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Revenues
Subscriptior
Sales

Total revenue
Cost of revenues
Subscriptior
Sales

Total cost of revenue

Gross profit

Operating expense
Fulfillment*
Technology and developmer
Marketing*
General and administrative
Stocl-based compensatiot

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

Net income (loss

Net income (loss) per shal
Basic

Diluted

Netflix, Inc.

Statements of Operations

(unaudited)

(in thousands, except per share data)

Weighted average common shares outstani

Basic

Diluted

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

Fulfillment

Technology and developme

Marketing

General and administrati

Total stocl-based compensatic

Three Months Ended

Nine Months Ended

September 3C September 3C September 3C September 3C
2002 2003 2002 2003
$ 40,160 $ 71,27¢ $ 105,84( $ 189,63(
56€ 924 1,77¢ 1,42¢
40,73: 72,20 107,61¢ 191,05¢
21,14% 38,32¢ 53,79¢ 103,40:
34¢ 32z 94¢ 494
21,49¢ 38,64¢ 54,74¢ 103,89¢
19,23t 33,55¢ 52,87: 87,16:
4,90¢ 8,322 13,917 21,92¢
3,96¢ 4,73¢ 10,66 13,04«
9,29¢ 12,18: 25,29 35,34,
1,87( 2,67¢ 4,81% 7,01¢
2,622 2,771 6,11¢ 6,881
22,66¢ 30,69¢ 60,80: 84,22
(3,43() 2,85¢ (7,939 2,93¢
711 534 1,06( 1,675
(131) (87) (11,82)) (379
$ (2,850 $ 3,30 $ (18,699 $ 4,241
$ (019 $ 012 $ (169 $ 0.1€
$ (019 $ 01 $ (169 $ 0.4
21,92: 24,08¢ 11,39¢ 23,49t
21,92: 31,46( 11,39¢ 30,68¢
$ AT 34 $ 706 $ 88¢
88¢ 1,11 2,05¢ 2,59¢
49z 39t 1,14( 1,092
944 924 2,211 2,30¢
$ 2,62: % 2,771 $ 6,11t $ 6,881

See accompanying notes to financial statements.
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Netflix, Inc.
Balance Sheets
(unaudited)
(in thousands, except share and par value data)

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
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; 150,000,000 anad80000 shares authorized at December 31,
and September 30, 2003, respectively; 22,445,76824227,548 shares issued and outstandin
December 31, 2002 and September 30, 2003, respkc

Additional paic-in capital

Deferred stoc-based compensatic

Accumulated other comprehensive inca

Accumulated defici

Total stockholdel' equity

Total liabilities and stockholde’ equity

See accompanying notes to financial statements.

5

As of

December 31 September 3C

2002 2003
$ 59,81/ $ 79,17(
43,79¢ 45,23
2,75:% 1,94:
303 957
40¢ 29t
107,07¢ 127,60:
9,972 18,44:
6,094 3,704
5,62( 6,58¢
1,69( 1,68¢
79 847
$ 130,53( $ 158,86«
$ 20,35( $ 28,45¢
9,10z 10,95¢
9,74: 13,77:
1,231 371
40,42¢ 53,55¢
28¢ 263
46C 18¢
41,17« 54,00:
22 24
260,06’ 265,79:
(11,709 (6,50€)
774 1,11¢
(159,80%) (155,56¢)
89,35¢ 104,86:
$ 130,53( $ 158,86:¢
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Netflix, Inc.

Statements of Cash Flows

(unaudited)
(in thousands)

Cash flows from operating activities:
Net income (loss
Adjustments to reconcile net income (loss) to reshcprovided by
operating activities
Depreciation of property and equipm
Amortization of DVD library
Amortization of intangible asse
Noncash charges for equity instruments granteai-employees
Stocl-based compensation expel
Gain on disposal of DVD
Noncash interest expen
Changes in operating assets and liabilii
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 shterm investment
Purchases of property and equipm
Acquisitions of DVD library
Proceeds from sale of DVL
Deposits and other assi

Net cash used in investing activiti

Cash flows from financing activities:
Proceeds from issuance of common si
Repurchases of common stc
Principal payments on notes payable and capitatlealigation:

Net cash provided by (used in) financing activi

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:
Noncash investing and financing activiti
Purchase of assets under captial lease oblige
Exchange of Series F non-voting convertible preféistock for
intangible asse
Unrealized gain (loss) on sh-term investment
Conversion of redeemable convertible preferredkstocommon
stock

See accompanying notes to financial statem:

Three Months Ended

Nine Months Ended

September 3C September 30, September 3C September 3C
2002 2003 2002 2003
$ (2850) $ 330: $ (1869) $ 4,241

1,57¢ 1,11¢ 4,481 3,591
4,662 12,32 11,56¢ 28,33
80¢ 775 2,33¢ 2,39(

40 — 40 —

2,622 2,771 6,11°F 6,881
(512) (86€) (1,469) (1,329

37 16 11,350 84

(505) 65 (316) 27C
4,771 45C 4,43: 8,10¢
28¢ 66C 3,56¢ 1,852

11z 1,371 2,24 4,02¢

16 (8) 45 (25)
11,074 21,98¢ 25,69t 58,43:
(467) (354) (42,612 (1,097
(719 (1,59¢) (1,569 (4,557
(5,679 (13,46)) (15,319 (36,909
56¢ 924 1,77¢ 1,42¢

524 11 53¢ (762)
(5,769 (14,487) (57,180 (41,89))
91 98¢ 86,60t 4,03:

— — (3) —
(836) (551) (16,92¢) (1,219
(74%) 437 69,67 2,814
4,562 7,941 38,19( 19,35¢
49,75¢ 71,22¢ 16,13: 59,81«

$ 54,32 $ 79,17C $ 54,32 $ 79,17(
$ 95 $ 71 $ 471 $ 28¢
$ — $ — $ 58¢ $ —
$ — $ — $  1,31¢ $ —
$ 71C $ (21%) $ 603 $ 344
$ — $ — $ 101,83 $ —
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Netflix, Inc.
Notes to Financial Statements
(in thousands, except per share data and percentagje

Basis of Presentation

The accompanying interim financial statements dfli¥eInc. (the “Company”) are unaudited and, iretopinion of management,
include all adjustments, consisting of normal agclrring items, necessary for a fair presentatidhebalance sheets, results of operations
and cash flows for the periods presented. Thes@ial statements should be read in conjunctioh thi¢ audited financial statements and
related notes included in the Company’s 2002 anregrt on Form 10-K filed with the Securities dxthange Commission on March 31,
2003. Operating results for the three and nine hwahded September 30, 2003 may not be indicatitreaesults for any future periods.

During the second quarter of 2003, the Company tadicihe fair value recognition provisions of Stagetnof Financial Accounting
Standards (“SFAS”) No. 122\ccounting for Stock-Based Compensatasamended by SFAS No. 14&;counting for Stock-Based
Compensation — Transition and Disclosure, an Ameamiraf FASB Statement No. 1ZBe Company restated all prior periods presented to
reflect the compensation costs that would have beswgnized had the fair value recognition provisiof SFAS No. 123 been applied to all
awards granted to employees. Please refer to tioekBased Compensation” section below for furdiscussion.

Description of Business

The Company was incorporated on August 29, 199%#fition) and began operations on April 14, 199& Tobmpany is an online
movie rental subscription service, providing sulimms with access to a comprehensive library fditFor $19.95 a month, subscribers can
rent as many digital video discs (“DVDs”") as thegnk; with three movies out at a time, and keep tf@ras long as they like. There are no
due dates and no late fees. DVDs are deliveredttjir the subscriber's address by first-classl finam distribution centers throughout the
United States. The Company also provides backgrafodmation on DVD releases, including critic rewis, member reviews and ratings,
and personalized movie recommendations.

Use of Estimates

The preparation of financial statements in conftymiith generally accepted accounting principleguiees management to make
estimates and assumptions that affect the repartemints of assets and liabilities and disclosuieafingent assets and liabilities at the date
of the financial statements, and the reported ansoofirevenues and expenses during the reportingdedctual results could differ from
those estimates.

