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PART I. FINANCIAL INFORMATION
ltem1. Condensed Consolidated Financial Statements

Index to Condensed Consolidated Financial Statemest
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Revenue:
Cost of revenues
Subscriptior
Fulfillment expenses
Total cost of revenue
Gross profit
Operating expense
Technology and developmen
Marketing *
General and administrative
Gain on disposal of DVD
Gain on legal settleme
Total operating expens
Operating incom:
Other income
Interest and other incon
Income before income tax
Income taxe:
Net income
Net income per shar
Basic
Diluted

Netflix, Inc.

Condensed Consolidated Statements of Operations

(unaudited)
(in thousands, except per share data)

Weighted average common shares outstani

Basic
Diluted

* Stock-based compensation included in expense line iterr

Fulfillment expense
Technology and developme
Marketing

General and administratiy

See accompanying notes to condensed consolidaiucfal statements.
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Three Months Ended

Nine Months Ended

September 3C September 3C September 3C September 3C
2006 2007 2006 2007
$ 255,95( $ 293,97. $ 719,42 $ 902,98!
135,21( 163,70° 390,03¢ 495,73¢
23,58 30,74¢ 67,60: 90,38¢
158,79« 194,45; 457,63 586,11¢
97,151 99,51¢ 261,79( 316,86°
11,92¢ 18,21¢ 35,17¢ 52,83¢
59,36 49,16¢ 159,36¢ 166,55¢
9,94¢ 12,89¢ 25,01 38,93(
(1,147 (2,310 (3,499 (5,500)
— — — (7,000
80,10 77,96 216,06 245,82
17,05¢ 21,552 45,72¢ 71,04(
4,681 5,08¢ 10,84( 15,41
21,74 26,64 56,56¢ 86,45!
8,96 10,90¢ 22,344 35,27¢
$ 12,78: $ 15,73 $ 34,22 $ 51,17¢
$ 0.1¢ $ 0.24 $ 0.5€ $ 0.7€
$ 0.1¢ $ 0.2 $ 0.5C $ 0.74
68,08! 66,46¢ 60,60¢ 67,72:
70,34¢ 68,09( 68,62¢ 69,56(
$ 21% $ 99 $ 69¢€ $ 327
884 1,00z 2,71¢ 2,59(
54C 547 1,62: 1,59¢
1,532 1,46t 4,531 4,21¢
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Assets
Current asset:
Cash and cash equivalel
Shor-term investment
Prepaid expenst
Prepaid revenue sharing expen
Deferred tax asse
Other current asse
Total current asse
Content library, ne
Property and equipment, r
Deferred tax asse
Other asset
Total asset

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

Common stock, $0.001 par value; 160,000,000 slard®rized at December 31, 2006 and
September 30, 2007; 68,612,463 and 65,667,491dsmu outstanding at December 31, 2006
September 30, 2007, respectiv

Additional paic-in capital

Netflix, Inc.

Condensed Consolidated Balance Sheets
(unaudited)
(in thousands, except share and par value data)

Accumulated other comprehensive inca

Retained earnings (accumulated defi

Total stockholder equity

Total liabilities and stockholde’ equity

See accompanying notes to condensed consolidaiucial statements.
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As of

December 31 September 3C

2006 2007
$ 400,43l $ 179,80«
— 206,37"
4,742 6,07¢
9,45¢ 7,55:
3,15¢ 2,80¢
10,63t 15,697
428,41 418,31¢
104,90t 114,25
55,50: 71,61¢
15,60( 16,51
4,35( 3,49
$ 608,77 $ 624,19
$ 93,86 $ 89,49
29,90¢ 42,01%
69,67¢ 56,32
193,44 187,83:
1,121 1,927
194,56¢ 189,75¢
69 66
454,73: 423,04¢
— 737
(40,589 10,58:
414,21 434,43¢
$ 608,77 $ 624,19
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Netflix, Inc.

Condensed Consolidated Statements of Cash Flows
(unaudited)
(in thousands)

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2006 2007 2006 2007

Cash flows from operating activities:
Net income $ 12,78 $ 15,73 $ 34,22 $ 51,17¢
Adjustments to reconcile net income to net caskigsea by
operating activities

Depreciation of property and equipm 4,06¢ 5,752 11,52¢ 15,47¢
Amortization of content librar 36,25: 48,23 95,44 148,66«
Amortization of intangible asse 25 25 48 74
Amortization of discounts and premiums on investts — 23 — (48)
Stocl-based compensation expel 3,16¢ 3,11z 9,56¢ 8,73¢
Excess tax benefits from stc-based compensatic (3,929 (5,170 (7,565 (21,269
Loss (gain) on disposal of property and equipn — 12¢ (23 12¢
Gain on sale of shc-term investment — (270 — (3649)
Gain on disposal of DVD (2,247 (3,939 (6,319 (11,73)
Deferred taxe 4,12¢ (300 13,49¢ (2,060
Changes in operating assets and liabilit
Prepaid expenses and other current a: (1439 111 (3,930 (4,49
Accounts payabl (2,629 6,04¢ 30 (387)
Accrued expense 9,04¢ 11,43¢ 12,64: 33,37¢
Deferred revenu 84¢€ (4,207 1,34: (13,357
Deferred ren 78 741 267 80¢€
Net cash provided by operating activit 61,46: 77,56t 160,75: 205,73:
Cash flows from investing activities:
Purchases of shterm investment — (51,977 — (370,115
Proceeds from sale of sh-term investment — 41,26 — 165,37¢
Purchases of property and equipm (5,23)) (7,412 (15,809 (34,399
Acquisition of intangible assi — — (58%) —
Acquisitions of content librar (37,25%) (39,457 (113,239 (165,34¢)
Proceeds from sale of DVL 3,67¢ 4,76( 8,90¢ 17,75¢
Proceeds from disposal of property and equipr — — 23
Other asset (311) 61E (52¢) 77¢
Net cash used in investing activit| (39,127 (52,197 (121,229 (385,93)
Cash flows from financing activities:
Proceeds from issuance of common si 77€ 417 109,39¢ 3,86¢
Excess tax benefits from stc-based compensatic 3,92 5,17( 7,56t 21,26¢
Repurchases of common stc — (35,33)) — (65,549
Net cash (used in) provided by financing activi 4,69¢ (29,746 116,96: (40,420)
Net increase (decrease) in cash and cash equis 27,03¢ (4,379 156,48! (220,629)
Cash and cash equivalents, beginning of pe 341,70: 184,18 212,25¢ 400,43(
Cash and cash equivalents, end of pe $ 368,74 $ 179,80:¢ $ 368,74 $ 179,80:¢

See accompanying notes to condensed consolidaiucfal statements.
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Netflix, Inc.

Notes to Condensed Consolidated Financial Statement

1. Basis of Presentation and Summary of Significarkccounting Policies

The accompanying condensed consolidated interiamifal statements of Netflix, Inc. and its whollyreed subsidiary (the
“Company”) have been prepared in conformity witk@mting principles generally accepted in the Whisates and are consistent in all
material respects with those applied in the Comjsafignual Report on Form 1B-for the year ended December 31, 2006. The préparaf
consolidated financial statements in conformityhwit.S. generally accepted accounting principlesireg management to make estimates
judgments that affect the amounts reported in tmsalidated financial statements and accompanyabesn Examples include the estimate
useful lives and residual value of its contentdiyr the valuation of stock-based compensation;thadecognition and measurement of
income tax assets and liabilities. The actual tesdperienced by the Company may differ from mansant’s estimates.

The interim financial information is unaudited, laflects all normal recurring adjustments that arehe opinion of management,
necessary to fairly present the information setfberein. The interim financial statements shduddead in conjunction with the audited
financial statements and related notes includetdéarCompany’s Annual Report on Form 10-K for tharyended December 31, 2006 filed
with the Securities and Exchange Commission (tHeC’§ on February 28, 2007. Interim results aremestessarily indicative of the results
for a full year.

Reclassifications

Certain amounts in the Company’s condensed coragelicstatements of cash flows for the nine montde@ September 30, 2007 were
reclassified to conform to the current period pnéson. For the six months ended June 30, 20@7¢chlange in accounts payable within cash
provided by operating activities included amouragagble for acquisition of content of $7.0 milliarhis amount should have been reflecte
a reduction to acquisition of content within nesltaised in investing activities. As this amount w@ssidered immaterial, we have
reclassified $7.0 million from accounts payablehivitnet cash provided by operating activities tquasition of content library within net ca
used in investing activities for the nine monthdesh September 30, 2007, and will reclassify forttinee and six months ended June 30, 2007
in future filings. This reclassification does navie an impact on revenues, net income or net ingmnshare for the impacted periods. The
following table reflects the impact of the recldissition:

Three Months Endec

Six Months Endec

June 30, June 30,
2007 2007

Changes in accounts payat

As previously reporte $ (10,85() $ 54¢

Reclassification: (6,989 (6,989

As Reclassifiet $ (17,839 $ (6,435
Cash flows from operating activitie

As previously reporte $ 72,12 $ 135,15(

Reclassification: (6,989 (6,989

As Reclassifiet $ 65,137 $ 128,16t
Acquisitions of content library

As previously reporte $ (64,33)) $ (132,879

Reclassification: 6,98¢ 6,984

As Reclassifiet $ (57,35) $ 125,89)
Net cash used in investing activitit

As previously reporte $ (90,887) $  (340,72)

Reclassification: 6,98 6,98¢

As Reclassifiet $ (83,89) $ (333,740
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Fair Value of Financial | nstruments

The fair value of the Compars/tash and cash equivalents, accounts payablecanted expenses approximates their carrying vala
to their short maturities.

Cash Equivalents and Short-term I nvestments

The Company classifies cash equivalents and shortinvestments in accordance with Statement adrigial Accounting Standards
(“SFAS”) No. 115,Accounting for Certain Investments in Debt and Bg8ecurities The Company considers investments in instruments
purchased with an original maturity of 90 daysemslto be cash equivalents. The Company classti@s-term investments as available-for-
sale which consists of marketable securities wiigilval maturities in excess of 90 days. Shertn investments are reported at fair value
unrealized gains and losses included in accumutattegt comprehensive income within stockholdersiitggn the condensed consolidated
balance sheet. The amortization of premiums antbdigs on the investments, realized gains anddpssel declines in value judged to be
other-than-temporary on available-for-sale seasitire included in interest and other income irctielensed consolidated statements of
operations. The Company uses the specific ideatito method to determine cost in calculating maligains and losses upon the sale of
short-term investments.

