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PART I

Forward-Looking Statements

This Annual Report on Form 10-K contains forwardkimg statements within the meaning of the fedszaurities laws. These forward-
looking statements include, but are not limitedstafements regarding: operating expenses; groggimdiquidity; subscriber acquisition and
retention; churn; developments in downloading; mave per average paying subscriber; and impactsiragiérom our price change, delivery
time, volume of movie rentals, our DVD library igtraents, marketing expenses, and subscriber atiquisiost. These forward-looking
statements are subject to risks and uncertaintias ¢ould cause actual results and events to diffettetailed discussion of these and other
risks and uncertainties that could cause actuallssand events to differ materially from such fardtlooking statements is included
throughout this filing and particularly in the “ Faors That May Affect Future Results of Operatiossttion set forth in this Annual Report on
Form 1(-K. All forward-looking statements included in thiscument are based on information available tomshe date hereof, and we
assume no obligation to revise or publicly relettseresults of any revision to any such forwardkiog statement, except as may otherwise be
required by law

Item 1. Business

We are the largest online movie rental subscripsienvice providing more than 2,600,000 subscribecgss to a comprehensive librar
more than 35,000 movie, television and other filreatertainment titles. Our standard subscripti@m @llows subscribers to have up to three
titles out at the same time with no due dates,fests or shipping charges for $17.99 per montladufition to our standard plan, we offer other
service plans with different price points that allsubscribers to keep either fewer or more titteh@ same time. Subscribers select titles at our
Web site aided by our proprietary recommendatiovice, receive them on DVD by U.S. mail and rettivam to us at their convenience using
our prepaid mailers. After a title has been retdrwee mail the next available title in a subscribeueue.

Our subscription service has grown rapidly sinsdatinch in September 1999. We believe our groathtdeen driven primarily by our
comprehensive selection of titles, consistentlyhHéyels of customer satisfaction, rapid consundeption of DVD players and our effective
marketing programs. In the San Francisco Bay Apgaiaximately 9 percent and, in the rest of the ¢guapproximately 2.3%, of all
households subscribed to Netflix at the end of 2004

Our proprietary recommendation service enables gsdate a customized store for each subscribetoagenerate personalized
recommendations which effectively merchandize mmgrehensive library of titles. We believe that moommendation technology, based on
proprietary algorithms and the hundreds of milliefisnovie ratings we have collected from our suib&es, enables us to build deep subscriber
relationships and maintain a high level of libratilization.

We continually invest in improvements to our seevic an effort to deepen our subscriber relatiqushis well as to further distinguish
our service from that of our competitors. In thartb quarter of 2004, we launched our social nekvmgr feature, called Friend¥ , which
allows subscribers to share movie ratings and resenadations with their friends who are also Netlisbscribers. We also launched Profiles
™ which allows subscribers to set up sub-accowntsgouses, children and others, where each suhsatcgets its own queue and
recommendations.

We promote our service to consumers through vamaearketing programs, including online promotiomdevision advertising, package
inserts and other promotions with third partiese§dnprograms encourage consumers to subscribe semice and may include a free trial
period of 14 days. At the end of the free trialipér subscribers are automatically enrolled asmagubscribers, unless they cancel their
subscription. All paying subscribers are billed riidyin advance.
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We stock more than 35,000 DVD titles. We have distiadd revenue sharing relationships with more #iastudios and distributors. We
also purchase titles directly from studios, disttdys and independent producers.

We ship and receive DVDs throughout the UnitedeStaiVe maintain a nationwide network of shippingtees that allow us to provide
fast delivery and return service to our subscrib&ssof December 31, 2004, we had 30 shipping cente

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

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

Industry Overview

Filmed entertainment is distributed broadly throagbariety of channels. Out-of-home channels ineloobvie theaters, airlines, and
hotels. In-home distribution channels include hasideo rental and retail outlets, cable and sagetétevision, pay-per-view, video-on-demand,
or VOD, and broadcast television. Currently, stedigstribute their filmed entertainment contentrappmately three to six months after
theatrical release to the home video market, sev@ine months after theatrical release to payvrand VOD, one year after theatrical
release to satellite and cable, and two to threesyafter theatrical release to basic cable andisgted networks. However, in what is an
emerging trend, the major studios have shortenedelease window on certain titles, in particute theatrical to home video window.