Fair Value of Financial Instruments

The fair value of the Company’s cash, short-termestments, accounts payable, accrued expensebpaioavings approximates their
carrying value due to their short maturities.

Cash and Cash Equivalents

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

Short-Term I nvestments

Short-term investments generally mature betweeraoddive years from the purchase date. The Compasyhe ability to convert
these short-term investments into cash at anytiitteout penalty. All short-term investments are sifisd as available-for-sale and are
recorded at market value using the specific idiatiion method. Net unrealized gains are refleatédccumulated other comprehensive
income” in the Company’s Balance Sheets.
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Netflix, Inc.
Notes to Financial Statements—Continued
(in thousands, except per share data and percentagje

All short-term investments are invested in the Maard Short-Term Bond Index Fund — Admiral Sharke (Fund”). The target index
for the Fund, the Lehman Brothers 1-5 Year Govemti@®rporate Bond Index, is comprised of shertn bonds issued by the U.S. Treas
federal agencies, and corporations with maturlietsveen one and five years. As of September 3(8,2088 cost, unrealized gains and fair
market value of the Company’s short-term investmerdre $44,119, $1,118 and $45,237, respectively.

Capitalized Software Costs

The Company capitalizes costs related to developirabtaining internal-use software. Capitalizatidrcosts begins after the
conceptual formulation stage has been completegitaliaed software costs are included in “Propartyg equipment, net” in the Company’s
Balance Sheets and are amortized over the estimagddl life of the software, generally one year.

DVD Library

The Company acquires DVDs from studios and distoifsueither via direct purchase or subject to reeesharing agreements. These
revenue sharing agreements enable the Companguir@a®VDs at a lower upfront cost than under thieal purchase arrangements. Under
the revenue sharing agreements, the Company pgagrsentage of the actual net revenues generatttehyse of each particular title with the
studios over a fixed period of time, which is getigr12 months for each DVD title (hereinafter meéal to as the “Title Term”). At the end of
the Title Term, the Company typically has the optid either returning the DVD title to the studiopurchasing the title.

The Company amortizes the cost, less estimatedgalvalue, of its DVD library on a “sum-of-the-mbsit accelerated basis over one
year.

Under certain revenue sharing agreements, the Qonmeanits an upfront payment to acquire titles friva studios. This payment
includes a contractually specified initial fixeddnse fee that is capitalized and amortized inrdecwe with the Company’s DVD library
amortization policy. Some payments also includergtractually specified prepayment of future revesharing obligations that is classifiec
“Prepaid revenue sharing expenses” in the Compagfance Sheets and is charged to expense as fattgeue sharing obligations are
incurred.

Several studios permit the Company to sell used BMpon the expiration of the Title Term. For thB8éDs that the Company
estimates it will sell at the end of the Title Teram estimated salvage value of $2.00 per DVDasiged. For those DVDs that the Company
does not expect to sell, no salvage value is peakids of December 31, 2002 and September 30, 200&stimated salvage values of $929
and $1,558, respectively, were included in “DVDrdity, net” in the Company’s Balance Sheets.

DVD library and accumulated amortization consistéthe following:

As of

December 31 September 3C

2002 2003
DVD library $ 58,79¢$ 95,59¢
Less accumulated amortizati (48,8279 (77,159
DVD library, net $ 997: % 18,44

I ntangible Assets

During 2000, in connection with revenue sharingeagrents with three studios, the Company agreessteeieach studio an equity
interest equal to 1.204% of the Company’s fullytd equity securities outstanding in the form efi& F Non-Voting Convertible Preferred
Stock (“Series F Preferred Stock”). In 2001, inmection with revenue sharing agreements with twaitehal studios, the Company agreed
to issue each studio an equity interest equal204B6 of the Company’s fully diluted equity secwstioutstanding in the form of Series F
Preferred Stock.

The Company’s obligation to maintain the five sagdiequity interests at 6.02% of the Company’syfdiluted equity securities
outstanding terminated immediately prior to itsialipublic offering in May 2002. The studios’ SesiF Preferred Stock automatically
converted into 1,596 shares of common stock upertliising of the Company’s initial public offering.

8
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Netflix, Inc.
Notes to Financial Statements—Continued
(in thousands, except per share data and percentagje

The Company measured the original issuances andubsequent adjustments using the fair value ofélcearities at the issuance and
any subsequent adjustment dates. The fair valueecasded as an intangible asset and is amortizedst of subscription revenues ratably
over the three to five-year terms of the agreements

During 2001, in connection with a strategic mankgtalliance agreement, the Company issued 416 sbéferies F Preferred Stock.
These shares automatically converted into 139 shareommon stock upon the closing of the Compaimytal public offering. Under the
agreement, the strategic partner has committedowade, on a best-efforts basis, a stipulated nurobampressions to a co-branded website
and the Company’s website over a period of 24 nmrithaddition, the Company was allowed to useptiréner’'s trademark and logo in
marketing the Company’s subscription services. Thmpany recognized the fair value of these instntmas an intangible asset with a
corresponding credit to additional paid-in capifdie intangible asset has been fully amortized sinaaght-line basis to marketing expense
over the two-year term of the agreement.

Intangible assets and accumulated amortizationistealsof the following:

As of

December 31 September 3C

2002 2003
Studio intangible: $ 11,52¢$ 11,52¢
Strategic marketing alliance intangib 41€ 41€
Intangible assets, gro 11,94« 11,94«
Less accumulated amortizati (5,850 (8,240
Intangible assets, n $ 6,09% 3,70/

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 three yearsgedetise term, if applicable.
Revenue Recognition

Subscription revenues are recognized ratably dwéuly subscriber's monthly subscription period uRd$ to customers are recorded as
a reduction of revenues or deferred revenue, aoppate. Revenues from sales of used DVDs aradecoupon shipment.
Cost of Revenues

Cost of subscription revenues consists of revehaérgg costs, amortization of the DVD library, atigation of intangible assets relat
to equity instruments issued to studios, and pessagl packaging costs related to DVDs providedatong subscribers. Cost of DVD sales
includes the salvage value of used DVDs that ha@emsold. Revenue sharing expense is recorded Bs Bibject to revenue sharing
agreements are shipped to subscribers.

Fulfillment

Fulfillment costs represent those costs incurregpiarating and staffing the Company’s fulfilmentdecustomer service centers,
including costs attributable to receiving, inspegtiand warehousing the Company’s DVD library. Haient costs also include credit card
fees.

Technology and Devel opment

Technology and development costs consist of pagrallrelated costs incurred related to testingntaaiing, and modifying the
Company’s website, recommendation software, anerattiernal-use software systems. Technology amdldpment costs also include
depreciation on the computer hardware and capg@koftware the Company uses to run its websitestnd data.

9
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Netflix, Inc.
Notes to Financial Statements—Continued
(in thousands, except per share data and percentagje

Marketing

Marketing consists of payroll and related costsgeatising, public relations, payments to marketiffijiates who drive subscriber traffic
to the Company’s website, and other costs relatguidmotional activities including revenue shanpayments, postage and packaging, and
DVD library amortization related to free trial peds. The Company expenses these costs as incurred.

Stock-Based Compensation

Prior to the second quarter of 2003, the Companywatted for its stock-based employee compensatanspsing the intrinsic-value
method of accountingDeferred stock-based compensation expense waslegtdr on the date of grant, the current mark&ievaf the
underlying stock exceeded the exercise price. Dederompensation resulting from repriced options ealculated pursuant to Financial
Accounting Standard Board (“FASB”) Interpretation.M4,Accounting for Certain Transactions Involving St@mpensation

During the second quarter of 2003, the Company tedioje fair value recognition provisions of SFA8. 423, as amended by SFAS
No. 148, for stoc-based employee compensation. The Company electgaply the retroactive restatement method undé&SI¥o. 148 and
all prior periods presented have been restateefliect the compensation costs that would have besagnized had the fair value recognition
provisions of SFAS No. 123 been applied to all alsagranted to employees.