Restricted Cash

As of September 30, 2006 and 2007, other assetsledt restricted cash of $0.8 million and $1.5 imnil] respectively, related to
workers' compensation insurance deposits. In aaditis of September 30, 2006 and 2007, other duassets included $2.2 million and $2.3
million, respectively, set aside for plaintiffstatneys’ fees and expenses in @leavez vs. Netflix, Intawsuit.

Content Library

The Company acquires content from studios andilsligtrs through direct purchases, revenue shagngements or license agreeme
The Company acquires content for the purpose a@arémits subscribers and earns subscription teet@nues and as such, the Company
considers its content library to be a productiveeasAccordingly, the Company classifies its cohtimary as a non-current asset in its
condensed consolidated balance sheets. Additigrialgccordance with SFAS No. Btatement of Cash Flowsash outflows for the
acquisition of the content library, net of changeaccounts payable, are classified as cash floova fnvesting activities in the Company’s
condensed consolidated statements of cash flows.igclusive of any upfront non-refundable payserequired under revenue sharing
agreements.

The Company amortizes its DVDs, less estimatedagalwalue, on a “sum-of-the-months” accelerate@slmar their estimated useful
lives. The useful life of the new-release DVDs &adk-catalog DVDs is estimated to be 1 year anda3sgy respectively. In estimating the
useful life of its DVDs, the Company takes into @eat library utilization as well as an estimate lfst or damaged DVDs. Volume purchase
discounts received from studios on the purchasitles are recorded as a reduction of DVD inventwhen earned.

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

The Company amortizes license fees on Internetebesietent on a straight-line basis over the terrheflicense agreement.

Amortization of I ntangible Assets

Intangible assets are carried at cost less acctedudamortization. The Company amortizes the intalegissets with finite lives using
the straight-line method over the estimated ecoadivés of the assets, ranging from approximat@yadars to 14 years. Intangible assets are
included as part of other assets in the condensesbtidated balance sheets. In the first quart@06f7, the Company wrote off fully
amortized intangible assets of $11.9 million.

Property and Equipment

Property and equipment are carried at cost leamaglated depreciation. Depreciation is calculatsidgithe straight-line method over
the shorter of the estimated useful lives of tlepeetive assets, generally up to 5 years, or teeleerm for leasehold improvements, if
applicable.
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I mpairment of Long-Lived Assets

In accordance with SFAS No. 144¢counting for the Impairment or Disposal of Longdd Assetslong-lived assets such as property
and equipment and intangible assets subject totaation, are reviewed for impairment whenever ésem changes in circumstances
indicate that the carrying amount of an asset groap not be recoverable. Recoverability of assetigs to be held and used is measured
comparison of the carrying amount of an asset gtogstimated undiscounted future cash flows exguett be generated by the asset group.
If the carrying amount of an asset group exceedastimated future cash flows, an impairment chargecognized by the amount by which
the carrying amount of an asset group exceedsdhie of the asset group.

Capitalized Software Costs

The Company accounts for software development cimgtisiding costs to develop software productsherdoftware component of
products to be marketed to external users, asasedbftware programs to be used solely to meaTtimepany’s internal needs in accordance
with SFAS No. 86Accounting for the Costs of Computer Software t&Blel, Leased, or Otherwise Marketadd Statement of Position
(SOP) No. 98-1Accounting for Costs of Computer Software Develapedbtained for Internal UseCosts related to products to be mark
to external users are capitalized once technolbfgeaibility has been reached. Costs incurredndyutiie application development stage for
software programs to be used solely to meet oarniat needs are capitalized. Capitalized softwastscare included in property and
equipment, net and are amortized over the estimagefll life of the software, which is generally topthree years.

Revenue Recognition

Subscription revenues are recognized ratably oaeh subscriber’'s monthly subscription period. Rdfuto subscribers are recorded as
a reduction of revenues. Revenues from sales araging are recognized upon completion of the c@gp Revenues are presented net of
the taxes that are collected from customers andtteziio governmental authorities. Deferred revetamsists of subscription revenues billed
to subscribers that have not been recognized. E2efeevenue also includes gift subscriptions tlaatmot been redeemed.

Cost of Revenues

SubscriptionCost of subscription consists of postage and pacgagxpenses, amortization of the content librargy eevenue sharing
expenses related to shipping titles and the dgligéinternet-based content to paying subscridRevenue sharing expenses are recorded
when either a) DVDs are shipped to subscriberg émtbrnet-based content is viewed by subscribers.

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

Fulfillment expenseg$-ulfillment expenses represent those costs incunregerating and staffing the Company’s fulfilimiemd
customer service centers, including costs attriidatto receiving, inspecting and warehousing then@any’s content library. Fulfillment
expenses also include credit card fees.

Technology and Devel opment

Technology and development expenses consist objpayrd related expenses incurred in testing, raaiirtg and modifying the
Company’s Web Site, its recommendation serviceelbing solutions for the Internet-based deliveirgantent to subscribers,
telecommunications systems and infrastructure dimer anternal-use software systems. Technologydawelopment expenses also include
depreciation on computer hardware and capitalipftsvare included in research and development dietfvi

Marketing

Marketing expenses consist of payroll and relatgrbeses and advertising expenses. Advertising egsanclude marketing program
expenditures and other promotional activities,udolg revenue sharing expenses, postage and pagkagpenses and content amortization
related to free trial periods. Advertising costs arpensed as incurred except for advertising taztucosts, which are expensed the first
time the advertising is run.
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The Company and its vendors participate in a wanétooperative advertising programs and othemational programs in which the
vendors provide the Company with cash considerati@xchange for marketing and advertising of taedor’s products. If the consideration
received represents reimbursement of specific mergal and identifiable costs incurred to prombtewendor’s product, it is recorded as an
offset to the associated marketing expense incufed reimbursement greater than the specific imenetal and identifiable costs incurred is
recognized as a reduction of cost of revenues wdergnized in the Company’s statements of operstion

Income Taxes

The Company accounts for income taxes using thet assl liability method. Deferred income taxesraeognized by applying enacted
statutory tax rates applicable to future yearsiffergnces between the financial statement carrgimgunts of existing assets and liabilities
and their respective tax bases and operating la$sax credit carryforwards. The effect on defei@dassets and liabilities of a change in tax
rates is recognized in income in the period theluitles the enactment date. The measurement ofeléfiexx assets is reduced, if necessar
a valuation allowance for any tax benefits for vhiature realization is uncertain.

Comprehensive | ncome

The Company reports comprehensive income or loasdénrdance with the provisions of SFAS No. 1R@porting Comprehensive
Income, which establishes standards for reporting congmsive income and its components in the finant&éments. Other comprehensive
income consists of unrealized gains and lossewvaitahle-for-sale securities, net of tax. See Nbte the condensed consolidated financial
statements for further discussion.
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Net |ncome Per Share

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

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2006 2007 2006 2007

(in thousands, except per share data)
Basic earnings per shal

Net income $ 12,78 $ 15,73: $ 34,22 $ 51,17¢
Shares used in computatic
Weighte-average common shares outstant 68,08 66,46¢ 60,60¢ 67,72:
Basic earnings per she $ 0.1¢ $ 0.24 $ 0.5€ $ 0.7€
Diluted earnings per shar
Net income $ 12,78 $ 15,73 $ 34,22 $ 51,17¢
Shares used in computatic
Weightec-average common shares outstanc 68,08 66,46¢ 60,60¢ 67,72:
Warrants 6 — 5,472 —
Employee stock options and employee stock purchlase
shares 2,25¢ 1,621 2,54¢ 1,837
Weightec-average number of shar 70,34¢ 68,09( 68,62¢ 69,56(
Diluted earnings per sha $ 0.1¢ $ 0.2 $ 0.5C $ 0.74

For the three and nine months ended Septembel086,&hd 2007, employee stock options with exemig®es greater than the average
market price of the common stock were excluded ftloendiluted calculation as their inclusion woulvb been anti-dilutive. For the three
and nine months ended September 30, 2006, no ndistawarrants were excluded from the diluted dalkion as their exercise prices were
lower than the average market price of the comntocks There were no outstanding warrants duringhihee and nine months ended
September 30, 2007.

The following table summarizes the outstanding pid&common shares excluded from the diluted dat@n:

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2006 2007 2006 2007
(in thousands) (in thousands)
Employee stock optior 1,452 2,66( 1,22: 2,071

Stock-Based Compensation

Effective January 1, 2006, the Company adoptedain@alue recognition provisions of SFAS No. 128vfsed 2004)Share-Based
Paymentusing the modified prospective method. The Compaad/previously adopted the fair value recognitioovjsions of SFAS No. 12
Accounting for Sto-Based Compensatioas amended by SFAS No. 14&;counting for Stock-Based Compensation — Tramséitd
Disclosure, an Amendment of FASB Statement Nain 2003, and restated prior periods at that timecaBise the fair value recognition
provisions of SFAS No. 123 and SFAS No. 123(R) wgeerally consistent, the adoption of SFAS No.(R28lid not have a significant
impact on the Company’s financial position or ré&sof operations. Upon the adoption of SFAS No.(R23the Company classified tax
benefits resulting from tax deductions in excesthefcompensation cost recognized for those optsrfsiancing cash flows.