Consumer Transition to DVD

The home video segment of th-home filmed entertainment market has undergoneid tachnology transition away from VHS
DVD. According to Adams Media Research, at the @n2il004, there were approximately 71 million U@&evision households with a stand-
alone set-top DVD player, representing approxinyaédl percent of U.S. television households. Thisiber does not include other electronic
devices, such as computers and video game playearsy of which are also capable of playing DVDs. pvevide titles to our subscribers on
DVD only and have never carried VHS content.

Challenges Faced by Consumers in Selecting In-Heifmeed Entertainment

The proliferation of new releases available f-home filmed entertainment and the additional denfanback catalogue titles on DV
create two primary challenges for consumers inctielg titles.

First, despite the large number of available titemsumers lack a deep selection of titles fromtigxg subscription channels and
traditional video rental outlets. Subscription chels, such as HBO and Showtime, and pay-per-viewcss continue to offer a narrow
selection of titles at specified times due to pamgming schedule constraints and technological sseelating to channel capacity. Traditional
video rental outlets primarily offer new released devote limited space to display and stock bat&logue titles.

Second, even when consumers have access to theuwaker of titles available, they generally haweitéd means to effectively sort
through the titles. We believe our recommendatimise provides our subscribers the tools to seiées that appeal to their individual
preferences.
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Competitive Strengths
We believe that our revenue and subscriber grovelaaesult of the following competitive strengt

Comprehensive Library of Titles. We have developed strategic relationships toithstudios and distributors, enabling us to
establish and maintain a broad and deep selectitithes. Since our service is available nationglle believe that we can
economically acquire and provide subscribers adepaelection of titles than video rental outletdeo retailers, subscription
channels, pay-per-view and VOD services. To max@noiar selection of titles, we continuously add nereleased titles to our
library. Our library contains numerous copies opplar new releases, as well as many titles tha¢app more select audiences.
currently offer more than 35,000 title

Personalized Merchandizin We utilize our proprietary recommendation segwio create a custom interface for each subscriber
to effectively merchandize our library. Subscribexte titles on our Web site, and our recommendat@vice compares these
ratings to the database of ratings collected fromemtire user base. For each visitor, these casgre are used to make predicti
about specific titles the visitor may enjoy. Thesedictions are used to merchandize titles toafisithroughout the Web site. As of
December 31, 2004, we had over 525 million movimgs in our database. We believe that our reconaaiton service allows us

to create demand for our entire library and maxémitilization of each title

Scalable Business Model. We believe that we have a scalable, low-cosirtass model designed to maximize our revenues and
minimize our costs. Subscribers’ prepaid monthlymants and the recurring nature of our subscrigtiasiness provide working
capital benefits and significant near-term revevisibility. Our scalable infrastructure and onlimerface eliminate the need for
expensive retail outlets and allow us to servicelage and expanding subscriber base from a n&tafdow-cost shipping centers.
We employ temporary, hourly and f-time workers to contain labor costs and provide imarn operating flexibility.

Convenience, Selection and Fast Delivi  Subscribers can conveniently select titles lnyding and modifying a personaliz
gueue of titles on our Web site. We create a unéyperience for subscribers because most pagesraiVeb site are tailored to
individual selection and ratings history. Under standard service, subscribers can have up to BWé&es out at the same time with
no due dates or late fees. Based on their queusemgtthem available DVDs by U.S. mail that are tteturned to us in prepaid
mailers. After receipt of returned DVDs, we maibsaribers the next available title in their quefisadected titles. We have over
35,000 titles to choose from and our nationwidevoek of distribution centers allows us to offertfdglivery.

Growth Strategy

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

Providing Compelling Value for Subscribe We provide subscribers access to our compréhelisrary of more than 35,0
titles with no due dates, late fees or shippinggés for a fixed monthly fee. We merchandize tittesasy-to-recognize lists
including new releases, by genre and other targetesjories. Our convenient, easy-to-use Web bitesisubscribers to quickly
select current titles, reserve upcoming releasddaiid an individual queue for future viewing ugiour proprietary personalizatir
technology. We provide service features to our suibsrs that, among other things, enable socialorking and further
individualization of the service through establighhof sub-account queues and recommendations.e©ommendation service
provides subscribers with recommendations of titles our library. We quickly deliver titles to ssdribers from our shipping
centers located throughout the United States by tda#l. We believe that our fast delivery time wéksult in continued subscriber
acquisition, retention and satisfactis
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. Utilizing Technology to Enhance Subscriber Experéeand Operate Efficientl  We utilize proprietary technology develog
internally to manage the processing and distrimutibDVDs from our shipping centers. Our softwangoaates the process of
tracking and routing titles to and from each of shipping centers and allocates order responggsildmong them. We continuou
monitor, test and seek to improve the efficiencypwf distribution, processing and inventory managensystems as our subscriber
base and shipping volume grows. We operate a naitiennetwork of shipping centers. We anticipateripg additional shipping
centers in 200¢

. Building Mutually Beneficial Relationships with Fied Entertainment Provider We have invested substantial resource
establishing strong ties with various filmed ergamnent providers. We maintain an office in Los Aleg that provides us access to
the major studios. We have entered into a numbesw@nue sharing agreements with studios and weepalshase titles directly.