The following table presents a reconciliation afygously reported net loss to restated net logs fifte first quarter of 2002 through the
first quarter of 2003:

Three Months Ended

March 31, September 3C December 31 March 31,
June 30,
2002 2002 2002 2002 2003
Net loss, as previously report $ (4,50¢) $(13,429) $ (1,699 $ (2,31%) $ (4,52))
Add back: compensation expense included in prelyaeported net
loss 2,84( 2,74¢ 1,467 2,77¢ 4,552
Deduct: compensation expense determined undeaihealue methoc
of SFAS No. 12! (1,06)) (2,432 (2,627 (2,717 (2,406
Net loss, as restatt $ (2,729 $(13,11%) $ (2,850 $ (2,259 $ (2,379

Basic and diluted net loss per sh
As previously reporte $ (220 $ (131 % (0.0¢) $ (0.10) $ (0.20
As restate( $ (139 $ (1.2 % 0.19 $ 0.10 $ (0.20

During the third quarter of 2003, the Company begjamting stock options to its employees on a migriiasis. Such stock options are
designated as non-qualified or non-statutory stitions. The stock options are granted at an eseemmice of not less than the fair market
value of the Company’s common stock at the datgrafit and generally expire in ten years, or shatftigr a termination of employment. The
vesting periods provide for options to vest immaalig in comparison with the three to four-yeartireg periods for stock options granted
prior to the third quarter of 2003. As a resultrofnediate vesting, stodiased compensation expense determined under SFARRBIds fully
recognized in the same periods as the monthly siptikn grants. The Company will continue to anmrtbver the remaining vesting periods
the deferred compensation of stock options witbeho four-year vesting periods granted prior totttird quarter of 2003.

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 lubsax credit carryforwards. The effect on defe@edassets and liabilities of a change in tax
rates is recognized in income in the period theluites the enactment date. The measurement ofeléfiexx assets is reduced, if necessar
a valuation allowance for any tax benefits for vhiature realization is uncertain.

10
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Netflix, Inc.
Notes to Financial Statements—Continued
(in thousands, except per share data and percentagje

Net Income (Loss) Per Share

Basic net income (loss) per share is computed ubmgveighted-average number of outstanding slefresmmon stock, excluding
common stock subject to repurchase, during thegebiluted net income (loss) per share is computgdg the weighted-average number of
outstanding shares of common stock and, when @dufiotential common shares outstanding duringoéned. Potential common shares
consist primarily of incremental shares issuablerughe exercise of stock options and warrants toh@ase common stock using the treasury
stock method.

The following table sets forth the computation asiz and diluted net income (loss) per share:

Three Months Ended Nine Months Ended

September 3C  September 3C September 3C  September 3C

2002 2003 2002 2003
Numerator:
Net income (loss $ (2,850 $ 3,30¢ $ (18,699 $ 4,241
Denominator
Weightec-average shar—basic 21,92: 24,08¢ 11,39t 23,49t
Effect of dilutive potential common shart
Warrants — 4,93( — 4,74
Employee stock optior — 2,44¢ — 2,447
Weightec-average shar—diluted 21,92: 31,46( 11,39t 30,68¢
Net income (loss) per shal
Basic $ 0.1%5) $ 0.14 $ (1649 $ 0.1¢
Diluted $ (0.19) $ 0.1C $ 169 $ 0.14

For the three and nine months ended Septembel083, &/arrants and employee stock options with ésengrices greater than the
average market price of the common shares wered@ad|from the diluted calculation as their inclisioould have been andifutive. For the
three and nine months ended September 30, 2002aathnts and employee stock options have been@ed!from the diluted calculation
because the Company was in a net loss positiotheidinclusion would have been adilutive. The following table summarizes the potat
common shares excluded from the diluted calculation

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2002 2003 2002 2003
Warrants 6,36¢ — 6,76¢ 33
Employee stock optior 4,32( 47 4,31¢ 61

Comprehensive | ncome (L 0ss)

The Company’s comprehensive income (loss) consfstget income (loss) and unrealized gains (lossesgjvailable-for-sale
investments. The balances in accumulated other @mpsive income consist of accumulated net uzkgiljains on available-for-sale
investments.

The components of comprehensive income (loss)safellaws:

Three Months Ended Nine Months Ended

September 3C September 3C September 3C September 3C
2002 2003 2002 2003




Net income (loss $ (2850 $ 3,30 $ (18,699 $ 4,241
Other comprehensive income (los

Unrealized gains (losses) on avail-for-sale investment 71C (219 603 344
Comprehensive income (los $ (2,140 $ 3,09 $ (18,09) $ 4,58

11
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Netflix, Inc.
Notes to Financial Statements - Continued
(in thousands, except per share data and percentagje

Segment Reporting

The Company is an online movie rental subscripsiervice and substantially all revenues are deffired monthly subscription fees.
Accordingly, the Company is organized in a singlerating segment for purposes of making operatéuistbns and assessing performanc
accordance with SFAS No. 13isclosures about Segments of an Enterprise andt&elnformation The Company’s Chief Executive
Officer, who is the chief operating decision ma&smefined in SFAS No. 131, evaluates performamegges operating decisions, and
allocates resources based on financial data censisith the presentation in the accompanying fimrstatements.

Recent Accounting Pronouncements

In November 2002, the Emerging Issues Task FofeETE”) reached a consensus on Issue 00R&lenue Arrangements with Multiple
Deliverables, addressing how to account for arrangements iivatve the delivery or performance of multiple puots, services, and/or rigl
to use assets. Revenue arrangements with muligiledables are divided into separate units of antiag if the deliverables in the
arrangement meet the following criteria: (1) thévdeed item has value to the customer on a staméabasis; (2) there is objective and
reliable evidence of the fair value of undeliveiteins; and (3) delivery of any undelivered itenpiisbable. Arrangement consideration sh
be allocated among the separate units of accoubtiegd on their relative fair values, with the antailocated to the delivered item being
limited to the amount that is not contingent ondeé&very of additional items or meeting other sfied performance conditions. The final
consensus is applicable to agreements enterethifiszal periods beginning after June 15, 2003 Plovisions of this consensus did not
have a material effect on the Company’s finanadaldition or operating results.

In January 2003, the FASB issued InterpretationdoConsolidation of Variable Interest Entities, andrgretation of ARB No. 51
This Interpretation addresses the consolidatiobusiness enterprises of variable interest entisedefined in the Interpretation. The
Interpretation applies immediately to variable ies#s in variable interest entities created attieudry 31, 2003. For public enterprises with
variable interests in variable interest entitiesated before February 1, 2003, the Interpretati@pplicable to the enterprise no later than the
beginning of the first interim or annual reportiperiod beginning after June 15, 2003. The appbcatif this Interpretation did not have a
material effect on the Company’s operating resuitBnancial condition.

In April 2003, the FASB issued SFAS No. 148nendment of Statement 133 on Derivative Instrusreamd Hedging Activitiesyhich
amends and clarifies accounting for derivativerimsients, including certain derivative instrumentsedded in other contracts, and for
hedging activities under SFAS No. 12&;counting for Derivative Instruments and Hedgirgivities. SFAS No. 149 is generally effective
for derivative instruments, including derivativesiruments embedded in certain contracts, entetecbimrmodified after June 30, 2003, and
hedging relationships designated after June 3(.2D® adoption of SFAS No. 149 did not have a nadtenpact on the Company’s
operating results or financial condition.