In March 2005, the SEC issued Staff Accounting &inl (“SAB”) No. 107 regarding the SEC’s interpitata of SFAS No. 123(R) and
the valuation of share-based payments for publigpamies. The Company has applied the provisioi®A& No. 107 in its adoption of SFAS
No. 123(R). See Note 6 to the condensed consofidatancial statements for a further discussiorstmek-based compensation.
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Recent Accounting Pronouncements

In February 2007, the Financial Accounting Stangd@dard (“FASB”) issued SFAS No. 15Bhe Fair Value Option for Financial
Assets and Financial Liabilitiee SFAS No. 159 allows companies to choose to measarg financial instruments and certain other itatns
fair value. The statement requires that unrealgagds and losses on items for which the fair valpigon has been elected to be reported in
earnings. SFAS No. 159 also amends certain pravgdsid SFAS No. 115)ccounting for Certain Investments in Debt and BgB8iecurities
SFAS No. 159 is effective for fiscal years begimnaiter November 15, 2007, although earlier adopsgermitted. The Company does not
expect the adoption of this standard to have anmhtdfect on its financial position or resultsaferations.

2. Short-term Investments
As of September 30, 2007, short-term investments wiassified as available-for-sale securities amdreported at fair value as follows:

Gross Gross

Gross Unrealized Unrealized
Amortized Estimated
Cost Gains Losses Fair Value
(in thousands)
Corporate debt securiti $34,44 $ 102 $ (79 $ 34,46¢
Government and agency securi 131,16: 1,173 — 132,33t
Asset and mortgage backed securi 39,54( 99 (69) 39,57(

$205,14¢ $ 1,37¢ $ (14f) $206,37

3. Content Library
Content library and accumulated amortization arfobews:

As of
December 31 September 3C
2006 2007
(in thousands)
Content library, gros $ 484,03: $ 627,95(
Less accumulated amortizati (379,126 (513,699
Content library, ne $ 104,90¢ $ 114,25
4. Other Comprehensive Income
The components of comprehensive income are assilo
Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2006 2007 2006 2007
(in thousands)
Net income $ 12,78! $ 15,73 $ 34,22; $ 51,17¢
Other comprehensive incorr
Change in unrealized gain on available-for-s:
securities, net of ta — 1,25¢ — 737
Comprehensive incon $ 12,78! $ 16,99 $  34,22: $ 51,91

5. Stock Repurchases

On April 18, 2007, the Company announced a stopln@hase program allowing the Company to repurcbpge $100.0 million of its
common stock through the end of 2007. During theglmonths ended September 30, 2007, the Comppuaschased 2,061,687 shares of
common stock at an average price of $17.14 peedbaian aggregate amount of $35.3 million. Duting nine months ended September 30,
2007, the Company repurchased 3,444,149 sharesrohon stock at an average price of $19.03 per $haen aggregate amount of $65.5
million. Stock repurchases are accounted for utiteeretirement method as all shares repurchasezilfean retired. There were no unsettled
share repurchases as of September 30, 2007.

12
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6. Employee Stock Benefit Plans
Employee Stock Purchase PI

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

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

Under the Company’s ESPP, employees may purchasmon stock of the Company through accumulated flageductions. The
purchase price of the common stock acquired by eyegls participating in the ESPP is 85% of the nlpgirice on either the first day of the
offering period or the last day of the purchaseqguemwhichever is lower. Through May 1, 2006, offfigrperiods were twenty-four months,
and the purchase periods were six months. Theredah offering period included four sixenth purchase periods, and the purchase pri
each six-month period was determined by compaheglosing prices on the first day of the offerpegiod and the last day of the applicable
purchase period. In this manner, the look-bacld&sermining the purchase price was up to twenty-foonths. However, effective May 1,
2006, the ESPP was amended so that the offeringanctiase periods take place concurrently in cartsecsix month increments. Under the
amended ESPP, therefore, the look-back for detémgithe purchase price is six months. Employees imagst up to 15% of their gross
compensation through payroll deductions. In no eghall an employee be permitted to purchase niane 8,334 shares of common stock
during any six-month purchase period. As of Sepwm30, 2007, 2,724,892 shares were available tardussuance under the 2002
Employee Stock Purchase Plan.

Stock Option Plans

In December 1997, the Company adopted the 199k Blam, which was amended and restated in Octdht.2ZThe 1997 Stock Plan
provides for the issuance of stock purchase rigitgntive stock options or non-statutory stockans. As of September 30, 2007, 615,024
shares were reserved for future issuance uporxéreise of outstanding options under the 1997 SRiak.

In February 2002, the Company adopted the 200X Rtan, which was amended and restated in May 200§ 2002 Stock Plan
provides for the grant of incentive stock optiom®imployees and for the grant of non-statutorykstqations and stock purchase rights to
employees, directors and consultants. As of Septel, 2007, 4,241,323 shares were reserved forefigsuance upon the exercise of
outstanding options under the 2002 Stock Plan.

Vested stock options granted before June 30, 2804e exercised up to three months following teatidm of employment. Vested
stock options granted after June 30, 2004 and defanuary 1, 2007 can be exercised up to one ghawving termination of employment.
Vested stock options granted on or after Janua2@Q7 can be exercised up to ten years followirgigregardless of employment status.
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A summary of option activity during the nine montrsded September 30, 2007 is as follows:

Options Outstanding

Weighted-Average Aggregate
Shares Available Remaining Intrinsic Value
Number of Weighted-Average Contractual Term

For Grant Shares Exercise Price (in years) (in thousands'
Balances as of December 31, 2! 5,605,18: 5,453,45: $ 14.2:
Granted (230,445 230,44! 23.92
Exercisec — (149,48() 5.13
Cancelec 35,36¢ (35,36¢6) 30.6(

Balances as of March 31, 20 5,410,10! 5,499,05; 14.7¢ 6.94 $ 55,62:
Granted (259,24 259,24’ 22.3¢
Exercisec — (147,246 4.51
Cancelec 24,23! (24,23) 29.4

Balances as of June 30, 2(C 5,175,08! 5,586,82; 15.3¢ 6.87 $ 39,98t
Granted (339,20 339,20: 18.2(C
Exercisec — (90,996 4.5¢
Cancelec 20,46( (20,460) 28.9i

Balances as of September 30, 2 4,856,34 5,814,561 15.6: 6.8: $  43,75(

Vested and exercisable as of September 30, 5,814,561 15.6: 6.8< 43,75(

The aggregate intrinsic value in the table abopeagents the total pretax intrinsic value (theeddhce between the Company’s closing
stock price on the last trading day of the thirdutier of 2007 and the exercise price, multipliedt®/ number of in-the-money options) that
would have been received by the option holdersafiamption holders exercised their options on Smyer 30, 2007. This amount changes
based on the fair market value of the Company’smmomstock. Total intrinsic value of options exeedsluring the three and nine months
ended September 30, 2006 was $2.6 million and $28libn, respectively. Total intrinsic value of igns exercised during the three and r
months ended September 30, 2007 was $1.3 millidr&rs million, respectively.

Cash received from option exercises and purchasdsr the ESPP for the three and nine months enggidi®ber 30, 2006 was $0.8
million and $8.5 million, respectively, and $0.4llinn and $3.8 million for the three and nine man#énded September 30, 2007.
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Stock-Based Compensation

For newly granted options, beginning in January72@dnployee stock options will remain exercisabletifie full ten year contractual
term regardless of employment status. In conjunatiith this change, the Company changed its metifieélculating the fair value of new
stock-based compensation awards granted undeodis gption plans from a Black-Scholes model tatiide-binomial model. The Company
believes that the lattice-binomial model is morpatae of incorporating the features of the Compsugyhployee stock options than closed-
form models such as the Black-Scholes model. Ttiedabinomial model has been applied prospectit@lgptions granted in 2007. The
following table summarizes the assumptions usadlbae option grants using the Black-Scholes mau@006 and a latticeinomial model ir
2007:

Three Months Ended Nine Months Ended
September 3C  September 3C
September 30, September 30,

2006 2007 2006 2007
Dividend yield 0% 0% 0% 0%
Expected volatility 46%-48% 48% 44%-53% 43%-48%
Risk-free interest rat 5.00% 4.92% 4.45%-5.00% 4.65%-4.92%
Expected life (in years 3-5 — 3-5 —
Suboptimal exercise fact — 1.77-2.0¢ — 1.77-2.0¢

Pos-vesting termination rat — — — —

The fair value of shares issued under the ESP8&tima&ed using the Black-Scholes option pricing elodhe following table
summarizes the assumptions used to value shaueslissider the ESPP:

Nine Months Ended

September 3C September 3C
2006 2007
Dividend yield 0% 0%
Expected volatility 39% 41%
Risk-free interest rat 5.01% 5.0%%
Expected life (in years 0.t 0.t

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

The Company bifurcates its option grants into twpyee groupings (executive and non-executivegthas exercise behavior and
considers several factors in determining the esérohexpected life for each group, including tligtdrical option exercise behavior, the te
and vesting periods of the options granted. Irthihee and nine months ended September 30, 200&r thmellattice-binomial model, the
Company used a suboptimal exercise factor rangorg £.06 to 2.09 for executives and 1.77 for noeeettives, which resulted in a
calculated expected life of the option grants gk&rs for executives and 4 years for non-executivethe three and nine months ended
September 30, 2006, under the Black-Scholes mtgelCompany used an estimated expected life obBsyfer executives and 3 years for
non-executives, respectively.

The Company bases the risk-free interest rate 8 Treasury zero-coupon issues with remaining teimgar to the expected term on
the options. The Company does not anticipate pagirygcash dividends in the foreseeable future hekfore uses an expected dividend
yield of zero in the option valuation model. Then@many does not use a g-vesting termination rate as options are fully gdsipon grant
date.