We work with the content providers to determine ahhinethod of acquiring titles is the most benefifda each party. Our growing
subscriber base provides studios with an additidisatibution outlet for popular movies and teléeisseries, as well as niche titles
and programs

Our Web site—www.netflix.com

We have applied substantial resources to plan,ldeand maintain proprietary technology to impletritie features of our Web site,
such as subscription account signup and managep®snalized movie merchandising, inventory optation and customer support. We
have also recently launched new features that ersatgial networking for our subscribers and furihdividualize the service through
establishment of sub-accounts. Our software igevriin a variety of languages and runs on industigdard platforms.

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

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

Our account signup and management tools providdscsiber interface familiar to online shoppers. Wige a real-time postal address
validator to help our subscribers enter correctgi@ldresses and to determine the additional padtiess fields required to promote speedy
and accurate delivery. Subscribers may pay forsewvice using a credit card, debit card or eleétroheck. We utilize third party services to
authorize and process these payment methods.

Throughout our Web site, we have extensive measmeand testing capabilities, allowing us to caminsly optimize our Web site
according to our needs as well as those of ourcsilless. We use random control testing extensively.

Our Web site is run on hardware and software cat&xtat a service provider offering reliable netw@onnections, power, air
conditioning and other essential infrastructure. M&mage our Web site 24 hours a day, seven dagek We utilize a variety of proprietary
software, freely available and commercially suppaitiools, integrated in a system designed to ragiddl precisely diagnose and recover from
failures. We conduct upgrades and installationsoftfvare in a manner designed to minimize disruygtim our subscribers.

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

The key to our merchandizing efforts is the perfoe@mmendations generated by our recommendagiafice. All subscribers and si
visitors are given many opportunities to rate sidnd we have collected over 525 million ratingse Tatings from our recommendation service
determine which available titles are displayed sulbscriber and in which order. In doing so, welwlr subscribers quickly find titles they are
more likely to enjoy. Ratings also determine wtaefailable titles are featured most prominently an\Web site to increase customer
satisfaction and selection activity. Finally, d&tam our recommendation service is used to gendiseof similar titles. Subscribers often start
from a familiar title and use our “Recommendatiolisk to find other titles they may enjoy. This ha®ven to be a powerful method for
catalogue browsing.

We also provide our subscribers with decision suppéormation about each title in our library. hhformation includes:
. factual data, including length, rating, cast arelgrspecial DVD features and screen form

. editorial perspective, including plot synopses, fadrailers and reviews written by our editorsrdiparties and by other Netflix
subscribers; an

. data from our recommendation service, includingpeal rating, average rating and other similaggithe subscriber may enjc

Marketing

We have multiple marketing channels through whiehattract subscribers to our service. Online adsieg is one important channel
acquiring new subscribers. We advertise our semwdime through paid search listings, banner agd,dn popular Web portals and other Web
sites, and permission based e-mails. In additienhave an affiliate program whereby we make avigilséeb-based banner ads and other
advertisements that third parties may retrieve ealfassisted basis from our Web site and pladi®in Web sites.

We pay for online marketing on a placement, perrgapion basis or per-click basis, as well as thnatggh bounties paid for each
subscriber referred to us. We also participatevargety of cooperative advertising programs witldsos under the terms of which we receive
cash consideration in exchange for featuring thdists movies in Netflix promotional advertising.eMelieve that our paid marketing efforts
are significantly enhanced by the benefits of wokanouth advertising, our subscriber referrals andactive public relations programs.

We work with a number of other marketing channfelsgexample, we advertise our service on variog#oreal and national television and
radio stations. We also have a number of arrangeswamere advertisements describing our servicénaegted or otherwise incorporated into
consumer packaging, such as DVD player boxes. \ligeudlirect mail and print. We also have a relasbip with a leading consumer
electronics and video retailer, which involves aety of promotional efforts

Content Acquisition

We acquire content either through revenue shaigmgesnents or direct purchases. Under our reveraringhagreements with studios ¢
distributors, we generally obtain titles for a Ivitial cost in exchange for a commitment to shewpgercentage of our subscription revenues for
a defined period of time. After the revenue shapagod expires for a title, we generally have dp&on of returning the title to the studio,
destroying the title or purchasing the title. Thimgipal terms of each agreement are similar imrgabut are generally unique to each studio. In
addition to revenue sharing agreements, we alsthpse titles from various studios, distributors atiter suppliers on a purchase order basis.