In May 2003, the FASB issued SFAS No. 1B8counting for Certain Financial Instruments with&acteristics of Both Liabilities and
Equity, which provides guidance for how an issuer classi&nd measures certain financial instruments ebitiracteristics of both liabilities
and equity. SFAS No. 150 is effective for finandre@truments entered into or modified after May 3103, and otherwise is effective at the
beginning of the first interim period beginningeaflune 15, 2003. The adoption of SFAS No. 15(dichave a material impact on the
Company’s operating results or financial condition.
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Item 2. Management'’s Discussion and Analysis of Famcial Condition 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 our subscriber gnpatir DVD purchase expense, subscriber acquisitiah and churn for the fourth quarter
of 2003. These statements are subject to risksiacertainties that could cause actual results aadts to differ, including: our ability to
manage our growth, in particular managing our sulbscacquisition cost as well as the mix betwemrenue sharing titles and titles not
subject to revenue sharing that are delivered tsohscribers; our ability to attract new subsastand retain existing subscribers;
competition; fluctuations in subscriber usage af service, consumer spending on DVD players, DV i@lated products; deterioration of
the United States economy or conditions specifioriine commerce or the filmed entertainment industonditions that affect our delivery
through the United States Postal Service, includhogeases in postage; increases in the costqjofrany DVDs; and widespread consumer
adoption of different modes of viewing in-home fdthentertainment. A detailed discussion of theskadiner risks and uncertainties that
could cause actual results and events to diffeerizdly from such forwardeoking statements is included as part of our ahreport on Forn
10-K filed with the Securities and Exchange Comipis®n March 31, 2003.

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

Overview

We are the largest online movie rental subscripsienvice in the United States providing approxirtyate291,000 subscribers access
comprehensive library of more than 15,000 movikevision, and other filmed entertainment tittesodSeptember 30, 2003. Our standard
subscription plan allows subscribers to have thitless out at the same time with no due dates,fs or shipping charges for $19.95 per
month. Subscribers can view as many titles aswayt in a month. Subscribers select titles at ceosite (www.netflix.com) aided by our
proprietary recommendation service, receive ther®¥b by first-class mail and return them to ushait convenience using our prepaid
mailers. Once a title has been returned, we maihtxt available title in a subscriber’s queue.dorore detailed discussion of our business
and the risks and uncertainties associated wittbosiness, please refer to our annual report omHA®-K filed with the Securities and
Exchange Commission on March 31, 2003.

Critical Accounting Policy

The preparation of financial statements in confeymiith generally accepted accounting principleguiees estimates and assumptions
that affect the reported amounts of assets andlitied, revenues and expenses, and related disge®f contingent assets and liabilities ir
financial statements and accompanying notes. Therllies and Exchange Commission has defined a aagig critical accounting policies
as the policies that are most important to therppat of the company’s financial condition and tesof operations and which require the
company to make its most difficult and subjectivdgments. Based on this definition, we have idemtithe critical accounting policy below.
Although we believe that our estimates, assumptigsjudgments are reasonable, they are basedinfpomation available. Actual results
may differ significantly from these estimates undiferent assumptions, judgments or condition.

Amortization of DVD Library

We acquire DVDs from studios and distributors eitieough direct purchase or pursuant to revenaeirsl agreements. These revenue
sharing agreements enable us to acquire DVDsaver lupfront cost than under the direct purchasmngements. Under the revenue sharing
agreements, we pay a percentage of the actuatvetues generated by the use of the DVDs assoeiéfe@éach particular title with the
studios over a fixed period of time, which is getligrl2 months for each title. At the end of theereue sharing period for each title, we
typically have the option of either returning th¥Ds associated with the title to the studio or pasing some or all of those DVDs.

We amortize the cost, less estimated salvage vafieyr DVD library on a “sum-of-the-months” accelted basis over one year.

Under our revenue sharing agreements, we remipfont payment to acquire DVDs from the studiosisTgayment includes a
contractually specified initial fixed license fd®t is capitalized. Certain of these payments ialdade a contractually specified prepayment
of future revenue sharing obligations that is éfaxbas prepaid revenue sharing expense and snsgal as revenue sharing obligations are
incurred. The initial fixed license fee is amortizen a “sum-of-the-months” accelerated basis oneryear.
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We believe the use of an accelerated method iopppte because we normally experience heavy linienand for a title, which
subsides gradually once the initial demand has batsfied.

Results of Operations

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

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2002 2003 2002 2003
Revenues
Subscriptior 98.6% 98.1% 98.2% 99.2%
Sales 14 iL& 1.7 0.7
Total revenue 100.( 100.( 100.( 100.(
Cost of revenues
Subscriptior 51.¢ 53.1 50.C 54.1
Sales 0.¢ 0.4 0.¢ 0.3
Total cost of revenue 52.& 53.t 50.¢ 54.4
Gross profit 47.2 46.5 49.1 45.¢
Operating expense
Fulfillment 12.C 11.5 12.¢ 11.F
Technology and developme 9.7 6.€ 9.¢ 6.8
Marketing 22.¢ 16.¢ 23.t 18.t
General and administratiy 4.€ 3.7 4.t 3.7
Stocl-based compensatic 6.5 3.8 5.7 3.€
Total operating expens 55.€ 42.F 56.t 44.1
Operating income (lost (8.9 4.C (7.9 175
Other income (expense
Interest and other incon 1.7 0.7 1.C 0.
Interest and other expen (0.3 (0.7 (11.0 (0.2
Net income (loss (7.0% 4.€% 17.H% 2.2%
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Three and Nine Months Ended September 30, 2003 Coraged to Three and Nine Months Ended September 30022
Revenues

Three Months Ended Nine Months Ended
September 3C  September 3C Percentagt September 3C  September 3C Percentagt
2002 2003 Change 2002 2003 Change

(in thousands, except percentages and average molyth
subscription revenue per paying subscriber)

Revenues
Subscriptior $ 40,16! % 71,27¢ 77.%% $ 105,84( % 189,63( 79.2%
Sales 56€ 924 62.71% 1,77¢ 1,42¢ (19.)%
Total revenue $ 40,73 % 72,20: 77.% $ 107,61 $ 191,05¢ 77.5%
Average paying subscribe 671 1,172 74.1% 583 1,04: 78.€%
Average monthly subscription revenue per paying
subscribe $ 19.9t $ 20.2; 1€ $ 20.17 $ 20.2( 0.1%
As of
September 3C September 3C Percentag
2002 2003 Change

(in thousands, except percentages)
Subscribers

Free subscribel 34 49 44.1%
Paid subscriber 70€ 1,24z 75.2%
Total subscriber 742 1,291 74.(%

We derive substantially all our revenues from mbnslubscription fees and recognize subscriptiomnetes ratably during each
subscriber’s monthly subscription period. In additiwe generate a small portion of our revenueas fiftte sale of used DVDs and recognize
such revenues when the DVDs are shipped. We genaliatur revenues from the United States.

The increase in our subscription revenues fortiheetand nine months ended September 30, 2003riparéson with the same prior-
year periods was primarily due to an increase énatberage number of paying subscribers. We betlevecrease in the number of pay
subscribers was driven by the continuing consurdeption of DVD players, increased consumer awarenésur service, our high levels of
subscriber satisfaction, and continuing improveménbur service. In addition, the increase in sulsscription revenues for the three months
ended September 30, 2003 in comparison with the gaiar-year period was partially attributable toiacrease in the average monthly
subscription revenue per paying subscriber, asall grarcentage of paying subscribers migrated meice plans with monthly subscription
fees higher than $19.95. We expect to end theHayurarter of 2003 with total subscribers of 1,408,0 1,475,000, an increase of 10.4% to
14.3% from the number of total subscribers as ept&mber 30, 2003.

Cost of Revenues, Gross Profit and Gross Margin
Cost of Revenues:

Three Months Ended Nine Months Ended
September 3C September 3C  Percentag¢ September 3C September 3C  Percentagt
2002 2003 Change 2002 2003 Change

(in thousands, except percentages)
Cost of revenues

Subscriptior $ 21,147 $ 38,32¢ 81.2% $ 53,79¢ $ 103,40: 92.2%
Sales 34¢ 32z (7.10% 94¢ 494 (47.9%
Total cost of revenue $ 21,49¢ $ 38,64¢ 79.8% $ 54,74¢ $ 103,89¢ 89.£%

Cost of subscription revenues consists of revehaedrgg costs, amortization of our DVD library, arimation of intangible assets rela
to equity investments issued to certain studiod,mstage and packaging costs related to shipjtieg to paying subscribers. Costs relate



free trial subscribers are allocated to marketixpeases. Cost of DVD sales includes salvage valdegevenue sharing costs for used
DVDs sold.