The weighted-average fair value of employee stqitlons granted during the three and nine monthe@&kptember 30, 2006 was
$9.43 and $10.82 per share, respectively. The wedghverage fair value of employee stock optiormsiggd during the three and nine months
ended September 30, 2007 was $8.15 and $9.34 gy, shspectively.
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The following table summarizes stock-based comp@rsaxpense, net of tax, related to stock optiampand employee stock
purchases under SFAS No. 123(R) for the three am@imonths ended September 30, 2006 and 2007 wiastallocated as follows:

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2006 2007 2006 2007
(in thousands)
Fulfillment expense $ 218 $ 99 $ 69€ $ 327
Technology and developme 884 1,00z 2,71¢ 2,59(
Marketing 54C 547 1,62 1,59¢
General and administrati\ 1,532 1,46t 4,531 4,21¢
Stocl-based compensation expense before income 3,16¢ 3,11z 9,56¢ 8,73¢
Income tax effec (1,306 (1,279 (3,779 (3,557%)
Total stocl-based compensation after income te $ 1,86¢ $  1,84C $ 578 $ 517

7. Income Taxes

On January 1, 2007, the Company adopted the pomgif Financial Accounting Standards Board Intigtion (“FIN”) No. 48,
Accounting for Uncertainty in Income Tay. The adoption of FIN No. 48 did not have a mateffect on our financial position or results of
operations. In addition, there are no uncertairpt@sitions whose resolution in the next 12 monshsxpected to materially affect operating
results. The Company accounts for income taxegubimasset and liability method. Deferred incom@$ are recognized by applying
enacted statutory tax rates applicable to futuegs/eo differences between the financial stateroamying amounts of existing assets and
liabilities and their respective tax bases and aijrey loss and tax credit carryforwards. The eftectleferred tax assets and liabilities of a
change in tax rates is recognized in income irpréod that includes the enactment date. The measant of deferred tax assets is reduce
necessary, by a valuation allowance for any taefiesfor which future realization is uncertain.efT@ompany recognizes interest and/or
penalties related to uncertain tax positions ime tax expense.

The Company files income tax returns in the U.8efal jurisdiction and various states. The Compgarspbject to U.S. federal or state
income tax examinations by tax authorities for gester 1997.

8. Legal Proceedings

From time to time, in the normal course of its @iens, the Company is a party to litigation matt@nd claims, including claims
relating to employee relations and business presticitigation can be expensive and disruptivediomal business operations. Moreover, the
results of complex legal proceedings are diffitalpredict and we cannot reasonably estimate kiediHiood or potential dollar amount of any
adverse results. The Company expenses legal féesuased. Listed below are material legal procegdito which the Company is a party.
An unfavorable outcome of any of these mattersccbalve a material adverse effect on the Compameasial position, liquidity or results
of operations.

On September 23, 2004, Frank Chavez, individually @n behalf of others similarly situated, filedlass action lawsuit against the
Company in California Superior Court, City and Ctyuof San Francisco. The complaint asserts claifparoong other things, false
advertising, unfair and deceptive trade practibesach of contract as well as claims relating ®@ompany’s statements regarding DVD
delivery times. The Company entered into an amesd#&tement under which Netflix subscribers whoemvenrolled in a paid membership
before January 15, 2005 and were a member on Qci8h@005 are eligible to receive a free one-mapifirade in service level and Netflix
subscribers who were enrolled in a paid membeiséipre January 15, 2005 and were not a member wbercl9, 2005 are eligible to
receive a free one-month Netflix membership ofagitie 1, 2 or 3 DVDs atme unlimited program. The Court issued final jodnt on the
settlement on July 28, 2006, awarding plaintifisbmeys’ fees and expenses of $2.1 million. Thalfjudgment has been appealed to the
California Court of Appeals, First Appellate DisttiThe Appellate Court has not set a hearing dataccordance with SFAS No. 5,
Accounting for Contingenci¢, the Company estimated and recorded a chargesagamings in general and administrative expenses
associated with the legal fees and the incremenfacted costs for the free one month membersHigoreer subscribers, of which $6.7
million is included in accrued expenses as of Sapte 30, 2007. The charge for the free one monginagie to the next level program for
existing subscribers will be recorded when the sribers utilize the upgrade. The actual cost ofsthilement will be dependent upon many
unknown factors such as the number of former Nesflibscribers who will actually redeem the settlentenefit when it is made available
following the appeal period. The Company deniesvargngdoing.
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On January 2, 2007, Lycos, Inc. filed a complaimtfatent infringement against the Company, TiVie, Bnd Blockbuster, Inc. in the
United States District Court for the Eastern Dgdtaf Virginia. The complaint alleges that the Camp infringed U.S. Patents Nos. 5,867,799
and 5,983,214, entitled “Information System and eltfor Filtering a Massive Flow of Information Higs to Meet User Information
Classification Needs” and “System and Method Emipigyndividual User Content-Based Data and Usetabokation Feedback Data to
Evaluate the Content of an Information Entity ihaage Information Communication Networkgspectively. The complaint seeks unspec
compensatory and enhanced damages, interest andifebeseeks to permanently enjoin the defendemtsihfringing the patents in the
future.

On January 31, 2007, Dennis Dilbeck filed a putatilass action lawsuit against the Company in thiged States District Court for the
Northern District of California captioneDennis Dilbeck vs. Netflix, In¢ Civil Case No. C 07 00643 PVT. The complaintgdie that the
Company violated antitrust and unfair competitiaws in seeking to enforce two of its patents ag@feckbuster, Inc. and other potential
competitors, which patents were allegedly obtaimgdeceiving the U.S. Patent and Trademark Offite complaint alleges that the
Company'’s subscribers have paid artificially irgldtsubscription prices because potential compstitere allegedly deterred from entering
the online DVD rental market by the Compaspatents. The complaint purports to be on belakisting and past subscribers who allege
would have paid lower subscription rates but feraleged anticompetitive conduct. The complaieksenjunctive relief, restitution and
damages in an unspecified amount. Subsequentlyptingy consumer class actions were filed in theddnStates District Court for the
Northern District of Californi— Melanie Polk-Stamps and Babacar Diene vs. Netfix,, Civil Case C 07-01266 andt&ven Dassa v.
Netflix, Inc., Civil Case C 07 1978 RS — each of which alledgredsame causes of actions and made the same réayudstnages as those set
forth in theDilbeckcase. On March 17, 2007, the court entered an cafesolidating all of the class actions. Netflbbsaquently filed a
motion to dismiss the consolidated case. On Jun2d0¥, the court entered an order granting Nésflixotion to dismiss but allowing
plaintiffs leave to file an amended complaint. Aftenducting some discovery, the plaintiffs did aotend their complaint and the parties
requested that the case be dismissed. On Octob260@2, the court granted the request that the loasksmissed.

On April 9, 2007, SBJ Holdings 1, LLC, filed a colaipt for patent infringement against the Companthie United States District
Court for the Eastern District of Texas, captio®&l Holdings 1, LLC v. Netflix, Inc., Amazon.cam, BarnesandNoble.com, LLC, and
Borders Group, Int, Civil Action No. 2:07-cv-120-TJW. The complaimiteges that the Company infringed U.S. Patent@\#30,592 B1,
entitled “Method, Memory, Product, and Code foriging Pre-Customized Content Associated withtdisData”, issued on December 11,
2001. The complaint seeks unspecified compensatwiyenhanced damages, interest and fees, andtegeksnanently enjoin the defendants
from infringing the patent in the future.

On August 23, 2007, Constellation IP, LLC, filed@mplaint for patent infringement against the Conypia the United States District
Court for the Eastern District of Texas, captio@mhstellation IP, LLC v. The Allstate Corporatiat,al.,Civil Action No. 5:07-cv-00134.
The complaint alleges that the Company infringe.BPatent No. 6,453,302 entitled “Computer GendrRtesentation System”, issued on
September 17, 2002. The complaint seeks unspecifieghensatory and enhanced damages, interestesicafed seeks to permanently enjoin
the defendants from infringing the patent in theeife.

On October 16, 2007, Refined Recommendation Cotipardiled a complaint for patent infringement ags the Company in the
United States District Court for the Eastern Dgdtdf New Jersey, caption&Eefined Recommendation Corporation v. Netflix,, I@ouil
Action No. 2:07-cv-04981-DMC-MF. The complaint gs that the Company infringed U.S. Patent No.G@BIP entitled “Optimizing
Interest Potential”, issued on August 12, 2003. @draplaint seeks unspecified compensatory and eeldastamages, interest and fees, and
seeks to permanently enjoin the defendants fronmigihg the patent in the future.

9. Guarantees - Intellectual Property Indemnificaton Obligations

In the ordinary course of business, the Companyehtered into contractual arrangements under wihitds agreed to provide
indemnification of varying scope and terms to basspartners and other parties with respect tainartatters, including, but not limited to,
losses arising out of the Company’s breach of siggeements and out of intellectual property infeimgnt claims made by third parties. In
these circumstances, payment by the Company magrimtional on the other party making a claim parguo the procedures specified in
the particular contract, which procedures typicallpw the Company to challenge the other partiggws. Further, the Company’s
obligations under these agreements may be limitéerims of time and/or amount, and in some inswrtbe Company may have recourse
against third parties for certain payments madi bgder these agreements. In addition, the Compasyentered into indemnification
agreements with its directors and certain of ifcefs that will require it, among other things,imdemnify them against certain liabilities that
may arise by reason of their status or servicdrastdrs or officers. The terms of such obligatioasy.
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It is not possible to make a reasonable estimatieenimaximum potential amount of future paymeneurthese or similar agreements
due to the conditional nature of the Company’sgailons and the unique facts and circumstancedvieston each particular agreement. No
amount has been accrued in the accompanying fialstaitements with respect to these indemnificatloligations.

10. Related Party Transaction

In April 2007, the Company entered into a licengeeament with a company in which an employee hsidraficant ownership interest.
Under this agreement, the Company recorded a cledu$@.5 million in technology and developmenthie nine months ended September 30,
2007. Minimum additional payments of $0.5 milliomyrbe required if the Company meets certain mitestan the future.

Item 2. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations
Forward-Looking Statements

This Quarterly Report on Form 10-Q contains cerfaiward{ooking statements within the meaning of the feldseaurities laws. The:
forward{ooking statements include, but are not limitedstatements regarding: average revenue per paybsgsber; revenue growth for t
remainder of 2007; operating expenses; gross mdigndity; subscriber acquisition and retentialgvelopments in our Internet-based
delivery feature; and impacts relating to our pricstrategy. These forward-looking statements albgest to risks and uncertainties that could
cause actual results and events to differ. Fathatsmight cause or contribute to such differernelide, but are not limited to, those
discussed in the Annual Report on Form 10-K foryiear ended December 31, 2006 filed with the Sgesrand Exchange Commission
(“SEC") on February 28, 2007 and in the QuarterbpBts on Form 10-Q filed with the SEC on May 72@nd August 6, 2007.

