-free interest rat 1.59% 2.23% 3.67% 1.34% 1.83% 3.80%
Expected life (in years 1.9t 1.8t 3.0¢ 1.3 1.3 1.3

In estimating expected volatility, the Company édass historical volatility, volatility in marketded options on its common stock and
other relevant factors in accordance with SFAS I\&3. In light of the guidance in SAB 107, the Compeeevaluated the assumptions used to
estimate the value of stock options granted irsteond quarter of 2005. The Company revised tregilig) factor used to estimate the fair
value of stock-based compensation awarded beginnisgcond quarter of 2005 to be based on a blehstrical volatility of its common
stock and implied volatility of tradable forwardlloaptions to purchase shares of its common stBciar to the second quarter of 2005, the
Company estimated future volatility based on histdvolatility of its common stock over the mostent period commensurate with the
estimated expected life of the Company’s stockooysti

In addition, the Company bases its expected ligeimption on several factors, including the histraption exercise behavior of its
employees and the terms and vesting periods ajgtiens granted. Beginning with the second quart@004, the Company bifurcated its
option grants into two employee groupings (exeeuéind non-executive) based on exercise behavioclamyged the estimate of the expected
life from 1.5 years for all option grants in thesfiquarter of 2004 to 2.5 years for one group lagdar for the other group in the second quarter
of 2004. In the second quarter of 2005, in lightref guidance in SAB 107, the Company refinedstgrate of expected term for option grants
from 2.5 years for one group and 1 year for thewogroup to 4 years and 3 years, respectively.ddrapany will continue to monitor the
assumptions used to measure stock-based compemsatio
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The weighted-average fair value of employee stqations granted during 2003, 2004 and 2005 was $$885 and $6.16 per share,
respectively. The weighted-average fair value a@freb granted under the employee stock purchaselptarg 2003, 2004 and 2005 was $4.43,
$10.00 and $6.68 per share, respectively.

9. Income Taxes
The components of provision for (benefit from) ineotaxes for all periods presented were as follows:

Year Ended December 31

200:
2004 2005
Current tax provision
Federal —
$ $ 4 $ 638
State —
1 58C
Total current —
5 1,21:
Deferred tax provisior
Federal —
(31,459
State —
— (3,452
Total deferrec —
— (34,909
Amounts credited to equity for realized benefiadflitional tax stock optio —
deductions 17¢€ —
Provision for (benefit from) income taxes —
$ $181 $(33,697)

Provision for (benefit from) income taxes differiedm the amounts computed by applying the U.S.rf@dacome tax rate of 35 percent
to pretax income as a result of the following:

Year Ended December 31,

2003 2004 2005
Expected tax expense at U.S. federal statutoryofa@&% $ 2,214 $ 7,404 $ 2,917
State income taxes, net of Federal income taxt — 28 377
Valuation allowanct (5,919 (3,816 (35,596
Stoclk-based compensatic 3,64 (3,477 (1,437
Other 56 36 43
Provision for (benefit from) income tax $ — $ 181 $(33,697)
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The tax effects of temporary differences and taryfarwards that give rise to significant portionisthe deferred tax assets and liabilities
are presented below:

Year Ended December 31

2004 2005
Deferred tax asset
Net operating loss carryforwar $ 30,49: $ 9,90
Accruals and reserve 85& 3,88(
Depreciatior 842 10,84!
Stoclk-based compensatic 6,97¢ 9,72¢
Other 14 647
Gross deferred tax assi 39,17¢ 35,00!
Valuation allowance against deferred tax as (39,179 (96)
Net deferred tax asse $ — $ 34,90t

The total valuation allowance for the years endeddbnber 31, 2004 and 2005 decreased by $5,67138n088, respectively.

The Company continuously monitors the circumstatogscting the expected realization of its defetmdassets. 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¥itals. As a result of the Company’s analysiexgfected future income at December 31,
2005, it was considered more likely than not thdtssantially all deferred tax assets would be redlj 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 @vi@, including its past operating results anddhecast of future market growth, forecasted
earnings, future taxable income, and prudent aasiliée tax planning strategies. The remaining adnallowance is related to capital losses
which can only be offset against future capitahgai

As of December 31, 2005, the Company had net dpgritss carryforwards for federal tax purposeamggroximately $27 million,
excluding approximately $65 million attributabledrcess tax deductions related to stock optiomshémefit of which will be credited to equity
when realized. The federal net operating loss éammards will expire from 2019 to 2025, if not preusly utilized.

10. Employee Benefit Plan

The Company maintains a 401(k) savings plan cogesubstantially all of its employees. Eligible eoy#es may contribute up to 15
percent of their annual salary through payroll deiduns, but not more than the statutory limitstsethe Internal Revenue Service. The
Company matches employee contributions at theetisecr of the Board of Directors. During 2003, 2@0w 2005, the Company’s matching
contributions totaled $0, $379 and $905, respelgtive
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11. Selected Quarterly Financial Data (Unaudited

2004

Total revenue

Gross profi

Net income (loss

Net income (loss) per shal
Basic
Diluted

Subscribers at end of peri

2005

Total revenue

Gross profil

Net income (loss

Net income (loss) per shal
Basic
Diluted

Subscribers at end of peri

(1) Previously reported quarterly results have beensteljl to reflect the impact of the reclassificagidescribed in Note .

