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PART I|. FINANCIAL INFORMATION
Iltem1. Financial Statements
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Revenues
Subscriptior
Sales

Total revenue
Cost of revenues
Subscriptior
Sales

Total cost of revenue

Gross profil

Operating expense
Fulfillment*
Technology and developmer
Marketing*
General and administrative
Stock-based compensatic

Total operating expens
Operating los:
Other income (expense
Interest and other incon
Interest and other expen

Net loss

Net loss per shar:
Basic

Diluted

Weighte-average common shares outstand

Basic

Diluted

Netflix, Inc.
Statements of Operations
(unaudited)

(in thousands, except per share data)

*Amortization of stocl-based compensation not included in expense linesil

Fulfillment

Technology and developme

Marketing
General and administrati\

Total stocl-based compensatic

See accompanying notes to financial statements.

4

Three Months Ended

March 31, March 31,
2003 2004
$ 55,28: $ 99,82
38¢ 547
55,66¢ 100,37(
29,92¢ 56,44«
79 1832
30,001 56,627
25,66: 43,74
6,38: 10,79(
4,18: 5,03¢
13,207 26,69:
2,24¢ 3,13¢
2,40¢ 4,43¢
28,427 50,09:
(2,765) (6,350
581 591
(191) (31)
$ (2,375 % (5,790
$ (0.05 $ (0.1))
$ (0.05 $ (0.1))
45,47« 51,28:
45,47¢ 51,28:
$ 33c $ 511
83t 1,62¢
42¢ 564
81C 1,73¢
$ 2,40¢ $ 4,43t
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Assets

Current asset:
Cash and cash equivalel
Shor-term investment
Prepaid expenst
Prepaid revenue sharing expen
Other current asse

Total current asse
DVD library, net
Intangible assets, n
Property and equipment, r
Deposits
Other asset

Total asset

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payabl

Accrued expense

Deferred revenu

Netflix, Inc.
Balance Sheets
(unaudited)
(in thousands, except share and par value data)

Current portion of capital lease obligatic

Total current liabilities
Deferred ren

Capital lease obligations, less current por

Total liabilities
Stockholder equity:

Common stock, $0.001 par value; 80,000,000 sharth®rzed at December 31, 2003 and March 31, 2
50,849,370 and 51,546,080 shares issued and aditseat December 31, 2003 and March 31, 2004,

respectively
Additional paic-in capital
Deferred stoc-based compensatic

Accumulated other comprehensive inca

Accumulated defici

Total stockholder equity

Total liabilities and stockholde’ equity

See accompanying notes to financial statements.
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As of
December 31 March 31,
2003 2004

$ 89,89 $ 100,18¢
45,29 46,01+
2,231 1,33¢

90t 877

61¢ 541
138,94¢ 148,95¢
22,23¢ 27,49¢
2,94¢ 2,322
9,772 10,32¢
1,27z 1,30z

83€ 82t

$ 176,01. $191,23¢
$ 32,65¢ $ 43,18
11,62¢ 12,46
18,32 21,49¢
41¢€ 36C
63,01¢ 77,50(
241 20¢€

44 —

63,30¢ 77,70¢

51 52
270,83¢ 275,77t
(5,482) (4,16¢)
59¢€ 94¢
(153,29)  (159,08Y)
112,70¢ 113,52¢

$ 176,01. $ 191,23¢
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Netflix, Inc.
Statements of Cash Flows
(unaudited)
(in thousands)

Cash flows from operating activities:
Net loss
Adjustments to reconcile net loss to net cash plexviby operating activitie
Depreciation of property and equipm
Amortization of DVD library
Amortization of intangible asse
Stoclk-based compensation expel
Gain on disposal of DVD
Non-cash interest expen
Changes in operating assets and liabilit
Prepaid expenses and other current a:
Accounts payabl
Accrued expense
Deferred revenu
Deferred ren

Net cash provided by operating activit

Cash flows from investing activities:
Purchases of shi-term investment
Purchases of property and equiprmr
Acquisitions of DVD library
Proceeds from sale of DVL
Deposits and other ass:

Net cash used in investing activiti
Cash flows from financing activities:
Proceeds from issuance of common stock through@maplstock plan
Principal payments on notes payable and capitaklealigation:

Net cash provided by financing activiti

Net increase in cash and cash equival
Cash and cash equivalents, beginning of pe

Cash and cash equivalents, end of pe

Supplemental disclosure
Cash paid for intere:
Non-cash investing activitie:
Unrealized gains on sh-term investment

See accompanying notes to financial statements.
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Three Months Ended

March 31, March 31,
2003 2004

$ (2,379 $ (5,790
1,33¢ 1,252
6,62( 18,127
80¢ 62€
2,40¢ 4,43t
(367) (364)

32 11

603 99¢
1,86¢ 10,52¢
428 83€
1,48¢ 3,172
© (33)
12,821 33,80(
(380) (364)
(561) (1,809
(6,409  (23,57()
38¢ 547
(797) (19)
(7,755 (25,219
1,54¢ 1,81¢
(407) (111)
1,14z 1,70¢
6,21« 10,29¢
59,81« 89,89«
$66,02¢ $100,18t¢
$ 15¢ $ 19
12¢€ 358
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Netflix, Inc.
Notes to Financial Statements
(in thousands, except shares, per share data andrpentages)

Description of Business

Netflix, Inc. (the “Company” or “we”) was incorpded on August 29, 1997 and began operations o Mpri1998. The Company is an
online movie rental subscription service, providsujpscribers with access to a comprehensive litotifles. For a monthly standard
subscription fee, subscribers can rent as manyatligideo discs (“DVDs”) as they want, with thre@wies out at a time, and keep them for as
long as they like. There are no due dates andtaddas. DVDs are delivered directly to the sultwats address by first-class mail from
distribution centers throughout the United Statésee Company also provides background informatio¥iD releases, including critic
reviews, member reviews, online trailers, ratingd personalized movie recommendations.

Basis of Presentation

The accompanying interim financial statements audited and, in the opinion of management, inchltladjustments, consisting of
normal and recurring items, necessary for a fasentation of the balance sheets, results of apesaand cash flows for the periods presented.
These financial statements should be read in catipmwith the audited financial statements andtesl notes included in the Company’s 2003
annual report on Form 10-K filed with the Secust@nd Exchange Commission on February 27, 2004abpg results for the three months
ended March 31, 2004 may not be indicative of Ritaperating results.

Reclassifications
Certain reclassifications have been made to peoiod balances in order to conform to the curremiqu’s presentation.

Stock Split

On January 16, 2004, the Company’s Board of Dirscpproved a two-for-one split in the form of acgét dividend on all outstanding
shares of the Company’s common stock. As a re$tifteostock split, the Company’s stockholders reegione additional share for each share
of common stock held on the record date of Febr@aB®004. The additional shares of common stoclewlestributed on February 11, 2004.
common share and per-share amounts in the accomganyerim financial statements and related nbiege been retroactively adjusted to
reflect the stock split for all periods presented.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally accepteth@ United States of America
requires management to make estimates and assush it affect the reported amounts of assetsiabitities, disclosure of contingent assets
and liabilities at the date of the financial stagens, and the reported amounts of revenues anchegpeluring the reporting periods. Signific
items subject to such estimates and assumptiohslmthe carrying amounts of DVD library, intangilelssets and property and equipment,
stock-based compensation expenses and income fotesl results could differ from those estimates.