The increase in cost of subscription revenueshfeitiiree and nine months ended September 30, A@f8riparison with the same prior-
year periods was primarily attributable to theduling factors:

e The number of DVDs mailed to paying subscribaseéased 103.1% for the three months ended Sept&©p2003, which was
driven by a 74.7% increase in the number of avepayéng subscribers coupled with a 16.3% increashsc usage per average
paying subscriber. The number of DVDs mailed toipgugubscribers increased 112.2% for the nine nsoatided September 30,
2003, which was driven by a 78.9% increase in timalver of average paying subscribers coupled with8F% increase in disc
usage per average paying subscri
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» Postage and packaging costs increased by $7ibnrand $21.6 million, representing an 89.8% a@8.9% increase, for the three
and nine months ended September 30, 2003, resplgctine increase was primarily the result of theréase in the number of
DVDs mailed to paying subscribe

* Revenue sharing costs increased by $2.4 millimh$12.1 million, representing a 31.0% and 57.1&teiase, for the three and nine
months ended September 30, 2003, respectively.iitisase was attributable primarily to the incesimsthe number of average
paying subscribers and the number of DVDs mailggbiging subscribers, partially offset by a decréagbe percentage of titles
subject to revenue sharing agreements mailed tmgawubscribers and certain credits received framdiss resulting from changes
in revenue sharing agreemer

» DVD amortization increased by $7.2 million and$ million, representing a 170.8% and 154.9% iaseg for the three and nine
months ended September 30, 2003, respectivelyinthease was primarily related to increased adipris for our library during
the first nine months of 2003. We expect directpases of DVDs to be in the range of 22% to 25%tai revenues in the fourth
quarter of 2003

Gross Profit and Gross Margin:

Three Months Ended Nine Months Ended
September 3C September 3C September 3C September 3C
2002 2003 2002 2003

(in thousands, except percentages)
Gross profit $ 19,23t $ 33,55/ $ 52,87 $ 87,16:
Gross margir 47.2% 46.5% 49.1% 45.6%

The decrease in gross margin for the three andmarghs ended September 30, 2003 in comparisontidtiame prior-year periods
was due primarily to a higher percentage of DVD gimation as a result of increased acquisitionsofar library during the first nine months
of 2003, coupled with a higher percentage of pastagl packaging costs as a result of an increadisdrusage per average paying subsci
The decrease in gross margin was partially offget lower percentage of revenue sharing costs@sudt of our rental mix shifting
proportionately in favor of purchased titles andagvirom titles subject to revenue sharing agreesdittis shift was attributable to the
increase in purchases for our library. If subseshbacrease their usage or select titles that ame rxpensive to acquire, our cost of revenues
would increase, and our gross margin could be aélyeaffected. We expect our gross margin to lberrange of 42.5% to 44.5% in the
fourth quarter of 2003.

Operating Expenses

Fulfillment:
Three Months Ended Nine Months Ended
September 3C September 3C  Percentagt September 3C September 3C  Percentagt
2002 2003 Change 2002 2003 Change
(in thousands, except percentages)
Fulfillment $ 490¢ $ 8,322 69.6%0 $ 13917 $ 21,92¢ 57.5%
As a percentage of revent 12.(% 11.5% 12.% 11.5%

Fulfillment expense represents those expensesretur operating and staffing our distribution audtomer service centers, including
costs attributable to receiving, inspecting, andelausing our library. Fulfillment expense alsdudes credit card fees and other collection-
related expenses. As we continue to expand anaerefir fulfillment operations, we may see an insesia disc usage by our subscribers. If
our subscriber retention does not increase or perating margins do not improve to the extent reamgsto offset the effect of increased
fulfillment expenses, our operating results woudddolversely affected.

The increase in fulfillment expense in absolutdadelduring the three and nine months ended Sefete&th 2003 in comparison with
the same prior-year periods was primarily attribiédo an increase in personnel costs resulting fiee higher volume of activities in our
fulfillment operations. In addition, credit carcefeincreased $0.8 million and $2.3 million durihg three and nine months ended September
30, 2003, respectively, due to an increase in sigigms. As a percentage of revenues, fulfillmexpense decreased during the three anc
months ended September 30, 2003 in comparisonthétBame prior-year periods primarily as a resulhe@ combination of an increasing
revenue base and improvements in our fulfilmendpctivity due to our continuing efforts to refiaad streamline our fulfillment operations.
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Technology and Development:

Three Months Ended Nine Months Ended
September 3C September 3C Percentag¢ September 3C September 3C Percentag
2002 2003 Change 2002 2003 Change
(in thousands, except percentages)
Technology and developme $  3,96¢ $ 4,73¢ 19.5% $ 10,66¢ $ 13,04« 22.5%
As a percentage of revent 9.7% 6.€% 9.% 6.8%

Technology and development expense consists objpayrd other expenses related to testing, maimgiand modifying our website,
our recommendation service, telecommunicationsesystand infrastructure, and other internal-usensoét systems. Technology and
development expense also includes depreciatiomeofdmputer hardware and capitalized software wdasun our website and store our
data. We continuously research and test a varfgbptential improvements to our internal hardwand aoftware systems in an effort to
improve our productivity and enhance our subscsibexperience.

Technology and development expense increased aluaglollars during the three and nine months @érg@ptember 30, 2003 in
comparison with the same prigear periods primarily as a result of an increageeirsonnel costs, offset by a modest decreasepirediation
As a percentage of revenues, technology and davelnopexpense decreased during the three and ninthenended September 30, 2003 in
comparison with the same prior-year periods pritpahie to an increase in revenue base and effigisnprovements in our systems
infrastructure.

Marketing:
Three Months Ended Nine Months Ended
September 3C September 3C  Percentagt September 3C September 3C  Percentagt
2002 2003 Change 2002 2003 Change
(in thousands, except percentages and subscribercqagsition cost)

Marketing $ 9,29¢ $ 12,18: 31.(% $ 2529 $ 35,345 39.8%
As a percentage of revent 22.&% 16.% 23.5% 18.5%
New trial subscriber 277 383 38.2% 82t 1,127 36.€%
Subscriber acquisition co $ 3351 $ 31.81 52% 3 30.6¢ $ 31.3¢ 2.3%
Subscriber chur 7.2% 5.2% 7.C% 5.5%

Marketing expense consists of marketing expenditarel other promotional activities, including rewersharing costs, postage and
packaging costs, and library amortization relateftde trial periods. Subscriber acquisition cesléfined as marketing expense divided by
the total number of new trial subscribers during pleriod. Subscriber churn is calculated as custoarecellations during the quarter divided
by the sum of beginning subscribers and gross sibes@dditions, then dividing the result by thfeethe three-month period.

For the three and nine months ended Septembel0B8, the increase in marketing expense in absdhitars in comparison with the
same prioryear periods was attributable primarily to an imsein the number of new trial subscribers, whiatvel higher marketing progre
and personnel costs. For the three months endadr8leer 30, 2003, the decrease in the subscribeisitign cost in comparison with the
same prior-year period was due primarily to anéase in new trial subscribers resulting from thetiooed growth of “word-of-mouth” as a
source of acquisition, as well as costs relatadddketing programs and marketing staff decliningagrer acquired subscriber basis due to the
large increase in new trial subscribers. For tine months ended September 30, 2003, the incredlse subscriber acquisition cost in
comparison with the same prior-year period waspdirearily to an increase in certain marketing pesgmpayments for new subscribers
referred to us, partially offset by the continuedvgth of “word-of-mouth” as a source of acquisitiand lower personnel costs on a per
acquired subscriber basis. Churn improved durieghihee and nine months ended September 30, 2@@8riparison with the same prigeatr
periods in response to the improvements in theityuafl our service, which drove higher customeisfattion. As a percentage of revenues,
marketing expenses decreased for the three andminths ended September 30, 2003 due primarily ioaease in revenues. We expect
subscriber acquisition cost to be in the range3®ft $33, and the subscriber churn to be in thgea@f 4.9% to 5.4%, in the fourth quarter of
2003.
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General and Administrative:

Three Months Ended Nine Months Ended

September 3C September 3C Percentagt September 3C September 3C Percentag
2002 2003 Change 2002 2003 Change

(in thousands, except percentages)
General and administrati\ $ 1.87¢ $ 2,67¢ 43.2% $ 4811 % 7,01¢ 45.7%
As a percentage of revent 4.€% 3.7% 4.5% 3.7%

General and administrative expense consists piliynafrpayroll and related expenses for executiireggrice, content acquisition, and
administrative personnel, as well as external ggifmal fees and other general corporate expenses.