We assume no obligation to revise or publicly re¢eany revision to any forward-looking statemepistained in this Quarterly Report
on Form 10-Q.

Overview
Our Business

We are the largest online movie rental subscripsietvice, providing more than 7.0 million subscribaccess to approximately 90,000
DVD titles plus a growing library of more than 5@¢hoices that can be watched instantly on thes. R@ offer nine subscription plans,
starting at $4.99 a month. There are no due datekite fees and no shipping fees. Subscriberstdéles at our Web Site aided by our
proprietary recommendation service, receive ther®¥b by U.S. mail and return them to us at theineenience using our prepaid mailers.
After a DVD has been returned, we mail the nexilaigke DVD in a subscriber’s queue. We also offertain titles through our instant-
viewing feature. The terms and conditions by wtgahscribers utilize our service and a more detaléstription of how our service works
can be found atww.netflix.com/TermsOfUse

We generated revenue of $294.0 million and $903lm respectively, during the three and nine rinsnended September 30, 2007 in
comparison with revenue of $256.0 million and $418illion, respectively, during the three and ninenths ended September 30, 2006.
growth is attributed to our expanding subscribesebavhich grew from 5.7 million at September 30&€@ 7.0 million at September 30,
2007. Our net income was $15.7 million and $51.lanj respectively, during the three and nine nhsrénded September 30, 2007 in
comparison with net income of $12.8 million and $3#hillion, respectively, during the three and nmenths ended September 30, 2006.
Diluted earnings per share was $0.23 and $0.7geotisely, for the three and nine months endede®ebér 30, 2007 compared to $0.18 and
$0.50, respectively, for the three and nine moetided September 30, 2006.
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We generated revenue of $294.0 million during tire¢ months ended September 30, 2007 in compasitomevenue of $303.7
million during the three months ended June 30, 20Qifing June and July of 2007, we lowered thegwriof three of our most popular
subscription plans, which resulted in a declinesvenues during the three months ended Septemb208®. The decline in revenues was
also attributed to the decline in average montblyenue per paying subscriber resulting from thdicoad growth of our lower cost
subscription plans. The decline in revenues wataligroffset by growth in our subscriber base. @at income was $15.7 million during the
three months ended September 30, 2007 in compasigbmet income of $25.6 million during the thnreenths ended June 30, 2007. Diluted
earnings per share was $0.23 for the three momidhsdeSeptember 30, 2007 compared to $0.37 fohtiee months ended June 30, 2007.

Key Business Metrics

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

. Churn: Churn is a monthly measure defined as customeretlations in the quarter divided by the sum of begig subscribers
and gross subscriber additions, then divided bgettmonths. Management reviews this metric to et@haether we are retaining
our existing subscribers in accordance with ouirass plans

. Subscriber Acquisition CosBubscriber acquisition cost is defined as totalketéng expense divided by total gross subscriber
additions. Management reviews this metric to evalhaw effective our marketing programs are in @&aggi new subscribers on
an economical basis in the context of estimatedilier lifetime value

. Gross Margin:Management reviews gross margin to monitor variabkds and operating efficienc

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

Recent Developments and I nitiatives

In late 2006, Blockbuster launched its integratedesbased and online program, Total Access, wlyeBddickbuster online subscribers
may return DVDs delivered to them from BlockbugDerline to Blockbuster stores in exchange for astare rental. During 2007,
Blockbuster began aggressively promoting and pgitieir Total Access program through in-store prooms and sign-ups as well as
advertising on television and other mass-media mmblanHowever, in the third quarter of 2007, Bloekter modified their Total Access
program and indicated their intent to decreasedigmary marketing spending. As a result, we ekfmesee renewed subscriber growth.

Our core strategy is to grow a large DVD subsasiptiusiness and to expand into Internet-basedatglnf content as that market
develops. We believe that the DVD format, alondwitis successor formats of HD DVD and Blu-Ray, wdhtinue to be the main vehicle for
watching content in the home for the foreseeahiigréuand that by growing a large DVD subscriptioisibess, we will be well positioned to
transition our subscribers and our business tarietebased delivery as it becomes a mainstreamadédtin content distribution. To this end,
we introduced a new feature in January 2007 thatvalsubscribers to instantly watch movies andvitsien series on their personal
computers. We will continue to improve its qualitgntent and functionality. We intend to broademdfistribution capability of this service
multiple platforms over time.

We expect revenue to increase slightly during tinee¢ months ended December 31, 2007 as compatleel toree months ended
September 30, 2007, due to growth in our subschibse, partially offset by a decline in average thigrmrevenue per paying subscriber
resulting from the continued growth of our lowestsubscription plans.

Critical Accounting Policies and Estimates

Other than the change in the method of calculatiedgair value of new stockased compensation awards, there have been néicsgt
changes during the nine months ended Septemb@08@,to the items that we disclosed as our criicabunting policies and estimates in
Management’s Discussion and Analysis of Financ@hdition and Results of Operations in our Annugb&eon Form 10-K for the year
ended December 31, 2006.
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Stock-Based Compensation

We adopted the provisions of Statement of Finarktalbunting Standards (“SFAS”) No. 123(R) on Jagugr2006. Under the fair
value recognition provisions of this statementcktbased compensation cost is estimated at thé dad@ based on the fair value of the
awards expected to vest and is recognized as expatably over the requisite service period, wligcthe vesting period. We adopted the fair
value recognition provisions of SFAS No. 12&8counting for Stock-Based Compensatamamended by SFAS No. 14®,counting for
Stock-Based Compensation—Transition and Disclosurédmendment of FASB Statement No. il2ie second quarter of 2003 and restated
prior periods at that time. Because the fair vakeognition provisions of SFAS No. 123 and SFAS N28(R) were materially consistent
under our equity plans, the adoption of SFAS N@(R2 did not have a significant impact on our fio@h position or results of operations.

We changed our method of calculating the fair valfisew stock-based compensation awards granteer unat stock plans from a
Black-Scholes model to a lattice-binomial model. ¥datinue to use a Black-Scholes model to deterithiadair value of employee stock
purchase plan shares. The lattice-binomial modeble&n applied prospectively to options grantedegioent to January 1, 2007. The lattice-
binomial model requires the input of highly subjeetassumptions, including the option’s price vilitstof the underlying stock. Changes in
the subjective input assumptions can materiallgcifthe estimate of fair value of options granted aur results of operations could be
materially impacted.

. Expected Volatility; Our computation of expected volatility is basedaoblend of historical volatility of our commorosk and
implied volatility of tradable forward call optiornis purchase shares of our common stock. Our aectsiincorporate implied
volatility was based on our assessment that impladdtility of publicly traded options in our commatock is more reflective of
market conditions and, therefore, can reasonabBxpected to be a better indicator of expectedtiityethan historical volatility
of our common stocl

. Suboptimal Exercise Facto®ur computation of the suboptimal exercise facddydsed on historical option exercise behavior and
the terms and vesting periods of the options grhrated is determined for both executives anc-executives

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

See Note 6 to the condensed consolidated finastEis@ments for further information regarding théASMo. 123(R) disclosures.
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Results of Operations

The following table sets forth, for the periodsgaeted, the line items in our statements of opmratas a percentage of total revenues. The
information contained in the table below shouldéd in conjunction with the financial statementstes to condensed consolidated financial
statements, and Management'’s Discussion and Asaty$tinancial Condition and Results of Operatimttuded in this Quarterly Report on
Form 10-Q.

Three Months Ended Nine Months Ended
September 3C June 30 September 3C September 3C September 3C
2006 2007 2007 2006 2007
Revenue! 100.(% 100.(% 100.(% 100.(% 100.(%
Cost of revenues
Subscriptior 52.8% 54.% 55.6% 54.2% 54.9%
Fulfillment expense 9.2% 9.9% 10.5% 9.4% 10.(%
Total cost of revenue 62.(% 64.£% 66.1% 63.€% 64.%
Gross profit 38.(% 35.2% 33.% 36.4% 35.1%
Operating expense
Technology and developme 4.7% 6.2% 6.2% 4.S% 5.€%
Marketing 23.2% 14.% 16.7% 22.2% 18.4%
General and administrati 3.€% 4.6% 4.4% 3.5% 4.2%
Gain on disposal of DVD (0.5%) (0.8%) (0.€%) (0.€%) (0.€%)
Gain on legal settleme — (2.3%) — — (0.€%)
Total operating expens 31.2% 22.€% 26.5% 30.(% 27.2%
Operating incom: 6.7% 12.€% 7.4% 6.4% 7.%
Other income
Interest and other incon 1.8% 1.6% 1.7% 1.5% 1.7%
Income before income tax 8.5% 14.2% 9.1% 7.9% 9.€%
Income taxe: 3.5% 5.8% 3.7% 3.1% 3.%
Net income 5% __8.4% _ 54% 4% _ 51%
Revenues
Three Months Ended Change Nine Months Ended Change
Q307 Q307
September 3C September 3C September 3C  September 3C Q3’07
June 30, VS. Vs VS.
2006 2007 2007 Q306 Q207 2006 2007 Q306
(in thousands except percentages and average monthievenue per paying subscriber)
Revenue! $ 25595( $303,69 $ 293,97. 14.9% (3.2%) $ 719,42° $ 902,98" 25.5%
Average number of paying subscrib 5,25: 6,64: 6,721 28.1% 1.2% 4,83¢ 6,59t 36.4%
Average monthly revenue per paying
subscribe $ 16.2¢ $ 152¢ $ 14.57 (10.2%) (4.4%) $ 16.5¢ $ 15.21 (8.C%)

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

Three and nine months ended September 30, 200@hgsaced to the three and nine months ended Septe&&@pb2007

The increase in our revenues in the three andmorghs ended September 30, 2007 as compared sane prior-year periods was
primarily a result of the substantial growth in thgrage number of paying subscribers, as sumndanzbe table above, arising from
increased consumer awareness of the benefits ioeoDVD rentals. This increase was offset in pgratdecline in average monthly revenue
per paying subscriber resulting from the contingemvth in our lower cost subscription plans.