5
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Fulfillment Operations

We currently stock more than 35,000 titles on ntbes 24 million DVDs. We have allocated substamgésburces to developin
maintaining and testing the proprietary technoltiggt helps us manage the fulfillment of individoadlers and the integration of our Web site,
transaction processing systems, fulfillment operegj inventory levels and coordination of our skrigpcenters.

We ship and receive DVDs from 30 shipping centecated throughout the United States. We believesbipping centers allow us to
improve the subscription experience for subscribgrshortening the transit time for our DVDs thrbube U.S. Postal Service. We currently
do not ship on weekends or holidays.

Customer Service

We believe that our ability to establish and maimtang-term relationships with subscribers depeimdpart, on the strength of our
customer support and service operations. We engewmad utilize frequent communication with and fisezk from our subscribers in order to
continually improve our Web site and our servicar @ustomer service center is open seven days k Wée utilize e-mail to proactively
correspond with subscribers. We also offer phompst for subscribers who prefer to talk directlighna customer service representative. We
focus on eliminating the causes of customer supadid and automating certain self-service featoresur Web site, such as the ability to
report and correct most shipping problems. Ouraust service center is located in our Sunnyvaléfd@aia facility.

Competition

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

Video rental outlets and retailers with whom we pette include Blockbuster, Hollywood Entertainmekxazon.com, Wal-Mart Stores
and Best Buy. In particular, in 2004, Blockbustarriched on a nationwide basis its store-based sptise program. This program provides
many of the benefits of our business model in eesb@sed retail environment. In addition, in e@0P5, Blockbuster eliminated its traditional
late fee policy. We believe that we compete wittsthvideo rental outlets and movie retailers prilgnan the basis of title selection,
convenience and price. We believe that our scalalness model, our subscription service with hdelvery and access to our
comprehensive library of more than 35,000 titlespete favorably against traditional video rentalets.

We also compete against other online DVD subsonipsiervices, such as Blockbuster Online and Walozam, subscription
entertainment services, such as HBO and Showtimeppr-view and VOD providers, and cable and dtggitoviders. The direct online
competition has intensified significantly since 8tbuster officially launched its online serviceingust 2004. In particular, Blockbuster has
been aggressive in pricing its standard ttoeeservice at a monthly charge of approximatelkgrtiy percent lower than ours. We believe we
able to provide greater subscriber satisfactiontdwsair focused attention to the business of ordinescription rental, the broad and deep
selection of titles we offer subscribers, our &pilo personalize our library to each subscribeseldlaon the subscriber’s selection history,
personal ratings and the tastes and preferenc@sidér users through our recommendation servickestensive database of user preferences,
the unique features we offer subscribers, suctriaads™ and Profiles™ as well as the ease and speed with which subssrélverable to
select, receive and return titles.



Table of Contents
Index to Financial Statements

VOD and downloading of movies over the Internetéheaceived considerable media attention recen®®D\for example, is now widely
available in most major hotels and has early depkmts in many major cable systems. Within a fewsgjeae believe VOD will become
widely available to digital cable and satellite satibers. VOD carries as many titles as can betfdy merchandized on a set-top box
platform, which we believe to be generally up t® t8cent releases plus adult content. For consuwtasgrimarily want the latest big
releases, VOD may be a convenient distribution nbarbownloading of movies over the Internet isrently available from a limited number
of providers, such as Movielink and CinemaNow, gdcally involves delivery of content to a persboemputer. We believe that our strate
of developing a large and growing subscriber bas®¥D rentals and our ability to personalize dbrdry to each subscriber by leveraging
extensive database of user preferences positiofeasasably to provide digital distribution of filndeentertainment as that market develops.

Employees

As of December 31, 2004, we had 940-time employees. We also utilize f-time and temporary employees, primarily in
fulfillment operations, to respond to the fluctumgtidemand for DVD shipments. As of December 31420 had 253 temporary employees.
Our employees are not covered by a collective hairgaagreement, and we consider our relations aithemployees to be good.