Fair Value of Financial I nstruments

The fair value of the Company’s cash, short-termegtments, accounts payable, accrued expenseeaavings approximates their
carrying value due to their short maturity.
Cash and Cash Equivalents

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

Restricted Cash
As of March 31, 2004, other assets included raetticash of $800 related to a workers’ compensatisurance deposit.

7
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Netflix, Inc.
Notes to Financial Statements - Continued
(in thousands, except shares, per share data andrpentages)

Short-Term | nvestments

The Company’s short-term investments generally nedbetween one and five years from the purchase @he Company has the ability
to convert these short-term investments into casimgtime without penalty. All short-term investnteare classified as available-for-sale and
are recorded at market value. Net unrealized gaimseflected in accumulated other comprehensivenire.

A decline in the market value of available-for-siaeestments below cost that is deemed to be di@r-temporary results in a reduction
in the carrying amount to fair value. The impairmisncharged to earnings and a new cost basiséinvestments is established. To determine
whether an impairment is other-than-temporary Gbenpany reviews factors including the economic emrnent and market conditions, its
ability and intent to hold the investments untiharket price recovery, and the severity and dunatfcthe impairment. No impairment charges
were recorded for the periods presented.

As of March 31, 2004, the Company’s short-term gtreents were invested in the Vanguard Short-TermdBodex Fund—Admiral
Shares (the “Fund”). The target index for the Fuhd,Lehman Brothers 1-5 Year Government/Crediexnds comprised of U.S Treasury and
agency securities and investment-grade corporatdswith maturities of one to five years. As of BlaB1, 2004, the cost, unrealized gain and
market value of the Company’s short-term investmevere $45,065, $949 and $46,014, respectively.

Capitalized Software Costs

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

DVD Library

The Company acquires DVDs from studios and distoitsuthrough either direct purchases or revenugrghagreements. The revern
sharing agreements enable the Company to obtaindAf[@ lower upfront cost than under traditione¢cti purchase arrangements. Under the
revenue sharing agreements, the Company sharesenfage of the actual net revenues generatedehysth of each particular title with the
studios over a fixed period of time, which is tyglg twelve months for each DVD title (hereinafteferred to as the “Title Term”). At the end
of the Title Term, the Company has the option tiegireturning the DVD title to the studio or puasing the title.

In addition, the Company remits an upfront payntergcquire titles from the studios and distributensler revenue sharing agreements.
This payment includes a contractually specifietidhfixed license fee that is capitalized and atized in accordance with the Company’s
DVD library amortization policy. This payment malg@include a contractually specified prepaymerfubire revenue sharing obligations that
is classified as prepaid revenue sharing expergésatharged to expense as future revenue shabligatons are incurred.

The Company amortizes the cost of its DVD librdegs estimated salvage value, on a “sum-of-the-nsdratccelerated basis over one
year.

For those DVDs that the Company estimates it weill at the end of their useful lives, a salvageigadf $2.00 per DVD is provided. For
those DVDs that the Company does not expect torsekbalvage value is provided.

DVD library and accumulated amortization consistéthe following:

As of
December 31
March 31,
2003 2004
DVD library, gross $ 114,18t $ 137,57¢
Less accumulated amortizati (91,949 (110,079
DVD library, net $ 22,23t $ 27,49¢
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Netflix, Inc.
Notes to Financial Statements - Continued
(in thousands, except shares, per share data andrpentages)

I ntangible Assets
Intangible assets and accumulated amortizationisteasof the following:

As of

December 31

March 31,
2003 2004
Studio intangible: $ 11,52¢  $11,52¢
Strategic marketing alliance intangib 41€ 41€
Intangible assets, gro 11,94« 11,94«
Less accumulated amortizati (8,99¢) (9,627)
Intangible assets, n $ 2,94t $ 2,32%

Studio Intangible Assets:

During 2000, in connection with revenue sharingeagrents with three studios, the Company agreesste ieach studio an equity inte
equal to 1.204 percent of the Company’s fully ditliequity securities outstanding in the form ofi€&eF Non-Voting Convertible Preferred
Stock (“Series F Preferred Stock”). In 2001, in mection with revenue sharing agreements with twditemhal studios, the Company agreed to
issue each studio an equity interest equal to 1p2@dent of the Company’s fully diluted equity seties outstanding in the form of Series F
Preferred Stock.

The Company’s obligation to maintain the studiagliéy interests at 6.02 percent of the Companyly fililuted equity securities
outstanding terminated immediately prior to itgiaipublic offering in May 2002. The studios’ SesiF Preferred Stock automatically
converted into 3,192,830 shares of common stock tipe closing of the Company'’s initial public offeg.

The Company measured the original issuances andubsequent adjustments using the fair value o$elcerities at the issuance and
subsequent adjustment dates. The fair value wasded as intangible assets with a correspondindjtaeadditional paid-in capital. The
intangible assets are being amortized to costld@iption revenues ratably over the remaining seofithe agreements which initial terms
were three to five years.

Strategic Marketing Alliance Intangible Assets:

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

Property and Equipment

Property and equipment are carried at cost leasnaglated depreciation. Depreciation is calculatgidgithe straigl-line method over tr
shorter of the estimated useful lives of the reBpe@ssets, generally up to three years, or tgeléerm, if applicable.
Revenue Recognition

Subscription revenues are recognized ratably dweaw subscribes’monthly subscription period. Refunds to custoraeesrecorded as
reduction of revenues. Revenues from sales of D&4dks are recorded upon shipment.

9
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Netflix, Inc.
Notes to Financial Statements - Continued
(in thousands, except shares, per share data andrpentages)

Cost of Revenues

Cost of subscription revenues consists of revehadrgy expenses, amortization of the DVD libramoatization of intangible assets
related to equity instruments issued to studiod,@ostage and packaging expenses related to DMpgezhto paying subscribers. Cost of D
sales includes the salvage value of used DVDshignat been sold. Revenue sharing expenses are edcasdVDs subject to revenue sharing
agreements are shipped to subscribers.

Fulfillment

Fulfillment expenses represent those costs incumreperating and staffing the Compi’s fulfillment and customer service cente
including costs attributable to receiving, inspegtand warehousing the Company’s DVD library. Halfent expenses also include credit card
fees.

Technology and Devel opment

Technology and development expenses consist obppayrd related costs incurred in testing, mairitgjrand modifying the Company’s
Web site, its recommendation service, telecommtioits systems and infrastructure and other intewsalsoftware systems. Technology and
development expenses also include depreciatioh@odmputer hardware and capitalized software.

Marketing

Marketing expenses consist of payroll and relatests; advertising, public relations, payments tokeiing affiliates who drive subscrik
traffic to the Company’s Web site and other costated to promotional activities including reveralaring expenses, postage and packaging
expenses and DVD library amortization related éftrial periods. The Company expenses these assteurred.