The increase in general and administrative expgnabsolute dollars for the three and nine montiteed September 30, 2003 in
comparison with the same prior-year periods waghatable primarily to an increase in the numbepeifsonnel to support our expanding
business. In addition, we also incurred higheriasoe costs and higher professional fees. As &ptage of revenues, general and
administrative expense decreased for the threeimedmonths ended September 30, 2003 in compawighrthe same prior-year periods due
primarily to an increase in revenues.

Stock-Based Compensation:

Three Months Ended Nine Months Ended
September 3C September 3C Percentag¢ September 3C September 3C Percentagt
2002 2003 Change 2002 2003 Change

(in thousands, except percentages)
Stocl-based compensatic $ 2,62 $ 2,77 59%  $ 6,11f $ 6,88 12.6%
As a percentage of revent 6.5% 3.8% 5.7% 3.6%

During the second quarter of 2003, we adoptedatiesélue recognition provisions of SFAS No. 128 amended by SFAS No. 148, for
stock-based employee compensation. We electedpty dye retroactive restatement method under SFASIM8 and all prior periods
presented have been restated to reflect the compi@mgosts that would have been recognized haththealue recognition provisions of
SFAS No. 123 been applied to all awards grantesirtployees.

During the third quarter of 2003, we began gransitagk options to our employees on a monthly b&ish stock options are design:
as non-qualified or non-statutory stock optionse $tock options are granted at an exercise pric@ofess than the fair market value of our
common stock at the date of grant and generallyrexp ten years, or shortly after a terminatiorenfployment. The vesting periods provide
for options to vest immediately, in comparison witik three to four-year vesting periods for stoptians granted prior to the third quarter of
2003. As a result of immediate vesting, all stoelsdr compensation expense determined under SFARRds fully recognized in the same
periods as the monthly stock option grants. We edfitinue to amortize over the remaining vestingogpks the deferred compensation of st
options with three to four-year vesting periodsnged prior to the third quarter of 2003.

Stock-based compensation increased during the émeé@&ine months ended September 30, 2003 in cisopawith the same prigrear
periods due primarily to the recognition of compaits expense associated with the fully vestedksbptions granted in the third quarter of
2003 as discussed above. The increase in stockHoasgpensation expense in the current three ardnmdimth periods was partially offset
lower amortization of the deferred compensatioato€k options granted prior to the third quarte@d3. As a percentage of revenues, stock-
based compensation declined during the three arelmonths ended September 30, 2003 due primardy focrease in revenues. The
calculation of our stock-based compensation islifigansitive to the market price of our common kton the date of grant. Our stock price
has fluctuated significantly and, as such, it fiidilt to predict our stock-based compensatiothia future quarters.

Other I ncome (Expense)
Interest and Other Income:

Three Months Ended Nine Months Ended
September 30,  September 30, Percentagt September 3C September 3C Percentag
2002 2003 Change 2002 2003 Change

(in thousands, except percentages)
Interest and other incon $ 711 $ 534 (24.9% $ 1,06( $ 1,67 58.(%
As a percentage of revent 1.7% 0.7% 1.C% 0.9%

Interest and other income consist primarily of it earned on our cash and cash equivalents angtem investments.
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The decrease in interest and other income duriaghttee months ended September 30, 2003 in coropasiish the same prior-year
period was primarily due to lower interest ratelse Tncrease in interest and other income duringnthe months ended September 30, 2003 in
comparison with the same prior-year period was arily attributable to higher interest income earnadan increase in cash and cash
equivalents and short-term investments, due priynerithe proceeds from our initial public offeringMay 2002.

Interest and Other Expense:

Three Months Ended Nine Months Ended
September 30, September 30, Percentag¢ September 3C September 30, Percentagt
2002 2003 Change 2002 2003 Change
(in thousands, except percentages)
Interest and other expen $ (131 % (87) (33.0% $ (11,82) $ (379 (96.8)%
As a percentage of revent (0.9% (0.)% (11.0% (0.2)%

Interest and other expense consist primarily @riggt expense related to our interest-bearing atidigs.

For the nine months ended September 30, 2002¢sttand other expense included a one-time char§&0¥ million associated with
our early repayment, resulting from the consumnmagibour initial public offering in May 2002, ofladutstanding indebtedness under our
subordinated promissory notes related to the aat@a of the accretion of the unamortized discotxcluding this one-time charge, the
decrease in interest and other expense durinditbe ind nine months ended September 30, 2003riparison with the same prior-year
periods was due primarily to lower interest expeasa result of a reduction in interest-bearinggaitions, some of which were repaid
following our initial public offering in May 2002.

Liquidity and Capital Resources

Since inception, we have financed our activitigmprily through a series of private placementsafwertible preferred stock,
subordinated promissory notes, and our initial jpubifering in May 2002. As of September 30, 2088, had cash and cash equivalents of
$79.2 million and short-term investments of $45iftiom. Although we currently anticipate that theopeeds from our initial public offering,
together with our available funds and cash flowfroperations, will be sufficient to meet our casleds for the foreseeable future, we may
require or elect to obtain additional financing.r@bility to obtain financing will depend on, amoather things, our development efforts,
business plans, operating performance, and condifithe capital markets at the time we seek fimend/Ne cannot assure you that additic
financing will be available to us on favorable termhen required, or at all. If we raise additiofuedds through the issuance of equity, equity-
linked or debt securities, those securities mayehayhts, preferences, or privileges senior toritiets of our common stock, and our
stockholders may experience dilution.

For the three months ended September 30, 2008asbtprovided by operating activities increase&%8to $22.0 million from $11.1
million in the same prior-year period. This increagas primarily attributable to net income genetaethe current three-month period,
adjusted for an increase in the amortization of@UD library as a result of increased purchasetitles during the first nine months of 2003.
For the nine months ended September 30, 2003 ashtprovided by operating activities increased4%nto $58.4 million from $25.7 millic
in the same prior-year period. This increase wasgnily attributable to net income generated fa turrent nine-month period, adjusted for
an increase in amortization of our DVD library. Tiherease in net cash provided by operating aiiin the current nine-month period was
partially offset by a decrease in non-cash integgpense. This decrease was primarily attributetbbeone-time interest expense of $10.7
million related to an early debt repayment during mnine months ended September 30, 2002.

For the three months ended September 30, 2008asktused in investing activities increased 151d %d.4.5 million from $5.8 millio
in the same prior-year period. This increase wamaily attributable to an increase in both thegmaises of property and equipment to
support our growing business and the acquisitidniles for our library to support our larger sghiber base. For the nine months ended
September 30, 2003, net cash used in investingittesi decreased 26.7% to $41.9 million from $5mWilion in the same prior-year period.
The decrease was primarily attributable to smallechases of short-term investments, partiallyatffsy an increase in both the purchases of
property and equipment and the acquisitions afgifbr our library. During the same prior-year pdriwe purchased a large amount of short-
term investments using a portion of the proceeats four initial public offering in May 2002.