Intellectual Property

We use a combination of patent, trademark, copyagk trade secret laws and confidentiality agreden® protect our proprietary
intellectual property. In 2003, we were issued@ldrbusiness method patent covering, among othmgysthour subscription rental service. The
patent will expire in 2020. In addition to the patteovering the rental method invention, we haledfadditional patent applications. We ha
registered trademark for the Netflix name and cighys on the content of our Web site. We have fédpglications for additional trademarks as
well.

Enforcement of intellectual property rights is ¢psind time consuming. To date, we have relied grily on proprietary processes and
know-how to protect our intellectual property.dtuincertain if and when our other patent and tragkmpplications may be allowed and
whether they will provide us with a competitive adtage.

From time to time, we encounter disputes over sgimnd obligations concerning intellectual propeWe believe that our service offering
does not infringe the intellectual property rigbfsany third party. However, we cannot assure yat tve will prevail in any intellectual
property dispute.

Other Information

We were incorporated in Delaware in August 1997 emdpleted our initial public offering in May 200Qur principal executive offices
are located at 970 University Avenue, Los Gatodif@aia 95032, and our telephone number is (408j-3700. We maintain a Web site at
www.netflix.com. The contents of our Web site aot incorporated in, or otherwise to be regardegaasof, this Annual Report on Form X0-
In this Annual Report on Form 10-K, “Netflix,” tH€ompany,” “we” and the “registrant” refer to Nexf] Inc.

Our investor relations Web site is located at Hitmetflix.com. We make available, free of charga our investor relations Web site
under “SEC Filings” our Annual Reports on Form 10eKarterly reports on Form 10-Q, current report$-orm 8-K and amendments to these
reports as soon as reasonably practicable aftetratécally filing or furnishing those reports tioet Securities and Exchange Commission.
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Item 2. Properties

We do not own any real estate. The following tagts forth the location, approximate square footagkthe primary use of each of «
principal properties. As of December 31, 2004 patiperties were leased under operating leases.

Estimated
Square Lease
Location Footage Expiration Date Primary Use
Los Gatos, Californi 66,40( October 200¢ Corporate offices, general and administrative, retnkj, anc
technology and developme
Beverly Hills, California 4,00( December 200  Content acquisition, general and administra
Sunnyvale, Californii 115,00( April 2009 Central customer service, processing and shippengec for

the San Francisco Bay Ar

In addition, our fulfillment operations are located30 fulfilment centers that serve major metriifao areas throughout the United Stz
and comprise a total of approximately 300,000 sg|fizet. These fulfillment centers are under reddyishort-term lease agreements that expire
at various dates through July 2009.

To help meet our future expansion needs, we hategazhinto a lease for a building currently undamstruction in Los Gatos, California.
This location will become our new headquartersriaround December 2005 and will include our corfigrgeneral and administrative,
marketing, and technology and development functibease payments will commence in December 2005. Auilding is leased through 2012
and consists of approximately 80,000 square feeffife space.

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

Item 3. Legal Proceedings

From time to time, in the normal course of businassare a party to litigation matters and claimsluding claims relating to employ:
relations and business practices. Litigation caexpensive and disruptive to normal business ojpeiatMoreover, the results of complex
legal proceedings are difficult to predict. Listeelow are material legal proceedings to which veeparty. We believe that we have defenses to
the cases set forth below and are vigorously ctintethese matters. An unfavorable outcome of dripese matters could have a material
adverse effect on our financial position, liquiditiyresults of operations.

Between July 22 and September 9, 2004, seven pgadbsecurities class action suits were filed inUinged States District Court for the
Northern District of California against us andthe aggregate, Reed Hastings, W. Barry McCarthyadd Leslie J. Kilgore. These class ac
suits were consolidated in January 2005, and aotidased complaint was filed on February 24, 2008%e complaint alleges violations of
certain federal securities laws, seeking unspetdi@mages on behalf of a class of purchasers af@mumon stock between October 1, 2003
and October 14, 2004. The plaintiffs allege thatmaale false and misleading statements and omissfanaterial facts based on our disclos
regarding churn and delivery speed, claiming aliegelations by each named defendant of Sectiois)hd 20(a) of the Securities Excha
Act of 1934 and Rule 10b-5 promulgated thereunddradleged violations by certain of our officersSgction 20A of Securities Exchange Act
of 1934.