Three months ended June 30, 2007 as compared thrdeemonths ended September 30, 2007

The decrease in our revenues in the three monttexie®eptember 30, 2007 as compared to the threthsnemded June 30, 2007 was
primarily attributable to the decline in averagentidy revenue per paying subscriber arising fromltdwered prices of three of our most
popular subscription plans and the continued gramthur lower cost subscription plans. The decrees® partially offset by growth in our
subscriber base.
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During June and July of 2007, we lowered the prafakree of our most popular subscription plans.a&esult, we expect the growth in
revenue to continue to slow during the remainde2Qif7, as compared to 2006. However, we believeréivenue will increase slightly durii
the three months ended December 31, 2007 as codhoatiee three months ended September 30, 200&pdyrewth in our subscriber base
offset by the decline in average monthly revenueppging subscriber resulting from the continueavgh of our lower cost subscription
plans.

Subscriber churn was 4.2% in the third quarterGif2and in the third quarter of 2006, as compawetid% in the second quarter of
2007. We believe the decrease was primarily dulee@educed pricing of our three most popular pkrgsreduced competition. In addition,
we continued improving the overall service quatihd value to our subscribers. We believe thesarony improvements to our service
increase subscriber satisfaction, which resultevrer churn.

The following table presents our ending subscrbfrmation:

As of
September 3C June 30 September 3C
2006 2007 2007
(in thousands, except percentages)
Free subscribel 178 13¢ 18:
As a percentage of total subscrib 3.1% 2.C% 2.€%
Paid subscriber 5,48¢ 6,60¢ 6,84t
As a percentage of total subscrib 96.%% 98.(% 97./%
Total subscriber 5,662 6,742 7,02¢
Cost of Revenues
Subscription
Three Months Ended Change Nine Months Ended Change
Q3’07 Q307
September 3C September 3C September 3C September 3C Q3’07
June 30, VS. Vs VS.
2006 2007 2007 Q3’06 Q2'07 2006 2007 Q3’06
(in thousands, except percentages)
Subscriptior $ 135,21 $166,83¢ $ 163,70° 21.1% (1.9%) $ 390,03t $ 495,73 27.1%
As a percentage of revent 52.&% 54.%% 55.6% 54.2% 54.%

Cost of subscription revenues consists of postaggackaging expenses, amortization of our cotitersiry and revenue sharing
expenses related to shipping titles and the Intdrased delivery of content to paying subscrib@msts related to free-trial subscribers are
allocated to marketing expenses.

Three and nine months ended September 30, 200@hgsaced to the three and nine months ended Septe&&@pb2007

The increase in cost of subscription revenueshertiiree months and nine months ended Septemb203D,as compared to the same
prior-year periods was primarily attributable te flollowing factors:

. The number of DVDs mailed to paying subscriberseased 15% and 22% in the three and nine monthede®eptember 30,
2007, respectively, which was driven by an incre#s28% and 36%, respectively, in the number ofage paying subscribers.
This increase was partially offset by a declinenionthly movie rentals per average paying subscabiebuted to the continued
growth of our lower priced plan

. Postage and packaging expenses increased by 21258mih the three and nine months ended Septenth@0B7, respectively.
This increase was primarily attributable to an @e in the average number of paying subscribérthemumber of DVDs mail¢
to paying subscribers, as well as an increaseeimdte of first class postage in the amount of 3&May 2007. This increase was
offset by a decline in monthly movie rentals pegr@ge paying subscriber due to the continued groWttur lower priced
subscription plans

. Content amortization increased by 27% and 51%aerthhee and nine months ended September 30, 28§&atively. This
increase was primarily attributable to increasegliggitions of our content library. In addition, t®selated to our instant-viewing
feature have been included in costs of subscriptsimce its introduction in January 20
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Three months ended June 30, 2007 as compared thréemonths ended September 30, 2007

Cost of subscription revenues for the three moatitled September 30, 2007 decreased as compatedttoeée months ended June 30,
2007 due to a decrease in revenue sharing expandedisc depreciation resulting from a decreasmimient acquisitions during the third
quarter of 2007, offset by an increase in postagkepackaging expenses and an increase in contststredated to our instamtewing feature
This decrease in content acquisitions was primatiiybutable to the seasonal decline in studipotuduring the three months ended
September 30, 2007.

Fulfillment expenses

Three Months Ended Change Nine Months Ended Change
Q307 Q307
September 3C September 3C September 3C September 3C Q307
June 30, VS. Vs VS.
2006 2007 2007 Q3’06 Q2'07 2006 2007 Q306
(in thousands, except percentages)
Fulfillment expense $ 23,58 $29,85¢ $ 30,74¢ 30.4% 3.% $ 67,60: $ 90,38/ 33. 1%
As a percentage of revent 9.2% 9.5% 10.5% 9.4% 10.(%

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

Three and nine months ended September 30, 200@hgsaced to the three and nine months ended Septe&@pb2007

The increase in fulfillment expenses for the thard nine months ended September 30, 2007 as codnoetiee same prior-year periods
was primarily attributable to an increase in creditd fees as a result of the growth in subscrigtiin addition, increased headcount and the
addition of new shipping centers resulted in higiensonnel and facility related costs during thst fiine months of 2007.

Three months ended June 30, 2007 as compared thréemonths ended September 30, 2007

Fulfillment expenses for the three months endede®eiper 30, 2007 slightly increased as comparededhree months ended June 30,
2007 primarily due to personnel-related costs.
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Gross Margin

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
June 30,
2006 2007 2007 2006 2007
(in thousands, except percentages)
Gross profit $ 97,15 $107,00( $ 99,51¢ $ 261,79 $ 316,86
Gross margir 38.(% 35.2% 33.% 36.4% 35.1%

Three and nine months ended September 30, 200@hgsaced to the three and nine months ended Septe&@b2007

The decrease in gross margin for the three andmorehs ended September 30, 2007 as compared sarie prior-year periods was
primarily due to the increase in the rate of faistss postage in the amount of $0.02 in May 20@/imereases in content amortization
associated with Internet-based delivery of content.

Three months ended June 30, 2007 as compared thréemonths ended September 30, 2007

The decrease in gross margin for the three momttisceSeptember 30, 2007 as compared to the threthenended June 30, 2007 was
primarily attributable to a decrease in revenuestdithe lowered prices of three of our most papsiéoscription plans, as well as the incre
in the rate of first class postage in May 2007.

We anticipate that gross margin will continue talolee as a result of our lower prices and our corgd investment in content for
Internet-based delivery.

Technology and Devel opment

Three Months Ended Change Nine Months Ended Change
Q307 Q307
September 3C September 3C September 3C September 3C Q307
June 30, VS. Vs VS.
2006 2007 2007 Q3’06 Q2'07 2006 2007 Q306
(in thousands, except percentages)
Technology and developme $ 11,92¢ $18,90°7 $ 18,21¢ 52.% (3.7%) $ 3517¢ $ 52,83¢ 50.2%
As a percentage of revent 4.7% 6.2% 6.2% 4.%% 5.%

Three and nine months ended September 30, 200fhgsaced to the three and nine months ended Sept&&@pb2007

Technology and development expenses increased@lich and $17.7 million, respectively, during ttteee and nine months ended
September 30, 2007 as compared to the same prwmpgeiods. The increases were primarily the resfudin increase in personnel-related
costs due to an increase in headcount and increxpethses related to the development of solutionthé Internet-based delivery of content.

Three months ended June 30, 2007 as compared tbrdeemonths ended September 30, 2007

Technology and development expenses decreasednfillon during the three months ended SeptembeB807 as compared to the
three months ended June 30, 2007 primarily duedieceease in expenses related to the developmeptuiions for the Internet-based
delivery of content offset by increased personeklted costs due to an increase in headcount.

We continuously research and test a variety ofrgiateimprovements to our internal hardware andvemfe systems in an effort to
improve our productivity and enhance our subscsibexperience. In addition, we continue to devedofutions for the Interndiased deliver
of content to our subscribers. As such, we exgedtdur technology and development expenses wilease slightly for the remainder of
2007.
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Marketing
Three Months Ended Change Nine Months Ended Change
Q307 Q3'07
September 3C September 3C September 3C September 3C Q307
June 30, VS. 'S VS.
2006 2007 2007 Q3’06 Q207 2006 2007 Q3’06
(in thousands, except percentages and subscribercagsition cost)
Marketing $ 59,367 $45,25¢ $ 49,16¢ (17.2%) 8.6% $ 159,36t $ 166,55¢ 4.5%
As a percentage of revent 23.2% 14.%% 16.7% 22.2% 18.2%
Other data
Gross subscriber additio 1,31C 1,02¢ 1,29 (1.C%) 26.2% 3,751 3,84 2.2%
Subscriber acquisition co $ 4532 $440: $ 3791 (16.4%) (13.%%) $ 424z $  43.3: 2.1%

Three and nine months ended September 30, 200@hgsaced to the three and nine months ended Septe&&@pb2007

Marketing expenses decreased $10.2 million dutiegtree months ended September 30, 2007 as cartpaitee same prior-year
period. The decrease was primarily attributable ttecrease in marketing program costs, principalgnline advertising and package inserts.
Subscriber acquisition cost decreased for the tm@@hs ended September 30, 2007 as compared sarhe prior-year period primarily due
to faster subscriber growth from free acquisitibamnels, such as word-of-mouth.

Marketing expenses increased $7.2 million durirgrtime months ended September 30, 2007 as comietieel same prior-year period.
The increase was primarily attributable to an iaseein marketing program costs during the firstrigmaf 2007, principally direct mail and
online advertising, to attract new subscribers.s8tiber acquisition cost increased for the nine timended September 30, 2007 as comg
to the same prior-year period primarily due to sowubscriber growth from free acquisition channalsh as word-of-mouth, due to
increased competition.

We expect that our marketing expenses will incréasthe remainder of 2007.
Three months ended June 30, 2007 as compared thréemonths ended September 30, 2007

Marketing expenses increased $3.9 million durirggttiree months ended September 30, 2007 as contpaterlithree months ended
June 30, 2007. The increase was attributable toaease in marketing program spending, primarilgiline advertising, during the third
quarter of 2007.