Stock-Based Compensation

Prior to the second quarter of 2003, the Compangwated for its sto-based employee compensation plans using the iiw-value
method of accountingDuring the second quarter of 2003, the Company tadidjhe fair value recognition provisions of Stagetnof Financial
Accounting Standards (“SFAS”) No. 128¢counting for Stock-Based Compensatasamended by SFAS No. 14&,counting for Stock-
Based Compensatic— Transition and Disclosure, an Amendment of FAGEBe8ient No. 123pr stock-based employee compensation. The
Company elected to apply the retroactive restatémethod under SFAS No. 148 and all prior periogsented have been restated to reflect
the compensation costs that would have been repeghiad the fair value recognition provisions oASHNo. 123 been applied to all awards
granted to employees.

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

The Company applies the Black-Scholes option-pgicirodel to value all stock option grants. The fallog table summarizes the

assumptions used:
Three Months Ended

March 31, March 31,
2003 2004
Dividend yield 0% 0%
Expected volality 66% 70%
Risk-free interest rat 2.3% 1.5%%
Expected life (in years 3.t 1kt

Income Taxes

The Company accounts for income taxes using thet assl liability method. Deferred income taxesramdgnized by applying enacted
statutory tax rates applicable to future yearsffernces between the financial statement carrgimgunts of existing assets and liabilities and
their respective tax bases and operating lossandredit carryforwards. The effect on deferreddasets and liabilities of a change in tax rates
is recognized in income in the period that inclutfessenactment date. The measurement of deferxeasets is reduced, if necessary, by a
valuation allowance for any tax benefits for whfature realization is uncertain.

10
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Netflix, Inc.
Notes to Financial Statements - Continued
(in thousands, except shares, per share data andrpentages)

Net Loss Per Share

Basic and diluted net loss per share is computad tke weighted-average number of outstandingeshai common stock during the
period. For the three months ended March 31, 2003804, all potential common shares have beemuéad|from the diluted calculation
because the Company was in a net loss positiontheirdinclusion would have been anti-dilutive. Tio#owing table summarizes the potential
common shares excluded from the diluted calculgtionnded to the nearest thousand):

Three Months Ended

March 31, March 31,
2003 2004
Warrants 12,556,000 9,154,001
Employee stock optior 7,150,000  5,549,00

Comprehensive Loss

The Company’s comprehensive loss consists of sstdnd net unrealized gains on available-for-salestments. The balances in
accumulated other comprehensive income consistafraulated net unrealized gains on available-fte-isewvestments.

The components of comprehensive loss are as fallows

Three Months Ended

March 31, March 31,
2003 2004
Net loss $(2,37))  $ (5,790
Other comprehensive incorr
Net unrealized gains on availa-for-sale investmeni 12¢ 358
Comprehensive los $(2,247)  $(5,437%
Segment Reporting

The Company is an online movie rental subscriptiervice and substantially all revenues are derfked monthly subscription fees. T
Company is organized in a single operating segrfieequrposes of making operating decisions andsassg performance in accordance with
SFAS No. 131Disclosures about Segments of an Enterprise anat&klInformation The Company’s Chief Executive Officer, who is the
chief operating decision maker as defined in SFAS D81, evaluates performance, makes operatingidasiand allocates resources based on
financial data consistent with the presentatiotheyaccompanying financial statements.

Recent Accounting Pronouncements

In December 2003, the Securities and Exchange Cesioni (“SEC”) issued Staff Accounting Bulletin (“88 No. 104,Revenue
Recognitior, which supersedes SAB No. 1BRevenue Recognition in Financial Statemefitse primary purpose of SAB No. 104 is to res(
accounting guidance contained in SAB No. 101 relédemultiple element revenue arrangements, sugedsas a result of the issuance of
Emerging Issues Task Force (“EITF”) Issue No. 00Rdvenue Arrangements with Multiple Deliverabl@siditionally, SAB No. 104 rescinds
the SEC's “Revenue Recognition in Financial Stateim&requently Asked Questions and Answers” (“tAQF issued with SAB No. 101 th
had been codified in SEC Topic IBevenue RecognitiaorSelected portions of the FAQ have been incorpdratto SAB No. 104. While the
wording of SAB No. 104 has changed to reflect #suance of EITF Issuance No. 00-21, the revenwgnitton principles of SAB No. 101
remain largely unchanged by the issuance of SAB19d. The adoption of SAB No. 104 did not have a&emial impact on the Company’s
financial position, results of operations or cdshvg.

In January 2003, the Financial Accounting Stand8atsrd (“FASB”) issued Interpretation No. 4€onsolidation of Variable Interest
Entities, an Interpretation of ARB No. , which addresses the requirement for the cong@iudy business enterprises of variable interest
entities as defined in the Interpretation. In Deben2003, the FASB issued a revised

11
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Netflix, Inc.
Notes to Financial Statements — Continued
(in thousands, except shares, per share data andrpentages)

Interpretation No. 46 (“FIN 46R"), which expandg ttriteria for consideration in determining whetherariable interest entity should be
consolidated. Public companies must apply FIN 46Ratriable interest entities considered to be spp@tirpose entities no later than the end of
the first reporting period that ended after Decemilte 2003, and no later than the first reportiegq that ended after March 15, 2004 for all
other entities. The application of FIN 46R did hatve an impact on the Company’s financial statemerstthe Company does not engage in
transactions with any variable interest entities.

Subsequent Event

During the second quarter of 2004, the Company ameced that it would increase its subscription ratginning in June 2004. Tl
standard subscription plan will change from $13®%$21.99 per month.

12
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Item 2. Management’s Discussion and Analysis of Financial @dition and Results of Operations
Forward-Looking Statements

This quarterly report on Form 10-Q contains cerfamvard-looking statements within the meaninghef federal securities laws,
including statements regarding international exjmmsievelopments in downloading, impacts arisiogrf our price change, subscriber churn,
disc usage, fulfillment expenses and liquidity. 3&statements are subject to risks and uncertsithig¢ could cause actual results and ever
differ, including: our ability to execute effectiyeexpansion of our business into international kets and downloading; managerial,
operational, administrative and financial resowgestraints; competition; our ability to manage growth, in particular managing our
subscriber acquisition cost as well as the mix eontielivered to our subscribers; our ability tmeatt new subscribers and retain existing
subscribers; consumer spending on DVD players, Dafiibrelated products; and widespread consumetiadayf different modes of viewing
in-home filmed entertainment. A detailed discussibthese and other risks and uncertainties thaldocause actual results and events to differ
materially from such forward-looking statementfiduded as part of our 2003 annual report on FboAK filed with the Securities and
Exchange Commission on February 27, 2004.

We undertake no obligation to revise or publiclipase the results of any revision to any forwaking statements contained in this
quarterly report on Form 10-Q, or to explain whyuat results differ.