On September 14, 2004, BTG International Inc. féed against us and other unaffiliated compamebé United States District Court
the District of Delaware. The complaint alleged tlia infringed U.S. Patent No. 5,717,860 entitldtethod and Apparatus for Tracking the
Navigation Path of a User on the World Wide W' The complaint also alleges infringement of anotb&tent by certain of the other named
defendants, not including us. The complaint seelspecified compensatory and enhanced damagegshterd fees, and to permanently er
the defendants from infringing the patents in thieife.
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On September 23, 2004, Frank Chavez, individuaity @an behalf of others similarly situated, filedlass action lawsuit against us in
California Superior Court, City and County of Saark€isco. The complaint asserts claims of, amohgrahings, false advertising, unfair and
deceptive trade practices, breach of contract disawelaims relating to our statements regardiMpRielivery times. The complaint seeks
restitution, disgorgement, damages, and injundiath specific performance and other relief.

On August 13, 2004, Miles L. Mitzner, a shareholdaiming to be acting on our behalf, filed a shatder derivative suit in the United
States District Court for the Northern District@élifornia against certain officers and certainrent and former members of the board of
directors, specifically Reed Hastings, W. Barry Mcty, Jr., Jay C. Hoag, A. Robert Pisano, Miclieahsay and Timothy M. Haley. Mr.
Mitzner claimed that the named defendants breattiedfiduciary duties by allowing allegedly falaad misleading statements to be made
regarding, among other things, churn. Mr. Mitznispalaimed that the named defendants illegallgedhour stock while in possession of
material nonpublic information. The lawsuit sougin,our behalf, unspecified compensatory and erdthdamages, disgorgement of profits
earned through alleged insider trading, recovergtafrneys’ fees and costs, and other relief. H@amean February 25, 2005, the Court
dismissed the action with prejudice, and final jondgt was entered in our favor.

On October 19, 2004, Doris Staehr and Steve Stabargholders claiming to be acting on our beffisdf] a shareholder derivative suit
the Superior Court of the State of California foe County of Santa Clara against certain officads@ertain current and former members of the
board of directors, specifically Reed Hastings,rigdcCarthy, Thomas R. Dillon, Leslie J. KilgoreicRard Barton, Timothy Haley, Jay Hoag,
A. Robert Pisano, Michael Schuh and Michael Ram$hg. plaintiffs claim that the named defendantabhed their fiduciary duties by
allowing allegedly false and misleading statemémise made regarding, among other things, churay Hiso claim that the named defendants
illegally traded our stock while in possession afterial nonpublic information. In addition, the ipkéffs assert claims for abuse of control,
gross mismanagement, waste and unjust enrichmeatlaivsuit seeks, on our behalf, unspecified corsaeny and enhanced damages,
disgorgement of profits earned through allegeddigrsirading, recovery of attorneys’ fees and casid, other relief. In December 2004, the
Court stayed this proceeding pending resolutiotheffederal action brought by Mr. Mitzner. Althoutjte federal action brought by Mr.

Mitzner was dismissed, as of the date of the fitifighis report the stay had not been lifted.

Iltem 4. Submission of Matters to a Vote of Securities Holds
None.
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PART I

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

Our common stock has traded on the NASDAQ Natiterlket under the symbol “NFLX" since our initial Iplic offering on May 23,
2002. The following table sets forth the high aod kales prices per share of our common stockfperiods indicated, as reported by the
NASDAQ National Market

2003 2004

High Low High Low
First quarte $11.17 $ 5.34 $39.71 $26.9(
Second quarte 13.1¢ 9.0z 38.62 25.1
Third quarter 20.1% 11.2¢ 36.07 13.8¢
Fourth quarte 30.5( 16.7( 19.6( 9.2t

On January 16, 2004, our Board of Directors dedlaréwvo-forone stock split in the form of a stock dividendaur outstanding commc
stock. The additional shares of common stock westgilduted on February 11, 2004. All common sharg per-share amounts have been
retroactively restated throughout this Annual RéporForm 10-K to reflect this stock split.

As of March 3, 2005, there were approximately 1tb8lkeholders of record of our common stock, althotlggdre is a significantly larger
number of beneficial owners of our common stock.

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

The following selected financial data is not neeedsindicative of results of future operationsgdashould be read in conjunction w
“Item 7. Management’s Discussion and Analysis afdricial Condition and Results of Operations” andrl 8. Financial Statements and

Supplementary Data.”