Subscriber acquisition cost decreased for the tma@ths ended September 30, 2007 as compared tioréieemonths ended June 30,
2007 due to a mix of lower prices, more efficigpéisding and competitors’ lighter marketing.

General and Administrative

Three Months Ended Change Nine Months Ended Change
Q307 Q307
September 3C September 3C September 3C September 3C Q307
June 30, VS. Vs VS.
2006 2007 2007 Q3’06 Q2'07 2006 2007 Q306
(in thousands, except percentages)
General and administratiy $ 994t $13847 $ 12,89 290.% (6.%%) $ 25,01 $ 38,93( 55.€%
As a percentage of revent 3.%% 4.€% 4.4% 3.5% 4.2%

Three and nine months ended September 30, 200fhgsaced to the three and nine months ended Sept&&@pb2007

General and administrative expenses increasedn$ifli®n and $13.9 million, respectively, during ttieee and nine months ended
September 30, 2007 as compared to the same p@ompgeiods. The increase was primarily attributablan increase in personnel-related
costs due to an increase in headcount. The increasalso attributable to higher costs relate@dall proceedings.

We expect that our general and administrative esgewmill increase for the remainder of 2007.
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Three months ended September 30, 2007 as comuatteel three months ended June 30, 2007

General and administrative expenses decreasedrilidh during the three months ended SeptembeB807 as compared to the three
months ended June 30, 2007, primarily due to lawsts related to legal proceedings.

Gain on Legal Settlement

On June 25, 2007, we resolved a pending pategatitin with Blockbuster, Inc. As part of the setint, we received a one-time
payment of $7.0 million during the second quarfe2@D7.

Interest and Other |ncome

Three Months Ended Change Nine Months Ended Change
Q3’07 Q3’07
September 3C June 30 September 3C September 3C September 3C Q307
Vs. S VSs.
2006 2007 2007 Q3’06 Q2’07 2006 2007 Q3’06
(in thousands, except percentages)
Interest and other incon $ 4,68 $4,972 $ 5,08¢ 8.6% 24% $ 10,84( $ 15,41 42.2%
As a percentage of revent 1.8% 1.€% 1.7% 1.5% 1.7%

Three and nine months ended September 30, 200@hgsaced to the three and nine months ended Septe&&@pb2007

The increase in interest and other income for ltheet and nine months ended September 30, 200 hgsaced with the same prior-year
periods was primarily due to a higher short-terrestments balance which resulted in increasedesténcome.

Three months ended September 30, 2007 as comuatteel three months ended June 30, 2007

The increase in interest and other income for ltheet months ended September 30, 2007 as compattesl ttoree months ended June
2007 was primarily attributable to a higher shertt investments balance during the quarter whishlred in increased interest income.

Income Taxes
Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
June 30,
2006 2007 2007 2006 2007
(in thousands, except percentages)

Income taxe: $ 8,961 $17,66¢ $ 10,90¢ $ 22,34« $ 35,27¢
Effective tax rate 41.2% 40.8% 40.9% 39.5% 40.8%

On January 1, 2007, the Company adopted the pom&sf Financial Accounting Standards Board Inttigtion (“FIN”) No. 48,
Accounting for Uncertainty in Income Tay. The adoption of FIN No. 48 did not have a mateffect on our financial position or results of
operations. In addition, there are no uncertairpt@sitions whose resolution in the next 12 monshesxpected to materially affect operating
results. Our effective tax rate for the third geaxf 2007 differed from the federal statutory réie primarily to state taxes. The decrease in
our effective tax rate for the three months endept&@nber 30, 2007 as compared to the same priopge@d was primarily attributable to
state tax adjustments that were recorded in tind thiarter of 2006. The increase in our effectaseraite for the nine months ended
September 30, 2007 as compared to the same p@ompgeiod was primarily attributable to a reductiomisqualifying dispositions.

The Company files income tax returns in the U.8efal jurisdiction and various states. The Compgarspbject to U.S. federal or state
income tax examinations by tax authorities for gester 1997.

Liquidity and Capital Resources

As of September 30, 2007, we had cash and cashadgpuis of $179.8 million and short-term investnsenit $206.4 million, for a combined
total of $386.2 million. We started an investmeoitttfplio during the first quarter of 2007 in aneattpt to earn a better return on our cash
balance. Short-term investments are comprised rpiocate debt securities, government and agencyifiestand asset and mortgage-backed
securities. The portfolio is invested in “AAA” rateesidential and commercial mortgage-backed siesiriThe mortgage bonds owned
represent the senior tranches of the capital sire@nd provide credit enhancement through ovdateshlization and their subordinated
characteristics.
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On April 18, 2007, the Company announced a stoplndhase program allowing the Company to repurcbpge $100.0 million of its
common stock through the end of 2007.

We have generated net cash from operations duscly guarter since the second quarter of 2001. Neotgrs will impact our ability to
continue to generate and grow cash from our omaraiincluding, but not limited to, the number obscribers who sign up for our service,
growth or reduction in our subscriber base, andability to develop new revenue sources. In addjtiee may have to or otherwise choose to
further lower our prices and increase our markegixgenses in order to grow faster or respond topesition. Although we currently
anticipate that cash flows from operations, togettith our available funds, will be sufficient toet our cash needs for the foreseeable
future, we may require or choose to obtain additidimancing. Our ability to obtain financing wdlepend on, among other things, our
development efforts, business plans, operatingopaednce and the condition of the capital markethatime we seek financing.

The following table summarizes our cash flow atitg:

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2006 2007 2006 2007
(in thousands)
Net cash provided by operating activit $ 61,46: $ 77,56¢ $ 160,75: $ 205,73:
Net cash used in investing activiti (39,127 (52,199 (121,229 (385,93)
Net cash (used in) provided by financing activi 4,69¢ (29,746 116,96: (40,420

Operating activities

Cash provided by operating activities during the¢hmonths ended September 30, 2007 consistedrpyiminet income of $15.7
million increased by non-cash amortization of cantirary of $48.2 million, depreciation of propeand equipment of $5.8 million and an
increase in accounts payable and accrued expeh$éLamillion and $11.4 million, respectively. Teeincreases were partially offset by the
excess tax benefits from stock-based compensati$h.® million and a decrease in deferred reverfugl® million.

Cash provided by operating activities during theermnonths ended September 30, 2007 consisted fyirofinet income of $51.2
million increased by non-cash amortization of cabtidrary of $148.7 million, depreciation of prapeand equipment of $15.5 million and
an increase in accrued expenses of $33.4 milli®a, result of our growing operations. These in@eagere partially offset by the excess tax
benefits from stockased compensation of $21.3 million, a decreasef@rred revenue of $13.4 million, and the gairdimposal of DVDs o
$11.7 million.

I nvesting activities

Cash used in investing activities during the thmemths ended September 30, 2007 consisted prinadryrchases of investments in
available-forsale securities of $52.0 million and purchasesootent library of $39.5 million. These uses of caae offset by proceeds frc
the sale of investments in available-for-sale s&earof $41.3 million.

Cash used in investing activities during the nirenths ended September 30, 2007 consisted prin@rpyrchases of investments in
available-for-sale securities of $370.1 million gndchases of content library of $165.3 million€e§k uses of cash were offset by proceeds
from the sale of investments in available-for-s#eurities of $165.4 million.

Financing activities

Cash used in financing activities during the thaad nine months ended September 30, 2007 prin@nigisted of stock repurchases of
$ 35.3 million and $65.5 million, respectively. Shise of cash was offset by an excess tax befrefitsstock-based compensation of $5.2
million and $21.3 million, respectively, for theréle and nine months ended September 30, 2007.

Contractual Obligations
Off-Balance Sheet Arrangements

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

We have entered into various non-cancelable operétase agreements for our offices and our digidh centers throughout the U.S.
with original lease periods expiring through 20C&rtain of these leases have free or escalatingegment provisions. We recognize rent
expense under such leases on a straight-line dasighe term of the lease at the commencemeihiedetse.

In March 2006, we exercised our option to leasaildling adjacent to our headquarters in Los Gdfadifornia for our occupancy
following its construction. The building will comige approximately 80,000 square feet of office spmud have an initial term of 5 years. The
building is expected to be completed in the fitshger of 2008.

Guarantees - | ndemnification Arrangements

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

It is not possible to make a reasonable estimatieenimaximum potential amount of future paymeneurthese or similar agreements
due to the conditional nature of our obligationd #me unique facts and circumstances involved ah garticular agreement. No amount has
been accrued in the accompanying financial statesneith respect to these indemnification obligasion

Recent Accounting Pronouncements

In February 2007, the Financial Accounting Stangd@dard (“FASB”) issued SFAS No. 15Bhe Fair Value Option for Financial
Assets and Financial Liabilitiee SFAS No. 159 allows companies to choose to measarg financial instruments and certain other itamns
fair value. The statement requires that unrealgagds and losses on items for which the fair valpigon has been elected to be reported in
earnings. SFAS No. 159 also amends certain prodsid SFAS No. 115Accounting for Certain Investments in Debt and BgS8ecurities
SFAS No. 159 is effective for fiscal years beginnaiter November 15, 2007, although earlier adopsgermitted. We do not expect the
adoption of this standard to have a material efbecbur financial position or results of operations

Item 3. Quantitative and Qualitative Disclosures About Market Risk

For financial market risks related to changes tarigst rates, reference is made to Item 7A “Quatnté and Qualitative Disclosures
About Market Risk” contained in Part Il of our AreduReport on Form 10-K for the year ended Decer8ieP006. We started an investment
portfolio during the first quarter of 2007 whichdemprised of corporate debt securities, governrapdtagency securities and asset and
mortgage backed securities. However, our exposuneatrket risk has not changed materially since Brsez 31, 2006.

ltem 4. Controls and Procedures
Evaluation of Disclosure Controls and Procedu

Our management, with the participation of our Cligécutive Officer and Chief Financial Officer, &vated the effectiveness of our
disclosure controls and procedures (as defineduiedRL3a-15(e) under the Securities Exchange At98#, as amended) as of the end of the
period covered by this quarterly report on FormQ@Based on that evaluation, our Chief Executivéc®f and Chief Financial Officer
concluded that our disclosure controls and proasias of the end of the period covered by thistgdgareport on Form 10-Q were effective
in providing reasonable assurance that informatquired to be disclosed by us in reports thatileeof submit under the Securities
Exchange Act of 1934, as amended, is (i) recorpaatessed, summarized and reported within the pienods specified in the Securities and
Exchange Commission’s rules and forms and (ii) aedated and communicated to our management, inaduaiir Chief Executive Officer
and Chief Financial Officer as appropriate to alktiwely decisions regarding required disclosure.
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Our management, including our Chief Executive @ffiand Chief Financial Officer, does not expect tha disclosure controls and
procedures or our internal controls will prevemteators and all fraud. A control system, no maktew well conceived and operated, can
provide only reasonable, not absolute, assuraratdttb objectives of the control system are metthen, the design of a control system must
reflect the fact that there are resource conssaantd the benefits of controls must be considegiadive to their costs. Because of the inherent
limitations in all control systems, no evaluatidrcontrols can provide absolute assurance thaballrol issues and instances of fraud, if any,
within Netflix have been detected.