Our Business

We are the largest online movie rental subscripsienvice in the United States, providing more th&82,000 subscribers access
comprehensive library of more than 18,000 movikevision and other filmed entertainment titles. Banonthly standard subscription fee, our
standard subscription plan allows subscribers te llaree titles out at the same time with no duesjdate fees or shipping charges.
Subscribers can view as many titles as they waatmonth. Subscribers select titles at our Web(gitew.netflix.com) aided by our propriete
recommendation service, receive them on DVD by-filass mail and return them to us at their corstece using our prepaid mailers. Once a
title has been returned, we mail the next availtiblein a subscriber’'s queue. For a more detadisdussion of our business and the risks and
uncertainties associated with our business, plediseto our 2003 annual report on Form 10-K fikgith the Securities and Exchange
Commission on February 27, 2004.

On January 16, 2004, our Board of Directors apptavenvo-for-one split in the form of a stock divideon all outstanding shares of our
common stock. As a result of the stock split, dackholders received one additional share for ehetie of common stock held on the record
date of February 2, 2004. The additional share®nfmon stock were distributed on February 11, 2004.

Key Business Metrics

Management periodically reviews certain key busmastrics in order to evaluate the effectivenessuofoperational strategies, alloc
resources and maximize the financial performanasuobusiness. These key business metrics inchaléotlowing:

»  Subscriber ChurnSubscriber churn is a monthly measure defined stomer cancellations in the quarter divided bysie of
beginning subscribers and gross subscriber addijtiben divided by three months. Customer canéafiatin the quarter include
cancellations from gross subscriber additions, tvisovhy we include gross subscriber additiondhvendenominator. We grow our
subscriber base either by adding new subscribeog cetaining existing subscribers. Subscriber ohsithe key metric which allows
management to evaluate whether we are retainingxisting subscribers in accordance with our bissin#ans. An increase in
subscriber churn may signal a deterioration ingihality of our service, or it may signal an unfaatdle behavioral change in the mix
of new subscribers. Lower subscriber churn meagisenicustomer retention, faster revenue growthlandr marketing expenses as
a percent of revenues for any given level of subscracquisition

» Subscriber Acquisition CosBubscriber acquisition cost is defined as totalket@mg expense divided by total gross subscriber
additions. Management reviews this metric closelgvaluate how effective our marketing programsragequiring new subscribers
on an economical bas|

» Gross Margin:Management reviews gross margin in conjunction withscriber churn and subscriber acquisition atrget a
desired operating margin. For example, disc usageintrease, which depresses our gross margin. ¥Hawiacreased disc usage
may result in higher subscriber satisfaction, whiethuces subscriber churn and increases word-othraalvertising about our
service. As a result, marketing expense may fadl percent of revenues and opera
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margins rise, offsetting the impact of a reducfiogross margin. We can also make trade-offs betveee DVD library investments
which have an inverse relationship with subscridfemrn and subscriber acquisition cost. For exangsléncrease in our DVD library
investments may improve customer satisfaction anet subscriber churn, and hence increase the nuohinew subscribers
acquired via word-of-mouth. This in turn may allowto accelerate our subscriber growth for a gleeal of marketing spending.

New Initiatives in 2004

We will continue to focus on our online DVD rensaibscription service in the United States. Ouriocoeid service improvements create
high subscriber satisfaction, which results in losgbscriber churn and positive word-of-mouth almutservice. This in turn helps us grow
our subscriber base faster. As we grow, we contioueake more improvements to our service, whidhedrthe cycle again.

In addition to our core focus, we are planning recaiting the following new initiatives in 2004:

» First, we are investing in expanding operationsrimationally. Our first international market is exped to be in the United Kingdo!
Although we believe the United Kingdom is a googansion market for us, we expect that internatiopalrations will, over time,
contribute less than 20 percent of our revenuékeatl.S. market continues to grc

* Second, we are investing resources on developiogjaas for downloading movies to consumers. Oueirategy has been a
remains to grow a large DVD subscription businéssyever, as technology and infrastructure devedagdlow effective and
convenient delivery of movies over the Internet,imtend to offer our subscribers the choice unaher subscription of receiving their
movies on DVD or by downloading, whichever theyfpreAlthough our solutions may be well in advané¢eneaningful demand for
downloading services and we expect only modestuwuss interest for the near term, we believe it githw steadily over the next 1
years.

Critical Accounting Policies and Estimates

The preparation of financial statements in conftymiith accounting principles generally accepteth@ United States requires estimates
and assumptions that affect the reported amourdss#ts and liabilities, revenues and expensesetatdd disclosures of contingent assets and
liabilities in the financial statements and acconmyiag notes. The Securities and Exchange Commidsisrdefined a company’s critical
accounting policies as the ones that are most itapoto the portrayal of a company’s financial citiod and results of operations, and which
require a company to make its most difficult antjsative judgments. Based on this definition, weehalentified the critical accounting
policies and judgments addressed below. Althouglh&lieve that our estimates, assumptions and judtgrage reasonable, they are based
upon information presently available. Actual resuitay differ significantly from these estimates andifferent assumptions, judgments or
conditions.

Amortization of DVD Library and Upfront Costs

We acquire DVDs from studios and distributors tlyloeither direct purchases or revenue sharing agrets. The revenue sharing
agreements enable us to obtain DVDs at a loweounpfrost than under traditional direct purchasarayements. Under the revenue sharing
agreements, we share a percentage of the actuavegtues generated by the use of each partigidawtth the studios over a fixed period of
time, which is typically twelve months for each DVibe (hereinafter referred to as the “Title TednAt the end of the Title Term, we have 1
option of either returning the DVD title to the dio or purchasing the title.

In addition, we remit an upfront payment to acqtittes from the studios and distributors undereraye sharing agreements. This
payment includes a contractually specified inifie¢d license fee that is capitalized and amortimedccordance with our DVD library
amortization policy. This payment may also incladeontractually specified prepayment of future resesharing obligations that is classified
as prepaid revenue sharing expense and is chargegbénse as future revenue sharing obligationsavered.

We amortize the cost of our DVD library, includitige capitalized portion of the initial fixed licemgee, on a “sum-of-the-months”
accelerated basis over one year. We believe thefuhe accelerated method is appropriate for thertization of our DVD library and the
initial fixed license fee because we normally eigrege heavy initial demand for a title, which sulesi gradually once the initial demand has
been satisfied.
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Stock-Based Compensation

We account for sto-based compensation expenses in accordance wifhithalue recognition provisions of SFAS No. 1PRiring the
three months ended March 31, 2003 and 2004, wededdotal stock-based compensation expenses 4iilion and $4.4 million,
respectively. The application of SFAS No. 123 reggiisignificant judgment, including the determiaatof the expected life and volatility for
stock options. To determine the expected life, @gew the historical pattern of exercises of stopkions. Prior to the third quarter of 2003,
granted stock options which generally vest ovezdho four-year periods. Since the third quarte2@if3, we began granting fully vested stock
options to our employees on a monthly basis. Assalt, we changed the expected life from 3.5 yeals5 years. In addition, our stock price
has fluctuated significantly and has risen considigrin recent periods. These factors affect oguagptions used in determining the volatility.
Given the volatile market conditions, it is diffitto forecast our stock-based compensation exgeasel changes in our assumptions could
materially impact the amount of stock-based comaiéms expenses recorded in future periods.