Statement of Operations Data:
Revenues

Subscriptior

Sales

Total revenue
Cost of revenues
Subscriptior
Sales

Total cost of revenue

Gross profil

Operating expense
Fulfillment
Technology and developme
Marketing
General and administratiy
Restructuring charge
Stock-based compensatic

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

Net income before income tax
Provision for income taxe

Net income (loss

Net income (loss) per shal
Basic

Diluted

Weightec-average shares outstandil
Basic

Diluted

11

Year Ended December 31,

2000 2001 2002 2003 2004
(in thousands, except per share date

$ 35,89« $ 74,25" $150,81¢ $270,41( $500,61:
— 1,657 1,98¢ 1,83: 5,617
35,89 75,91: 152,80¢ 272,24: 506,22¢
24,86 49,08¢ 77,04« 147,73t 273,40:
— 81¢ 1,092 624 3,057
24,86 49,90 78,13¢ 148,36( 276,45¢
11,03 26,00t 74,67( 123,88: 229,77(
10,247 13,45: 19,36¢ 31,27« 56,60¢
16,82 17,73¢ 14,62¢ 17,88¢ 22,90¢
25,721 21,03: 35,78: 49,94¢ 98,02%
6,99( 4,65¢ 6,73 9,58t 16,28

— 671 — — —
9,71 6,25( 8,83: 10,71¢ 16,58
69,501 63,79¢ 85,34 119,41: 210,41¢
(58,46¢§ (37,797 (10,679 4,47 19,35¢
1,64¢ 461 1,69 2,457 2,592
(1,457 (1,857) (11,979 (417) (170
(58,279  (39,18) (20,94¢) 6,517 21,77¢
— — — — 181
$(58,27)  $(39,18) $(20,94) $ 6,51z  $ 21,59
$(206) $(1079) $ (079 $ 014 $ 0.4z
$(206) $(1079 $ (074 $ 01C $ 0.3
2,82¢ 3,652 28,20« 47,78¢ 51,98¢
2,82¢ 3,652 28,20« 62,88 64,71
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As of December 31

2000 2001 2002 2003 2004
(in thousands)
Balance Sheet Data (1)
Cash and cash equivalel $ 14,89 $ 16,13: $ 59,81« $ 89,89 $174,46:
Shor-term investment — — 43,79¢ 45,29" —
Working (deficit) capita (1,65%) (6,65€) 66,64¢ 75,92% 92,43¢
Total asset 52,48¢ 41,63( 130,53( 176,01: 251,79:
Capital lease obligations, less current por 2,02¢ 1,057 46( 44 —
Notes payable, less current port 1,84: — — — —
Subordinated notes payal — 2,79¢ — — —
Redeemable convertible preferred st 101,83( 101,83( — — —
Stockholder’ (deficit) equity (73,26) (90,509 89,35¢ 112,70t 156,28
As of / Year Ended December 31,
2000 2001 2002 2003 2004
(in thousands, except subscriber acquisition cost)
Other Data:
Total subscribers at end of peri 292 45€ 857 1,48 2,61(
Gross subscriber additions during per 51k 56€ 1,14C 1,571 2,71¢
$37.1¢ $31.3¢ $31.7¢ $36.0¢

Subscriber acquisition cost ( $49.9¢

Notes:
(1) Prior year financial statements have been recladdi® conform to current year presenta
(2) Subscriber acquisition cost is defined as totalketimg expenses divided by total gross subscritiditians during the perioc

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

We are the largest online movie rental subscripsienvice providing more than 2,600,000 subscribecgss to a comprehensive librar
more than 35,000 movie, television and other filreatertainment titles. Our standard subscripti@am @f $17.99 per month allows subscribers
to have up to three titles out at the same timé wit due dates, late fees or shipping charges c8hbes select titles at our Web site
(www.netflix.com) aided by our proprietary recomrdation service, receive them on DVD by U.S. mad agturn them to us at their
convenience using our prepaid mailers. After a tiths been returned, we mail the next availaldeitita subscriber’'s queue.

Key Business Metrics

For the year ended December 31, 2004, we genexat@devenues of $506.2 million and net incom&2£.6 million. Management
periodically reviews certain key business metnicerider to evaluate the effectiveness of our ofmeral strategies, allocate resources and
maximize the financial performance of our busin@$gse key business metrics include the following:

. Churn:  Churn is a monthly measure defined as custaauecellations in the quarter divided by the surbexjinning subscribers
and gross subscriber additions, then divided bgetimonths. Customer cancellations in the quartdudie cancellations from gross
subscriber additions, which is why we include greglsscriber additions in the denominator. We growsabscriber base either by
adding new subscribers or by retaining existingsstibers. Churn is the key metric which allows ngeraent to evaluate whether
we are retaining our existing subscribers in acaocé with our business plans.
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increase in churn may signal a deterioration inih&lity of our service, or it may signal an unfealdle behavioral change in the n
of new subscribers. Lower churn means higher custeatention, faster revenue growth and lower ntargeexpenses as a percer
revenues for any given level of subscriber acqoisi