For the three months ended September 30, 2008asbktprovided by financing activities was $0.4 imillin comparison with $0.7
million used in financing activities in the saméoptyear period. The increase was primarily attidile to an increase in the proceeds from
our issuance of common stock and a decrease iepagment of debt and other obligations. For tine mionths ended September 30, 2003,
net cash provided by financing activities was $8iBion in comparison with $69.7 million in the sarprior-year period. This decrease was
attributable to smaller proceeds generated fronisgiegance of common stock, partially offset by erdase in the repayment of debt and other
obligations. During the same prior-year periodceeds from the issuance of common stock were higdseitting from our initial public
offering in May 2002.
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Recent Accounting Pronouncements

In November 2002, the EITF reached a consensussue I00-21Revenue Arrangements with Multiple Deliverabladdressing how to
account for arrangements that involve the delirgerformance of multiple products, services, andghts to use assets. Revenue
arrangements with multiple deliverables are divided separate units of accounting if the delivéalin the arrangement meet the following
criteria: (1) the delivered item has value to thetomer on a standalone basis; (2) there is obgeatid reliable evidence of the fair value of
undelivered items; and (3) delivery of any undef¢kitem is probable. Arrangement consideratiorukhbe allocated among the separate
units of accounting based on their relative faluea, with the amount allocated to the deliverechibeing limited to the amount that is not
contingent on the delivery of additional items cgating other specified performance conditions. flied consensus is applicable to
agreements entered into in fiscal periods beginaftey June 15, 2003. The provisions of this cosgemlid not have a material effect on our
financial condition or operating results.

In January 2003, the FASB issued InterpretationdoConsolidation of Variable Interest Entities, andrgretation of ARB No. 51
This Interpretation addresses the consolidatiobusiness enterprises of variable interest entittedefined in the Interpretation. The
Interpretation applies immediately to variable ies#s in variable interest entities created attieudry 31, 2003. For public enterprises with
variable interests in variable interest entitiesated before February 1, 2003, the Interpretati@pplicable to the enterprise no later than the
beginning of the first interim or annual reportipgriod beginning after June 15, 2003. The appbcatif this Interpretation did not have a
material effect on our operating results or finahcondition.

In April 2003, the FASB issued SFAS No. 148nendment of Statement 133 on Derivative Instrusreard Hedging Activitiesyhich
amends and clarifies accounting for derivativerimsients, including certain derivative instrumentgedded in other contracts, and for
hedging activities under SFAS No. 12&;counting for Derivative Instruments and Hedgirgivities. SFAS No. 149 is generally effective
for derivative instruments, including derivativesiruments embedded in certain contracts, entetecbimmodified after June 30, 2003, and
hedging relationships designated after June 3(.2D@ adoption of SFAS No. 149 did not have a niadtenpact on our operating results or
financial condition.

In May 2003, the FASB issued SFAS No. 1B8¢ounting for Certain Financial Instruments with&acteristics of Both Liabilities and
Equity, which provides guidance for how an issuer classiind measures certain financial instruments ghitiracteristics of both liabilities
and equity. SFAS No. 150 is effective for finandr@truments entered into or modified after May 3103, and otherwise is effective at the
beginning of the first interim period beginningaftiune 15, 2003. The adoption of SFAS No. 15(dichave a material impact on our
operating results or financial condition.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

The primary objective of our investment activitisgo preserve principal, while also maximizinganee we receive from investments
without significantly increased risk. Some of tleegrities we invest in may be subject to markdt ri$is means that a change in prevailing
interest rates may cause the amount of the invedttodluctuate. For example, if we hold a secuttitgt was issued with a fixed interest rate
at the then-prevailing rate and the prevailingriesgérate later rises, the value of our investmeélhidecline. To minimize this risk in the
future, we intend to maintain our portfolio of casjuivalents and short-term investments in a wanésecurities. Our cash equivalents are
generally invested in money market funds, whichranresubject to market risk because the interdgtqgasuch 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 investméfe also intend to limit the average duratioroonshort-term investments to fewer than
three years.

We currently invest all short-term investmentsha Vanguard Short-Term Bond Index Fund — Admirarsh (the “Fund”). The target
index for the Fund, the Lehman Brothers 1-5 Yeavégboment/Corporate Bond Index, is comprised of stesm bonds issued by the U.S.
Treasury, federal agencies, and corporations wéturities between one and five years. As of Sepéer@0, 2003, the cost, unrealized gains
and fair market value of our short-term investmevese $44,119,000, $1,118,000 and $45,237,000ectisply.
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The following table presents the hypothetical cleanig the fair value of our short-term investmexgts result of changes in the interest
rates:

Fair Value Fair Value
Given an Interest Rate Given an Interest Rate
Decrease of “X” Basis Points Fair Value Increase of “X” Basis Points
as of
(150) BPS  (100) BP< September 3
(50) BPS 2003 50 BPS 100 BPS 150 BPS

(in thousands)

Shor-term investment $46,93: $46,36¢ $45,80: $ 45,237 $44,67: $44,10¢ $43,54:

Item 4. Controls and Procedures

Our management, with the participation of our Clgécutive Officer and Chief Financial Officer, &vated the effectiveness of our
disclosure controls and procedures (as definediie R3a-15(e) of the Exchange Act) as of the entt@fperiod covered by this report. Based
on that evaluation, our Chief Executive Officer &tuef Financial Officer concluded that our diselos controls and procedures as of the end
of the period covered by this report were effectivensuring that information required to be diseld by us in reports that we file or submit
under the Exchange Act is recorded, processed, suized and reported within the time periods spedifn the Securities and Exchange
Commissions rules and forms. We believe that a control systemmatter how well designed and operated, cammmide absolute assurar
that the objectives of the control system are ianed, no evaluation of controls can provide absaggirance that all control issues and
instances of fraud, if any, within a company hagerbdetected.

There was no change in our internal control oveairfcial reporting (as defined in Rule 13a-15(fjhaf Exchange Act) that occurred
during the period covered by this report that hasemally affected, or is reasonably likely to mahy affect, our internal control over
financial reporting.
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PART Il. OTHER INFORMATION

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

Item 2. Changes in Securities and Use of Proceeds
(d) Use of Proceeds:

We continue to maintain approximately $42.1 millmfrthe net proceeds from our initial public offegiin May 2002 in short-term
investments and $29.9 million in cash and cashvedgmts.

Item 6. Exhibits and Reports on Form 8-K

(a) Exhibits:
Exhibit
Number Exhibit Description

3.1
3.2
3.3

4.1
10.1

10.2
10.3
10.4
10.5
10.6
10.7

10.8
10.9
10.1(
10.17+*

10.12%*

10.1:
10.14%*

31.1
31.2
32.1

Amended and Restated Certificate of Incorpora
Amended and Restated Byla

Certificate of Amendment to the Amended and Redtate
Certificate of Incorporatio

Form of Common Stock Certifica

Form of Indemnification Agreement entered into by t
registrant with each of its executive officers airectors

2002 Employee Stock Purchase F

Amended and Restated 1997 Stock |

2002 Stock Pla

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

Lease Agreement with LincolRecp Oakland Opco, LL!
as amende

Employment Offer Letter for W. Barry McCarthy,
Employment Offer Letter for Tom Dillo
Employment Offer Letter with Leslie J. Kilgo

Letter Agreement between the registrant and Colambi
TriStar Home Entertainment, In

Revenue Sharing Output License Terms between the
registrant and Warner Home Vid

Form of Subordinated Promissory Nt

Strategic Marketing Agreement between the registac
Best Buy Co., as amend

Section 302 Certification of Chief Executive Offic
Section 302 Certification of Chief Financial Offic

Section 906 Certifications of Chief Executive Offiand
Chief Financial Officel

** Confidential treatment granted on portions ofske exhibits.

Incorporated by Reference

Filed
Herewith
Form File No. Exhibit Filing Date
10-Q 00C-4980:2 3.1 August 14, 200:
S-1/A 33:2-8387¢ 3.4 April 16, 2002
10-Q 00C-4980: .3 July 31, 200z
S-1/A  33:-8387¢ 4.1 April 16, 2002
S-1/A 332-8387¢ 10.1 March 20, 200:
S1 33:-8387¢ 10.z March 6, 200z
S-1/A  332-8387¢ 10.c May 16, 200z
S-1 33:-8387¢ 10.4 March 6, 200z
S-1 33:-8387¢ 10.t March 6, 200z
S-1 33:-8387¢ 10.7 March 6, 200z
S1 33:-8387¢ 10.¢ March 6, 200z
S1 33:-8387¢ 10.€ March 6, 200z
S1 33:-8387¢ 10.1(¢ March 6, 200z
S-1 33:-8387¢ 10.11 March 6, 200z
S-1/A  33:-8387¢ 10.1z May 20, 200z
S-1/A 332-8387¢ 10.1¢ May 20, 200z
S-1/A  332-8387¢ 10.1¢ May 20, 200z
10.1¢
10-Q 00C-4980z & 10.1t November 14, 20(
X
X
X



(b) Reports on Form 8-K:

On July 17, 2003, we furnished a current reporform 8-K under Item 12 regarding the announcemeatupfinancial results for the
quarter ended June 30, 2003 and included a cofheqgiress release under Item 7.
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SIGNATURES

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

N ETFLIX , | NC.