Income Taxes

We record a tax provision, if any, for the anticgzhtax consequences of the reported results gatipes. In accordance with SFAS No.
109, Accounting for Income Taxeshe provision for income taxes is computed usirgasset and liability method, under which defite
assets and liabilities are recognized for the etgokfuture tax consequences of temporary differehetween the financial reporting and tax
bases of assets and liabilities, and for operdtisges and tax credit carryforwards. Deferred tsets and liabilities are measured using the
currently enacted tax rates that apply to taxaitere in effect for the years in which those tesetsare expected to be realized or settled. We
record a valuation allowance to reduce deferrechtmets to the amount that is believed more litedy not to be realized.

If we subsequently realize deferred tax assetsnhed previously determined to be unrealizableréispective valuation allowance wol
be reversed, resulting in a positive adjustmemtaimings in the period such determination is madaddition, the calculation of tax liabilities
involves significant judgment in estimating the @mepof uncertainties in the application of compiax laws. Resolution of these uncertainties
in a manner inconsistent with management’s expeottould have a material impact on our resultspafrations and financial position.
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Results of Operations

The following table sets forth, for the periodsgeeted, the line items in our Statements of Opmratas a percentage of total reven
The information contained in the table below shdwddead in conjunction with the Financial StateteeNotes to Financial Statements, and
Management’s Discussion and Analysis of Financ@hdition and Results of Operations included in tuarterly report on Form 10-Q.

Three Months Ended

March 31, March 31,
2003 2004
Revenues
Subscriptior 99.2% 99.5%
Sales 0.7 0.t
Total revenue 100.( 100.(
Cost of revenues
Subscriptior 53.¢ 56.2
Sales 0.1 0.2
Total cost of revenue 53.¢ 56.4
Gross profil 46.1 43.€
Operating expense
Fulfillment 11 10.¢
Technology and developme 7.5 5.C
Marketing 23.7 26.€
General and administrati 4.0 3.1
Stoclk-based compensatic 4.4 4.4
Total operating expens: 51.1 49.¢
Operating los: (5.0 (6.9
Other income (expense
Interest and other incon 1.C 0.t
Interest and other expen (0.3 —
Net loss (4.9% (5.9%

Three Months Ended March 31, 2003 Compared to Thre®onths Ended March 31, 2004

Revenues
Three Months Ended
Perceni
March 31,
March 31, Change
2003 2004
(in thousands, except percentage
and average monthly subscription
revenue per paying subscriber)
Revenues
Subscriptior $55,28. $ 99,82 80.€%
Sales 38¢ 547 41.(%
Total revenue $55,66¢  $100,37( 80.5%
Average number of paying subscrib 90:< 1,631 80.6%
Average monthly subscription revenue per payingstiber $ 2041 $ 20.4(C —

We generate all our revenues in the United Statesderive substantially all of our revenues fromnitindy subscription fees and
recognize subscription revenues ratably during satiscriber’s monthly subscription period. In aiddit we generate a small portion of our
revenues from the sale of used DVDs and recognizk kevenues when the DVDs are shipped.



The increase in our subscription revenues forliheetmonths ended March 31, 2004 in comparisontiétsame prior-year period was
primarily attributable to an increase in the averagmber of paying subscribers as summarized itathie above.
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We believe the increase in the number of payingatibers was driven by the continuing consumer adiof DVD players, increased
consumer awareness of our service and continuipgowements in our service.

Subscriber churn declined to 4.7 percent in tret §uarter of 2004 from 5.8 percent in the samerpréar period. We believe the decline
was primarily attributable to two reasons:

» First, as we grow, the ratio of new subscriberttal subscribers declines, leading to an ine@ashe average duration, or age, of
the subscriber base. Based on our experience, uleseisbers are actually more likely to cancel tiseibscriptions than older
subscribers, and therefore, an increase in sulesaiye tends to lead to reductions in subscribemc

» Second, we continue to make improvements in abeurof key areas, including: (1) increasing thetioek rate and selection of titles
as we expand our DVD library; (2) enhancing the Wi and recommendation service; and (3) expandimgnationwide network
shipping centers in order to reduce delivery tilive. believe these improvements to our service isersabscriber satisfaction, wh
result in lower subscriber chut

The following table presents our ending subscribfermation:

As of
Perceni

March 31, March 31, Change

2003 2004

(in thousands, except percentage

Subscriber:
Free subscribel 43 87 102.2%
Paid subscriber 1,00¢ 1,84t 82.%%
Total subscriber 1,052 1,93 83.7%

During the second quarter of 2004, we announceglanrto increase our subscription rates beginimriyine 2004. Our standard
subscription plan will change from $19.95 to $21p@® month. We anticipate that following the anncement of the price change, subscriber
churn may increase as some of our subscribersteleeincel the service due to the increase in piHosvever, following this transitional
period, we believe subscriber churn will returrite current levels and improve further through tardd service enhancements. We can
provide no assurance of this expected trend incsides churn given the uncertainty associated withscriber reaction to our price change. As
such, there may be long-term degradation in oditybd attract and retain subscribers, in whickeaur revenues will be adversely impacted.

Cost of Revenues

Three Months Ended
Perceni

March 31, March 31, Change

2003 2004

(in thousands, except percentage
Cost of revenues

Subscriptior $29,92¢  $56,44« 88.€%
Sales 79 18: 131.6%
Total cost of revenue $30,007 $56,627 88.7%

Cost of subscription revenues consists of revehaérgy expenses, amortization of our DVD libramyaatization of intangible assets
related to equity investments issued to studiod,pstage and packaging expenses related to sipiphes to paying subscribers. Costs related
to free-trial subscribers are allocated to markgérpenses. Cost of DVD sales includes salvages\aaid revenue sharing expenses for used
DVDs sold.

The increase in cost of subscription revenueshfethree months ended March 31, 2004 in compavigibnthe same prior-year period
was primarily attributable to the following factors
» The number of DVDs mailed to paying subscribacséased 111 percent, which was driven by an 8depeincrease in the number
of average paying subscribers coupled with a 1Zgmgrincrease in disc usage per average payingso®s
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» Postage and packaging expenses increased by $iltlod mepresenting a 95 percent increase. Thisease was primaril
attributable to the increase in the number of ayegaying subscribers and the number of DVDs madquhying subscriber

» DVD amortization increased by $10.5 million, repenting a 176 percent increase. This increaseriraarily attributable to
increased acquisitions for our DVD libra

* Revenue sharing expenses increased by $4.6 mitkpnesenting a 42 percent increase. This increaseprimarily attributable to tt
increase in the number of average paying subsesréoedt the number of DVDs mailed to paying subscsibgartially offset by a
decrease in the percentage of DVDs subject to te/eharing agreements mailed to paying subscréretertain credits received
from studios resulting froramendments to revenue sharing agreem

Gross Profit and Gross Margin

Three Months Ended

March 31, March 31,
2003 2004

(in thousands, excep
percentages)

Gross profil $ 25,66 $ 43,74
Gross margit 46.1% 43.6%

The decrease in gross margin for the three momtisteMarch 31, 2004 in comparison with the samerfy@ar period was primarily due
to a higher percentage of DVD amortization as alted increased acquisitions for our library, ctegpwith a higher percentage of postage and
packaging expenses as a result of an increassdrudage per average paying subscriber. The dedregsoss margin was partially offset by a
lower percentage of revenue sharing expensesessii of our rental mix shifting proportionatelyfawvor of purchased titles and away from
titles subject to revenue sharing agreements. diitiad, gross margin for the three months endeddd&1, 2004 was favorably impacted by
certain credits received from studios resultingrframendments to revenue sharing agreements.