NETFLIX, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percegas)

Quarter Ended

March 31 (1) June 30 (1 September 30 (1 December 31 (2
$ 99,82! $119,71( $ 140,41 $ 140,66
$ 32,58¢ $ 35,73 $ 54,271 $ 48,00¢
$ (5,790 $ 2,891 $ 18,92t $ 5,56¢
$ (0.1) $ 0.0¢ $ 0.3€ $ 0.11
$ (0.12) $ 0.04 $ 0.2¢ $ 0.0¢

1,932 2,09: 2,22¢ 2,61(
$ 152,44¢ $164,02° $ 172,74 $ 193,00(
$ 41,76¢ $ 46,51( $ 57,31¢ $ 72,06¢
$ (8,819 $ 5,684 $ 6,94¢ $ 38,21
$ (0.19) $ 0.11 $ 0.1z $ 0.7C
$ (0.19) $ 0.0¢ $ 0.11 $ 0.57

3,01¢ 3,19¢ 3,592 4,17¢

(2) Netincome for the fourth quarter includes a berudfrealized deferred tax assets of $34,905, prapmately $0.52 per diluted sha
related to the recognition of the Comp’s deferred tax assets (See Note
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SIGNATURES

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

Netflix, Inc.

Dated: March 16, 2006 By: /s/ REeDH ASTINGS

Reed Hastings
Chief Executive Officer
(principal executive officel

Dated: March 16, 200 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 goairgtp Reed
Hastings and Barry McCarthy, and each of them,jsafte and lawful attorneys-in-fact and agentshviill power of substitution and
resubstitution, for him and in his name, place, stedd, in any and all capacities, to sign anyaihamendments 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 thempéuler and authority to do and perform each arehyesct and thing requisite and necessary
to be done in connection therewith, as fully toieiénts 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 ForrrKli@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 Direc March 16, 200¢
(principal executive officer)

Reed Hasting

/'s/ BARRY M c C ARTHY Chief Financial Officer (principal financial at March 16, 200¢
accounting officer)

Barry McCarthy
/s/  RICHARD B ARTON Director March 16, 200¢

Richard Bartor
/sl TimoTHY M. H ALEY Director March 16, 2006

Timothy M. Haley

/sl Jay C. Hoac Director March 16, 2006
Jay C. Hoa(
/s/ GREGS TANGER Director March 16, 2006

Greg Stange
/'s/  MicHAEL N. ScHUH Director March 16, 2006

Michael N. Schut
/s/ A. GEORGEB ATTLE Director March 16, 2006

A. George Battle
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Exhibit
Number
3.1
3.2
3.3

4.1
10.1t

10.21
10.3t
10.4t
10.5
10.6
10.7

10.11**

10.12**

10.13
10.14
10.15%
10.16%
23.1
24
311

EXHIBIT INDEX

Exhibit Description

Amended and Restated Certificate of Incorpora
Amended and Restated Byla

Certificate of Amendment to the Amended and Redtate
Certificate of Incorporatiol

Form of Common Stock Certifica

Form of Indemnification Agreement entered into bg t
registrant with each of its executive officers aliré:ctors

2002 Employee Stock Purchase F

Amended and Restated 1997 Stock |

2002 Stock Pla

Amended and Restated Stockhol’ Rights Agreemer
Office Lease between the registrant and BR3 Par

Lease Agreement with Lincc-Recp Oakland Opco, LLC, i
amendec

Letter Agreement between the registrant and ColarmbiStar
Home Entertainment, In

Revenue Sharing Output License Terms between thstrant
and Warner Home Vide

Lease between Sobrato Land Holdings and Netflix,
Lease between Sobrato Interests 1l and Netflix,
Description of Director Equity Compensation P
Executive Severance and Retention Incentive
Consent of Independent Registered Public Accouriing
Power of Attorney (see signature pa

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

Incorporated by Reference
Filed

Form File No. Exhibit Filing Date Herewith
10-Q  00C-49802 3.1 August 14, 200:.
S-1/A 33383878 34 April 16, 2002

10-Q  00C-49802 3.3 August 2, 200¢
S-1/A 33383878 4.1 April 16, 2002
S-1/A 33383878 10.1 March 20, 200:

S-1 33383878 10.2 March 6, 200z
S-1/A 33383878 10.3 May 16, 200z

S-1 3383878 104 March 6, 200:

S-1 33583878 10.5 March 6, 200z

S-1 33583878 10.7 March 6, 200z

S-1 33383878 10.8 March 6, 200z
S-1/A 33383878 10.12 May 20, 200z
S-1/A 33383878 10.13 May 20, 200z

10-Q  00C-49802 10.15 August 2, 200¢

10-Q  00C-49802 10.16 August 2, 200¢

8-K 00C-49802 10.1 July 5, 200t

8-K 00C-49802 10.2 July 5, 200t

X
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Incorporated by Reference

: — — Filed
Exhibit Form File No. Exhibit Filing Date Herewith
Number Exhibit Description
31.2 Certification of Chief Financial Officer Pursuant$ection 302 ¢
the Sarban«Oxley Act of 200z X
32.1* Certifications of Chief Executive Officer and Chlghancial
Officer Pursuant to Section 906 of the SarbanegpAkt of
X