Dated: October 30, 20( By: /sl REEDH ASTINGS

Reed Hastings
Chief Executive Officer

Dated: October 30, 20( By: /sl BARRY M c C ARTHY

Barry McCarthy
Chief Financial Officer
(Principal financial and accounting officer)
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EXHIBIT INDEX
Incorporated by Reference
Filed
Exhibit Herewith
Number Exhibit Description Form File No. Exhibit Filing Date
3.1 Amended and Restated Certificate of Incorpora 16-Q  00C-4980: 3.1 August 14, 200:
3.2 Amended and Restated Byla S-1/A 333-8387¢ 34 April 16, 2002
3.3 Certificate of Amendment to the Amended and Redtate
Certificate of Incorporatiol 16-Q  00C-4980: 3.3 July 31, 200:
4.1 Form of Common Stock Certifica S-1/A 333-8387¢ 41 April 16, 2002
10.1 Form of Indemnification Agreement entered into bg t
registrant with each of its executive officers aliectors S-1/A 333-8387¢ 10.1 March 20, 200:
10.2 2002 Employee Stock Purchase F S-1 333-8387¢ 10.z March 6, 200z
10.3 Amended and Restated 1997 Stock F S-1/A  333-8387¢ 10.2 May 16, 200z
104 2002 Stock Pla S1 333-8387¢ 10.4 March 6, 200z
10.5 Amended and Restated Stockhol’ Rights Agreemer S-1 333-8387¢ 10.t March 6, 200z
10.6 Office Lease between the registrant and BR3 Pa S-1 33:-8387¢ 10.7 March 6, 200z
10.7 Lease Agreement with Lincoln-Recp Oakland Opco, L&€
amende S-1 333-8387¢ 10.¢ March 6, 200z
10.8 Employment Offer Letter for W. Barry McCarthy, S-1 333-8387¢ 10.€ March 6, 200z
10.9 Employment Offer Letter for Tom Dillo S-1 333-8387¢ 10.1C March 6, 200z
10.10 Employment Offer Letter with Leslie J. Kilgo S-1 333-8387¢ 10.11 March 6, 200z
10.11**  Letter Agreement between the registrant and Colambi
TriStar Home Entertainment, In S-1/A 333-8387¢ 10.1z May 20, 200z
10.12**  Revenue Sharing Output License Terms between the
registrant and Warner Home Vid S-1/A 333-8387¢ 10.1: May 20, 200z
10.13 Form of Subordinated Promissory Ni S-1/A  333-8387¢ 10.1¢4 May 20, 200z
10.14*  Strategic Marketing Agreement between the registad 10.1¢
Best Buy Co., as amend 16-Q 00C-4980z & 10.15 November 14, 20C
311 Section 302 Certification of Chief Executive Offic X
31.2 Section 302 Certification of Chief Financial Offic X
32.1 Section 906 Certifications of Chief Executive Oéfiand
Chief Financial Office X
** Confidential Treatment granted on portions oégle exhibits.
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Exhibit 31.1

SECTION 302 CERTIFICATION OF CHIEF EXECUTIVE OFFICE R

I, Reed Hastings, certify that:

1. | have reviewed this quarterly report on FormQ@0f Netflix, Inc.;

2. Based on my knowledge, this report does notaioriny untrue statement of a material fact or dn#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 repor



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, amngtfe@ periods presented in this report;

4. The registrant’s other certifying officer andre responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}5¢r the registrant and have:

(a) Designed such disclosure controls and procsgorecaused such disclosure controls and procsdorge designed under our
supervision, to ensure that material informatidatmeg to the registrant, including its consolidhsubsidiaries, is made known to us by
others within those entities, particularly durithg toeriod in which this report is being prepared;

(b) Evaluated the effectiveness of the registradisslosure controls and procedures and presentgisi report our conclusions
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougyelis report based on such
evaluation; and

(c) Disclosed in this report any change in thestgit’s internal control over financial reportitigat occurred during the
registrant’s most recent fiscal quarter (the regits fourth fiscal quarter in the case of an aimeaport) that has materially affected, or
is reasonably likely to materially affect, the igant’s internal control over financial reportiremd

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

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

(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a sigmiifiole in the registrant’s
internal control over financial reporting.

Dated: October 30, 20( By: /s/  REEDH ASTINGS

Reed Hastings
Chief Executive Officer

Exhibit 31.2
SECTION 302 CERTIFICATION OF CHIEF FINANCIAL OFFICE R

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

2. Based on my knowledge, this report does notaioriny untrue statement of a material fact or dméttate a material fact necessal
make the statements made, in light of the circuntgts.under which such statements were made, nistatisg 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 andre responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}5¢r the registrant and have:

(a) Designed such disclosure controls and procsgorecaused such disclosure controls and procsdorge designed under our
supervision, to ensure that material informatidatmeg to the registrant, including its consolidhsubsidiaries, is made known to us by
others within those entities, particularly durithg toeriod in which this report is being prepared;

(b) Evaluated the effectiveness of the registradisslosure controls and procedures and presenttisi report our conclusions
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougyelis report based on such
evaluation; and

(c) Disclosed in this report any change in thestgit’s internal control over financial reportitigat occurred during the
registrant’s most recent fiscal quarter (the regits fourth fiscal quarter in the case of an aimeaport) that has materially affected, or
is reasonably likely to materially affect, the igant’s internal control over financial reportiremd

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

(a) All significant deficiencies and material weakses in the design or operation of internal coptrer 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 invedvmanagement or other employees who have a sigmiifiole in the registrant’s
internal control over financial reporting.

Dated: October 30, 20( By: /sl BARRY M c C ARTHY




Barry McCarthy
Chief Financial Office

Exhibit 32.1
SECTION 906 CERTIFICATIONS OF CHIEF EXECUTIVE OFFIC ER AND CHIEF FINANCIAL OFFICER

I, Reed Hastings, certify, pursuant to 18 U.S.Gti8a 1350, as adopted pursuant to Section 90b6eoSarbanes-Oxley Act of 2002, that the
quarterly report on Form 10-Q of Netflix, Inc. fitve quarterly period ended September 30, 2003 daiyiplies with the requirements of
Section 13(a) or 15(d) of the Securities Exchangeoh 1934 and that information contained in suahrterly report fairly presents in all
material respects the financial condition and rissofl operations of Netflix, Inc.

Dated: October 30, 20( By: /sl ReeDH ASTINGS

Reed Hastings
Chief Executive Office

I, Barry McCarthy, certify, pursuant to 18 U.S.@&c8on 1350, as adopted pursuant to Section 9@tecbarbanes-Oxley Act of 2002, that the
quarterly report on Form 10-Q of Netflix, Inc. fitve quarterly period ended September 30, 2003 &aiyiplies with the requirements of
Section 13(a) or 15(d) of the Securities Exchangeoh 1934 and that information contained in suahrterly report fairly presents in all
material respects the financial condition and rissofl operations of Netflix, Inc.

Dated: October 30, 20( By: /sl BARRY M c C ARTHY

Barry McCarthy
Chief Financial Office

End of Filing
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