Changes in Internal Control over Financial Repogin

There were no changes in our internal control dwancial reporting that occurred during the quaeteded September 30, 2007 that
materially affected, or are reasonably likely tatenally affect, our internal control over finantraporting.
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PART Il. OTHER INFORMATION

Item 1. Legal proceedings

The information set forth above under Note 8 car@diin the Notes to Condensed Consolidated Fink8tasements is incorporated
herein by reference.

Item 1A. Risk Factors

There have been no material changes from risk faet® previously disclosed under the heading “Raétors” in the Company’s
Annual Report on Form 10-K for the year ended Ddwemn31, 2006.

Item 2. Unregistered Sales of Equity Securities and Use Bfoceeds
Stock repurchases during the three months endeae@bpr 30, 2007 were as follows:

Total Number of Shares
Maximum Dollar Value that
Purchased as Part of

Total Number of Average Price Publicly Announced May Yet Be Purchased
Period Shares Purchase Paid per Share Programs Under the Program (1)
July 1, 2007- July 31, 200 399,24¢ $ 17.3i 399,24¢ $ 62,851,95
August 1, 200°- August 31, 200° 1,662,44. 17.0¢ 1,662,44. 34,452,19
September 1, 20C- September 30, 20( — — — —
Total 2,061,68 $ 17.1¢ 2,061,68 $ 34,452,19

(1) On April 18, 2007, the Company announced akstepurchase program allowing the Company to répage up to $100.0 million of its
common stock through the end of 2007. For furtharmation regarding stock repurchase activity, Sete 5 of Notes to Condensed
Consolidated Financial Statements in this Quartedport.
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Item 6. Exhibits
(a) Exhibits:
Incorporated by Reference

Exhibit Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith
3.1 Amended and Restated Certificate of Incorpora 10-Q 00C-4980: 3.1 August 2, 200
3.2 Amended and Restated Byla S-1/A  33:-8387¢ 3.4 April 16, 200:
3.3 Certificate of Amendment to the Amended and Redt@ertificate

of Incorporatior 10-Q 00(-4980: .2 August 2, 200
4.1 Form of Common Stock Certifica S-1/A  33:-8387¢ 4.1  April 16, 200:
10.1** Form of Indemnification Agreement entered into bg tegistrant

with each of its executive officers and direct S-1/A  333-8387¢  10.1 March 20, 200
10.2** 2002 Employee Stock Purchase F 10-Q 00C-4980: 10.1€ August9, 200
10.3**  Amended and Restated 1997 Stock | S-1/A  33:3-8387¢  10.c May 16, 200:
10.4** Amended and Restated 2002 Stock F DEF 142~ 00C-4980: A March 31, 200
10.5 Amended and Restated Stockhol’ Rights Agreemer S-1 33:8387¢ 10.E March 6, 200
10.6 Lease between Sobrato Land Holdings and Netfli, 10-Q 00C-4980: 10.1¢ August 2, 200
10.7 Lease between Sobrato Interests Il and Netflix, 10-Q 00C-4980: 10.1€ August 2, 200
10.8 Lease between Sobrato Interests Il and Netflix, éiated June 26,

2006 10-Q 00C-4980: 10.1¢ August9, 200
10.9** Description of Director Equity Compensation P 8-K 00(-4980: 10.1 July 5, 200
10.10** Executive Severance and Retention Incentive 8-K 00(-4980: 10.z July 5, 200
31.1 Certification of Chief Executive Officer Pursuant$ection 302 of

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

the Sarban«Oxley Act of 2002 X
32.1* Certifications of Chief Executive Officer and Chighancial

Officer Pursuant to Section 906 of the Sarb-Oxley Act of 200z X

**  |ndicates a management contract or compensatony

*  These certifications are not deemed filed by $C and are not to be incorporated by referene@yrfiling we make under the

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

Pursuant to the requirements of the Securities &xga Act of 1934, the registrant has duly causisdréport to be signed on its behalf
by the undersigned thereunto duly authorized.

N ETFLIX, | NC.

Dated: November 2, 2007 By: /s/ REEDH ASTINGS
Reed Hastings
Chief Executive Officer
(Principal executive officer)

Dated: November 2, 2007 By: /s! BARRY M ¢ C ARTHY
Barry McCarthy
Chief Financial Officer
(Principal financial and accounting officer)
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EXHIBIT INDEX

Exhibit Incorporated by Reference Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith
3.1 Amended and Restated Certificate of Incorpora 10-Q 00C-4980: 3.1 August 2, 200
3.2 Amended and Restated Byla S-1/A  33:-8387¢ 3.4 April 16, 200:
3.3 Certificate of Amendment to the Amended and Redt@ertificate

of Incorporatior 10-Q 00(-4980: .2 August 2, 200
4.1 Form of Common Stock Certifica S-1/A  33:-8387¢ 4.1  April 16, 200:
10.1** Form of Indemnification Agreement entered into bg tegistrant

with each of its executive officers and direct S-1/A  33:3-8387¢  10.1 March 20, 200
10.2** 2002 Employee Stock Purchase F 10-Q 00C-4980: 10.1€ August9, 200
10.3**  Amended and Restated 1997 Stock | S-1/A  33:3-8387¢  10.c May 16, 200:
10.4**  Amended and Restated 2002 Stock f DEF 142 00(-4980: A March 31, 200
10.5 Amended and Restated Stockhol’ Rights Agreemer S-1 33:-8387¢ 10.E March 6, 200
10.6 Lease between Sobrato Land Holdings and Netfli, 10-Q 00C-4980: 10.1t August 2, 200
10.7 Lease between Sobrato Interests Il and Netflix, 10-Q 00C-4980: 10.1€ August 2, 200
10.8 Lease between Sobrato Interests Il and Netflix, élated June 26,

2006 10-Q 00C-4980: 10.1€ August9, 200
10.9** Description of Director Equity Compensation P 8-K 00(-4980: 10.1 July 5, 200
10.10** Executive Severance and Retention Incentive 8-K 00(-4980: 10.z July 5, 200
31.1 Certification of Chief Executive Officer Pursuant$ection 302 of

the Sarban«Oxley Act of 2002 X
31.2 Certification of Chief Financial Officer Pursuant$ection 302 of

the Sarban«Oxley Act of 2002 X
32.1% Certifications of Chief Executive Officer and Chighancial

Officer Pursuant to Section 906 of the Sarb-Oxley Act of 200z X

**  |ndicates a management contract or compensatony

*  These certifications are not deemed filed by $3C and are not to be incorporated by referene@yrfiling we make under the

Securities Act of 1933 or the Securities Exchangedk 1934, irrespective of any general incorparatanguage in any filing:
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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 quarterly report on FormQ@0f Netflix, Inc.;

2. Based on my knowledge, this report does notaiorminy untrue statement of a material fact or dmn#ttate a material fact necessal
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememid,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, amgtfe@ periods presented in this report;

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

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

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

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

d) disclosed in this report any change in the tegig's internal control over financial reportirftat occurred during the registrat’
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo&) tfas materially affected, or is
reasonably likely to materially affect, the regasit's internal control over financial reporting;dan

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

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

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

Dated: November 2, 2007 By: /s/ REEDH ASTINGS

Reed Hastings
Chief Executive Officer




EXHIBIT 31.2

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

I, Barry McCarthy, certify that:
1. | have reviewed this quarterly report on FormQ@0f Netflix, Inc.;

2. Based on my knowledge, this report does notaiorminy untrue statement of a material fact or dmn#ttate a material fact necessal
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememid,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, amgtfe@ periods presented in this report;

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

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

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

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

d) disclosed in this report any change in the tegig's internal control over financial reportirftat occurred during the registrat’
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo&) tfas materially affected, or is
reasonably likely to materially affect, the regasit's internal control over financial reporting;dan

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

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

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

Dated: November 2, 2007 By: /s! BARRY M ¢ C ARTHY

Barry McCarthy
Chief Financial Officer




EXHIBIT 32.1

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

I, Reed Hastings, certify, pursuant to 18 U.S.GtiSa 1350, as adopted pursuant to Section 90B6eoSarbane®xley Act of 2002, the
the quarterly report on Form 10-Q of Netflix, Ifior the quarter ended September 30, 2007 fully d@m®mpvith 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 otfhile Inc.

Dated: November 2, 2007 By: /s/ REEDH ASTINGS

Reed Hastings
Chief Executive Officer

I, Barry McCarthy, certify, pursuant to 18 U.S.@cBon 1350, as adopted pursuant to Section 9@tedbarbanes-Oxley Act of 2002,
that the quarterly report on Form 10-Q of Netflixc. for the quarter ended September 30, 2007 tdipplies with the requirements of
Section 13(a) or 15(d) of the Securities Exchangeoh 1934 and that information contained in sugport fairly presents, in all material
respects, the financial condition and results arapions of Netflix, Inc.

Dated: November 2, 2007 By: /s/ BARRY M ¢ C ARTHY

Barry McCarthy
Chief Financial Officer