2002

**Confidentialtreatment granted on portions of these exhi

*

T Indicatesa management contract or compensatory

These certifications are not deemed filed by th€ @Rd are not to be incorporated by reference yrfiing we make under the
Securities Act of 1933 or the Securities Exchangedk 1934, irrespective of any general incorpamaianguage in any filing:



Exhibit 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
Netflix, Inc.:

We consent to the incorporation by reference irRbgistration Statements on Form S-8 (Nos. 333-89823-104250, 333-113198 and 333-
123501) of Netflix, Inc. of our reports dated Matbh 2006, relating to the consolidated balancetshef Netflix, Inc. and subsidiary as of
December 31, 2004 and 2005, and the related cdasetl statements of income, stockholders’ equityamprehensive income, and cash
flows for each of the years in the three-year meended December 31, 2005, management’s assesshtbateffectiveness of internal control
over financial reporting as of December 31, 200 the effectiveness of internal control over ficiahreporting as of December 31, 2005,
which reports appear in this December 31, 2005 ameyport on Form 10-K of Netflix, Inc.

Our report, dated March 14, 2006, on managemesssssment of the effectiveness of internal cootret financial reporting and the
effectiveness of internal control over financighoeting as of December 31, 2005, expresses oufapthat Netflix, Inc. did not maintain
effective internal control over financial reporting of December 31, 2005 because of the effechudtarial weakness on the achievement of
the objectives of the control criteria and containsexplanatory paragraph that states that the @oynidentified a material weakness related to
their accounting for income taxes.

/sl KPMG LLP

Mountain View, California
March 14, 2006



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 Form 16fWetflix, Inc.;

2. Based on my knowledge, this report does notaiorny untrue statement of a material fact or donditate a material fact necessary to
make the statements made, in light of the circunt&ts under which such statements were made, nk#adisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statemamtd,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, amdthe periods presented in this report;

4. The registrant’s other certifying officer andre responsible for establishing and maintainirsgldsure 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
() and 15d-15(f)) for the registrant and we have:

a) designed such disclosure controls and procedoresused such disclosure controls and procedoifes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgubsidiaries, 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 financiglomting, or caused such internal control over faiahreporting 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 registgadisclosure controls and procedures and preséntad report our conclusions ab
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyeport based on such evaluation; and

d) disclosed in this report any change in the tegi's internal control over financial reporting thatoaed during the registre'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 anddve disclosed, based on our most recent evaluatiorernal control over financial
reporting, to the registrant’s auditors and theitaemmmittee of registrant’s board of directors parsons performing the equivalent function):

a) all significant deficiencies and material weas®es in the design or operation of internal cortvelr financial reporting which a
reasonably likely to adversely affect the regidfsaability to record, process, summarize and refioancial information; and

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

Dated: March 16, 2006 /'s/ REEDH ASTINGS
By:

Reed Hastings
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 16fWetflix, Inc.;

2. Based on my knowledge, this report does notaiorny untrue statement of a material fact or donditate a material fact necessary to
make the statements made, in light of the circunt&ts under which such statements were made, nk#adisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statemamtd,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, amdthe periods presented in this report;

4. The registrant’s other certifying officer andre responsible for establishing and maintainirsgldsure 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
() and 15d-15(f)) for the registrant and we have:

a) designed such disclosure controls and procedoresused such disclosure controls and procedoifes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgubsidiaries, 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 financiglomting, or caused such internal control over faiahreporting 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 registgadisclosure controls and procedures and preséntad report our conclusions ab
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyeport based on such evaluation; and

d) disclosed in this report any change in the tegi's internal control over financial reporting thatoaed during the registre'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 anddve disclosed, based on our most recent evaluatiorernal control over financial
reporting, to the registrant’s auditors and theitaemmmittee of registrant’s board of directors parsons performing the equivalent function):

a) all significant deficiencies and material weas®es in the design or operation of internal cortvelr financial reporting which a
reasonably likely to adversely affect the regidfsaability to record, process, summarize and refioancial information; and

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

Dated: March 16, 2006 /sl BARRY M cC ARTHY
By:

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, 2005 fully compligb thie requirements of Section 13(a) or
15(d) of the Securities Exchange Act of 1934 arad ififormation contained in such report fairly pets, in all material respects, the financial
condition and results of operations of Netflix, Inc

Dated: March 16, 200 /s/ REEDH ASTINGS
By:

Reed Hasting
Chief Executive Office

I, Barry McCarthy, certify, pursuant to 18 U.S.@c8on 1350, as adopted pursuant to Section 9@itecbarbanes-Oxley Act of 2002,
that the Annual Report on Form 10-K of Netflix, Irfior the year ended December 31, 2005 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 otflibe Inc.

Dated: March 16, 2006 /s/ BARRY M cC ARTHY
By:

Barry McCarthy
Chief Financial Office!