We believe the increase in disc usage per averagiagsubscriber was driven by several factorduaing a decrease in delivery time of
DVDs to and from our subscribers and the successiofecommendation services, all of which haveéeichange subscriber behavior
associated with the use of our service and alloseedsubscribers to rent more movies on a monthdysb#f disc usage per average paying
subscriber continues to increase, our gross marilifurther be affected negatively.

Operating Expenses:

Fulfillment
Three Months Ended Perceni
March 31, March 31, Change
2003 2004
(in thousands, except percentages)
Fulfillment $ 6,38: $ 10,79( 69.(%
As a percentage of revent 11.5% 10.8%

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

The increase in fulfillment expenses in absolutéad® for the three months ended March 31, 200zbimparison with the same prigear
period was primarily attributable to an increaspénsonnel-related costs resulting from the higlodume of activities in our customer service
and shipping centers, coupled with an increasedditcard fees as a result of the increase incsigtons. As a percentage of revenues,
fulfilment expenses decreased primarily due tomlgination of an increasing revenue base and ingonewnts in our fulfilment productivity
due to our continued efforts to refine and streaentiur fulfillment operations.

As we continue to expand and refine our fulfillmeperations, we may see a further increase inuiage by our subscribers. If our
subscriber retention does not increase or our tipgranargins do not improve to the extent necesgapjfset the effect of increased fulfillme
expenses, our operating results would be adveadtdgted. In addition, the rate of
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improvement in our fulfillment productivity may dease in future periods as we reach diminishinggimat returns on the refinements and
streamlining efforts to our operations.

Technology and Devel opment

Three Months Ended Perceni
March 31, March 31, Change
2003 2004

(in thousands, except percentages)

Technology and developme $ 4,18: $ 5,03¢ 20.5%
As a percentage of revent 7.5% 5.C%

Technology and development expenses consist obppayrd related expenses we incur related to tgstiraintaining and modifying our
Web site, recommendation service, telecommunicatiystems and infrastructure and other internakofievare systems. Technology and
development expenses also include depreciationeo€dmputer hardware and capitalized software waaisun our Web site and store our
data. We continuously research and test a varfghptential improvements to our internal hardwand aoftware systems in an effort to
improve our productivity and enhance our subscsibexperience.

The increase in technology and development expensassolute dollars for the three months endedchl&d, 2004 in comparison with
the same prior-year period was primarily the resfilin increase in personnel-related costs. Ageepége of revenues, technology and
development expenses decreased primarily due fteatsy increase in revenues than technology anela@wment expenses.

Marketing
Three Months Ended Percen
March 31, March 31, Change
2003 2004
(in thousands, except percentages
and subscriber acquisition cost)
Marketing $ 13,207 $ 26,69: 102.7%
As a percentage of revent 23. 1% 26.6%
Other data
Gross subscriber additiol 417 76C 82.2%
Subscriber acquisition co $ 31.67 $ 35.1: 10.9%

Marketing expenses consist of marketing prograneedjtures and other promotional activities, inchgdievenue sharing costs, postage
and packaging costs, and library amortization eelab free-trial periods.

The increase in marketing expenses in absolutarddibr the three months ended March 31, 2004 fimpewison with the same-prior year
period was primarily attributable to an increaseniarketing program costs, primarily relating toinaland television advertising. In addition,
personnekelated costs increased in order to support thieenigolume of marketing activities. Subscriber asifjon cost increased primarily
a result of an increase in marketing program spendiartially offset by the continued growth of wesf-mouth as a source of subscriber
acquisitions and lower personnel-related costs pareacquired subscriber basis. As a percentagevehues, the increase in marketing
expenses was primarily due to a greater increaseiieting expenses than revenues.

General and Administrative

Three Months Ended Perceni
March 31, March 31, Change
2003 2004

(in thousands, except percentage:
General and administrati\ $ 2,24¢ $ 3,13¢ 39.5%
As a percentage of revent 4.C% 3.1%
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General and administrative expenses consist ofoflamd related expenses for executive, financetesd acquisition and administrative
personnel, as well as recruiting and professiocges fand other general corporate expenses.

The increase in general and administrative expensassolute dollars for the three months endedcM&d, 2004 in comparison with the
same prior-year period was primarily attributaltleah increase in personnel-related costs, as wahadncrease in insurance costs and
professional fees, to support our growing operatids a percentage of revenues, the decrease énajemd administrative expenses was
primarily due to a greater increase in revenues femeral and administrative expenses.

Stock-Based Compensation

Three Months Ended Perceni
March 31, March 31, Change
2003 2004

(in thousands, except percentage:
Stock-based compensati $ 2,40¢ $ 4,43t 84.2%
As a percentage of revent 4.4% 4.4%

During the second quarter of 2003, we adoptedahesélue recognition provisions of SFAS No. 128dtock-based employee
compensation. We elected to apply the retroactgeatement method under SFAS No. 148 and all padods presented have been restated to
reflect the compensation costs that would have beewgnized had the fair value recognition provisiof SFAS No. 123 been applied to all
awards granted to employees.

During the third quarter of 2003, we began granfirty vested stock options to our employees onaathly basis. Stock-based
compensation expenses associated with these gdtick® are immediately recognized. For stock ogtigranted prior to the third quarter of
2003 with three to four-year vesting periods, wettwe to amortize the deferred compensation agtstivith these stock options over their
remaining vesting periods.

The increase in stock-based compensation expemsdsolute dollars for the three months ended Maigt2004 in comparison with the
same prior-year period was primarily due to higigrenses resulting from the fully vested monthbcktoptions granted during the current
period, coupled with a rising stock price.

We apply the Black-Scholes option-pricing modevatue our stock option grants. As such, the catmnaof our stock-based
compensation expenses is highly sensitive to th&ebarice of our common stock on the date of gr@nir stock price has been volatile anc
such, it is difficult to predict our stock-basechgmensation expenses in future periods.

Other Income (Expense):
I nterest and Other Income

Three Months Ended Percent
March 31, March 31, Change
2003 2004
(in thousands, except percentage
Interest and other incon $ 581 $ 591 1.7%
As a percentage of revent 1.C% 0.5%

Interest and other income consist primarily of iest earned on our cash and cash equivalents anidtshm investments. The slight
increase in interest and other income during theetimonths ended March 31, 2004 in comparison tiwélsame prior-year period was
primarily due to higher average cash and investrhalainces, partially offset by the decline in ietgrates.
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I nterest and Other Expense

Three Months Ended Percen
March 31, March 31, Change
2003 2004
(in thousands, except percentage:
Interest and other expen $ (19) $ (32) (83.8)%
As a percentage of revent (0.9% —

Interest and other expense consist primarily ariggt expense related to our interest-bearing atiidigs. The decline in interest and other
expense during the three months ended March 34, @20€omparison with the same prior-year period pamarily due to lower interest
expense as a result of a reduction in interestiiigabligations.

Liquidity and Capital Resources

Since inception, we have financed our activitigmprily through a series of private placementsafwertible preferred stoc
subordinated promissory notes, our initial pubffiedng and net cash generated from operating itietiv As of March 31, 2004, we had cash
and cash equivalents of $100.2 million and sharitevestments of $46.0 million. We have generatedcash from operations during each
quarter since the second quarter of 2001 despiteapid growth. Although we currently anticipatatitash flows from operations, together
with our available funds, will be sufficient to ntemir cash needs for the foreseeable future, weragire or choose to obtain additional
financing. Our ability to obtain financing will depd on, among other things, our development effbrtsiness plans, operating performance
and condition of the capital markets at the timeseek financing. We cannot assure you that additifimancing will be available to us on
favorable terms when required, or at all. If weseaadditional funds through the issuance of eqaiiyity-linked or debt securities, those
securities may have rights, preferences or priesgegenior to the rights of our common stock, andstackholders may experience dilution.

The following table summarizes our cash flow atita:

Three Months Ended

March 31, March 31,
2003 2004
(in thousands)
Net cash provided by operating activit $12,82] $ 33,80(
Net cash used in investing activiti (7,755 (25,214
Net cash provided by financing activiti 1,142 1,70¢

The increase in net cash provided by operatingities for the three months ended March 31, 200gbimparison with the same prior-
year period was primarily attributable to a nesl|aadjusted for a n-cash increase in amortization of our DVD librasyaaresult of increased
purchases of titles, an increase in accounts payabh result of our growing operations, an ineréasleferred revenue due to a larger
subscriber base and a non-cash increase in staedlt@mpensation expenses.

The increase in net cash used in investing aa#/fior the three months ended March 31, 2004 imeoison with the same prior-year
period was primarily attributable to an increasghim acquisitions of DVDs to support our growindpstriber base and an increase in the
purchases of property and equipment to supporgmwing operations.

The increase in net cash provided by financingvies for the three months ended March 31, 200ebimparison with the same prior-
year period was primarily attributable to an inseén the proceeds from the issuance of commoik $hoough our employee stock plans ar
decrease in the repayment of debt and other oldigat

Off-Balance Sheet Arrangements

As part of our ongoing business, we do not engageansactions 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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Indemnifications

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

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

Recent Accounting Pronouncements

In December 2003, the Securities and Exchange Cesioni (“SEC”) issued Staff Accounting Bulletin (“82% No. 104,Revenue
Recognitior, which supersedes SAB No. 1BRevenue Recognition in Financial Statemefitse primary purpose of SAB No. 104 is to res(
accounting guidance contained in SAB No. 101 relédemultiple element revenue arrangements, sugedsas a result of the issuance of
Emerging Issues Task Force (“EITF”) Issue No. 00Rdvenue Arrangements with Multiple Deliverabl@siditionally, SAB No. 104 rescinds
the SEC's “Revenue Recognition in Financial Stateim&requently Asked Questions and Answers” (“tAQF issued with SAB No. 101 th
had been codified in SEC Topic IBevenue RecognitiorSelected portions of the FAQ have been incorpdratto SAB No. 104. While the
wording of SAB No. 104 has changed to reflect #saiance of EITF Issuance No. 00-21, the revenwgnitton principles of SAB No. 101
remain largely unchanged by the issuance of SAB194. The adoption of SAB No. 104 did not have aemial impact our financial position,
results of operations or cash flows.

In January 2003, the Financial Accounting Stand&atsrd (“FASB”) issued Interpretation No. 4€onsolidation of Variable Interest
Entities, an Interpretation of ARB No. , which addresses the requirement for the cong@itdy business enterprises of variable interest
entities as defined in the Interpretation. In Deberm2003, the FASB issued a revised Interpretation46 (“FIN 46R”), which expands the
criteria for consideration in determining whetheragiable interest entity should be consolidatadle companies must apply FIN 46R to
variable interest entities considered to be spgtigbose entities no later than the end of thé fagorting period that ended after December 15,
2003, and no later than the first reporting petlwtt ended after March 15, 2004 for all other @titThe application of FIN 46R did not have
an impact on our financial statements, as we dengage in transactions with any variable intezesties.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

The primary objective of our investment activitisdo preserve principal, while at the same tim&im&ing income we receive from
investments without significantly increased riskn®& of the securities we invest in may be subatarket risk. This means that a change in
prevailing interest rates may cause the principadant of the investment to fluctuate. For examiblele hold a security that was issued with a
fixed interest rate at the then-prevailing rate #redprevailing interest rate later rises, the gatiour investment will decline. To minimize this
risk, we intend to maintain our portfolio of cagjueralents and short-term investments in a varétyecurities. Our cash equivalents are
generally invested in money market funds, whichraresubject to market risk because the interastg@asuch funds fluctuates with the
prevailing interest rate. We intend to limit thegentage invested in short-term investments to acerthan 50 percent of the combined fair
value of cash equivalents and short-term investsaémtaddition, we intend to limit the average diaraon our short-term investments to three
years or less and maintain an average portfolidicgeiality of A or better

As of March 31, 2004, our short-term investmentsanevested in the Vanguard Short-Term Bond Index-~Admiral Shares (the
“Fund”). The target index for the Fund, the LehnBanthers 1-5 Year Government/Credit Index, is casgat of U.S Treasury and agency
securities and investment-grade corporate bondsmdtturities of one to five years. As of March 3@04, the cost, unrealized gain and market
value of our short-term investments were $45,085,8949,000 and $46,014,000, respectively.
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The following table presents the hypothetical cleanig the fair value of our shagrm investments as a result of changes in inteagss.

Fair Value
Given an Interest Rate Fair Value Fair Val
Decrease of “X” Basis Points (“BPS) . ar vaiue
as of Given an Interest Rate
March 31, Increase of “X” BPS
(100) BPS (50) BPS 2004 50 BPS 100 BPS 150 BPS
(in thousands)
Shor-term investment $ 47,16¢ $ 46,58¢ $46,01« $45,43¢ $44,86: $44,28¢

Item 4. Controls and Procedures

Our management, with the participation of our Cligécutive Officer and Chief Financial Officer, éxated the effectiveness of our
disclosure controls and procedures as of the ettiegberiod covered by this quarterly report omird0-Q. Based on that evaluation, our Ct
Executive Officer and Chief Financial Officer comdéd that our disclosure controls and procedured$ tiee end of the period covered by this
quarterly report on Form 10-Q were effective inwgirgy that information required to be disclosedusyin reports that we file or submit under
the Securities Exchange Act of 1934, as amendedc@ded, processed, summarized and reportedwitbitime periods specified in the
Securities and Exchange Commission’s rules andsowife believe that a control system, no matter el designed and operated, cannot
provide absolute assurance that the objectivelseofdntrol system are met, and no evaluation ofrotsncan provide absolute assurance the
control issues and instances of fraud, if any, d¢dnd detected within a company.

There was no change in our internal control ovwsairicial reporting that occurred during the quasteted March 31, 2004 that has
materially affected, or is reasonably likely to erélly affect, our internal control over financigporting.
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PART II. OTHER INFORMATION

Item 1. Legal Proceedings
We are not a party to any material legal proceesding

Item 2. Changes in Securities and Use of Procee
(d) Use of Proceed

We continue to maintain approximately $42.1 millafrthe net proceeds from our initial public offegiin May 2002 in short-term

investments and $29.9 million in cash and cashvedgits.

[tem 6. Exhibits and Reports on Form &K
(a) Exhibits:
Exhibit
Number Exhibit Description
3.1 Amended and Restated Certificate of Incorpora
3.2 Amended and Restated Byla
3.3 Certificate of Amendment to the Amended and Redtate
Certificate of Incorporatiol
4.1 Form of Common Stock Certifica
10.1 Form of Indemnification Agreement entered into bg tegistrant

with each of its executive officers and direct
10.2 2002 Employee Stock Purchase F
10.3 Amended and Restated 1997 Stock |
10.4 2002 Stock Pla
10.5 Amended and Restated Stockhol’ Rights Agreemer
10.6 Office Lease between the registrant and BR3 Par

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

10.8 Employment Offer Letter for W. Barry McCartl
10.9 Employment Offer Letter for Tom Dillo
10.10 Employment Offer Letter with Leslie J. Kilgo

10.11*  Letter Agreement between the registrant and ColamkbiStar
Home Entertainment, In

10.12** Revenue Sharing Output License Terms between tistrant an
Warner Home Vide:

10.13 Form of Subordinated Promissory Ni

10.14**  Strategic Marketing Agreement between the registnad Bes
Buy Co., as amended

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

the Sarban«Oxley Act of 2002

32.1 Certifications of Chief Executive Officer and Chlghancial
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(b) Reports on Form 8-K:

On January 21, 2004, we furnished a current repoform 8-K under Iltem 12 regarding the announcemieour financial results for the
quarter ended December 31, 2003 and included aafolne press release under Item 7.
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SIGNATURES

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

N ETFLIX, | NC.

Dated: April 30, 200: By: /s/  REeDH ASTINGS

Reed Hastings
Chief Executive Office

Dated: April 30, 200: By: /s/  BARRY M c C ARTHY

Barry McCarthy
Chief Financial Officer
(Principal financial and accounting office
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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:
| have reviewed this quarterly report on Forn-Q of Netflix, Inc.;

Based on my knowledge, this report does not comtaynuntrue statement of a material fact or omététe a material fact necess
to make the statements made, in light of the cistances under which such statements were madmisieading with respect to
the period covered by this repc

Based on my knowledge, the financial statement$ aéimer financial information included in this repdairly present in all materi
respects the financial condition, results of operstand cash flows of the registrant as of, amdtfe periods presented in this

1.
2.

report;

The registrant’s other certifying officer andre responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules -15(e) and 15-15(e)) for the registrant and ha

(@)

(b)

()

designed such disclosure controls and procedareaused such disclosure controls and procedoidge designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made
known to us by others within those entities, pattidy during the period in which this report isig prepared

evaluated the effectiveness of the registratisslosure controls and procedures and presenttilsi report our conclusions
about the effectiveness of the disclosure conantsprocedures, as of the end of the period cougrehis report based on
such evaluation; an

disclosed in this report any change in the regit's internal control over financial reporting thatomed during th

registrant’s most recent fiscal quarter (the regigts fourth fiscal quarter in the case of an aimaport) that has materially
affected, or is reasonably likely to materiallyeaff, the registra’s internal control over financial reporting; &

The registrar's other certifying officer and | have disclosedsdrhon our most recent evaluation of internal @mver financia
reporting, to the registrant’s auditors and theitaemnmittee of the registrant’s board of directfws persons performing the
equivalent functions)

(@)

(b)

all significant deficiencies and material weaknsssehe design or operation of internal contradiofinancial reporting
which are reasonably likely to adversely affectribgistrant’s ability to record, process, summaaad report financial
information; anc

any fraud, whether or not material, that involveaniagement or other employees who have a significéain the
registran’s internal control over financial reportir

Dated April 30, 2004 By: /s|  REEDH ASTINGS

Reed Hasting
Chief Executive Office



Exhibit 31.2

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

[, Barry McCarthy, certify that:

1. | have reviewed this quarterly report on Forn-Q of Netflix, Inc.;

2. Based on my knowledge, this report does not comtajnuntrue statement of a material fact or omgitade a material fact necess
to make the statements made, in light of the cistances under which such statements were madmisieading with respect to
the period covered by this repc

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all materi
respects the financial condition, results of operstand cash flows of the registrant as of, amdtfe periods presented in this
report;

4. The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamid procedures (i
defined in Exchange Act Rules -15(e) and 15-15(e)) for the registrant and ha

(@) designed such disclosure controls and procsdarecaused such disclosure controls and procedorge designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhbsidiaries, is made
known to us by others within those entities, paftidy during the period in which this report isifige prepared

(b) evaluated the effectiveness of the registratisslosure controls and procedures and presenttsi report our conclusions
about the effectiveness of the disclosure contintbprocedures, as of the end of the period covgyehis report based on
such evaluation; an

(c) disclosed in this report any change in thestegnt’s internal control over financial reportitigt occurred during the
registrant’s most recent fiscal quarter (the regigts fourth fiscal quarter in the case of an aimeaport) that has materially
affected, or is reasonably likely to materiallyeaft, the registra’s internal control over financial reporting; &

5.  The registrant’s other certifying officer antdve disclosed, based on our most recent evaluatimiternal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the
equivalent functions)

(@) all significant deficiencies and material weegses in the design or operation of internal cbotrer financial reporting
which are reasonably likely to adversely affectrbgistrant’s ability to record, process, summaard report financial
information; anc

(b) any fraud, whether or not material, that involveanagement or other employees who have a significéain the
registran’s internal control over financial reportir

Dated April 30, 2004 By: /s/  BARRY M c C ARTHY

Barry McCarthy
Chief Financial Office



Exhibit 32.1

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

I, Reed Hastings, certify, pursuant to 18 U.S.QtiBa 1350, as adopted pursuant to Section 90beoSarbanes-Oxley Act of 2002, that
the quarterly report on Form 10-Q of Netflix, Irfior the quarter ended March 31, 2004 fully compliéth the requirements of Section 13(a) or
15(d) of the Securities Exchange Act of 1934 arad ifformation contained in such report fairly pets, in all material respects, the financial
condition and results of operations of Netflix, Inc

Dated April 30, 2004 By: /s|  REEDH ASTINGS

Reed Hasting
Chief Executive Office

I, Barry McCarthy, certify, pursuant to 18 U.S.@c8on 1350, as adopted pursuant to Section 9@itecbarbanes-Oxley Act of 2002,
that the quarterly report on Form 10-Q of Netflixc. for the quarter ended March 31, 2004 fully pties with the requirements of Section 13
(a) or 15(d) of the Securities Exchange Act of 1884 that information contained in such reportygiresents, in all material respects, the
financial condition and results of operations otfiie Inc.

Dated April 30, 2004 By: /s/  BARRY M c C ARTHY

Barry McCarthy
Chief Financial Office