. Subscriber Acquisition Cos  Subscriber acquisition cost is defined as tatatketing expense divided by total gross subsc
additions. Management reviews this metric closelgvaluate how effective our marketing programsimeequiring new
subscribers on an economical ba

. Gross Margin: Management reviews gross margin in conjunatidh churn and subscriber acquisition cost to taegéesirec
operating margin. For example, movie rentals perage paying subscriber may increase, which degsesg gross margin.
However, increased movie rentals per average payibgcriber may result in higher subscriber satigfa, which reduces churn
and increases word-of-mouth advertising about emnise. As a result, marketing expense may fall percentage of revenues and
operating margins rise, offsetting the impact ofduction in gross margin. We can also make trdfiebe@tween our DVD library
investments which have an inverse relationship wlithrn and subscriber acquisition cost. For exangsiencrease in our DVD
library investments may improve customer satisfactind lower churn, and hence increase the nunilmavosubscribers acquired
via worc-of-mouth. This in turn may allow us to accelerate subsscriber growth for a given level of marketingsging.

Please see “Results of Operations” below for furthigcussion on these key business metrics.

Recent Developments and Initiatives

We continue to experience aggressive direct cottipefirom Blockbuster. In particular, Blockbustertdts standard subscription price
twice during the last quarter of 2004 and currehty a price $3 below our standard price. In aatditBlockbuster has begun television
advertising of its online offering. We also antiip that other entrants, such as Amazon.com, ¥t competing services, either directly or in
conjunction with others. Despite this dynamic cotitjwe landscape, we do not intend to lose our éesldip position. While we aim to maintain
domestic market leadership in the face of aggressivnpetition, there can be no assurance that Weevable to compete effectively. If we :
unable to successfully or profitably compete witirent and new competitors, our business will beeegkly affected and we may not be able
to increase or maintain market share, revenuesofitability.

We continue to invest resources to develop solatfondownloading movies to consumers. Our corgealy has been and remains to
grow a large DVD subscription business; howeveteabnology and infrastructure develop to alloveefive and convenient delivery of
movies over the Internet, we intend to offer ourssuibers the choice under one subscription ofivegtheir movies on DVD or by
downloading, whichever they prefer. Although oulusons may be well in advance of meaningful demfmmdlownloading services and we
expect only modest consumer interest for the rexar,twe believe the demand for this technology gritlw steadily over the next ten years.

Critical Accounting Policies and Estimates

The preparation of consolidated financial stateméntonformity with accounting principles geneyalkcepted in the United Stal
requires estimates and assumptions that affecefiegted amounts of assets and liabilities, reveiamel expenses and related disclosures of
contingent assets and liabilities in our consoéddinancial statements and accompanying notesSEearities and Exchange Commission has
defined a company’s critical accounting policieghesones that are most important to the portrafyalcompany’s financial condition and
results of operations, and which require a compangake its most difficult and subjective judgmemased on this definition, we have
identified the critical accounting policies and gudents addressed below. Although we believe thaestimates, assumptions and judgments
are reasonable, they are
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based upon information presently available. Acteaults may differ significantly from these estiesmtinder different assumptions, judgments
or conditions.

Amortization of DVD Library and Upfront Costs

We acquire DVDs from studios and distributors tlyloeither direct purchases or revenue sharing agrets. The revenue shari
agreements enable us to obtain DVDs at a loweounpfrost than under traditional direct purchasaragements. Under the revenue sharing
agreements, we share a percentage of the actuavweziues generated by the use of each particidawith the studios over a fixed period of
time, or the Title Term, which is typically twelweonths for each DVD title. At the end of the Tillerm, we generally have the option of
returning the DVD title to the studio, destroyimg ttitle 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 initie¢d license fee that is capitalized and amortimedccordance with our DVD library
amortization policy. In some cases, this paymesd aicludes a contractually specified prepaymeffititofre revenue sharing obligations that is
classified as prepaid revenue sharing expensesastthirged to expense as future revenue sharingatiblns are incurred. We amortize our
DVD library, less estimated salvage value, on arfsaf-the-months” accelerated basis over its estahaseful life. The useful life of the new-
release DVDs and back-catalogue DVDs is estimatde tl year and 3 years, respectively. In estirgdtia useful life of our DVD library, we
take into account library utilization as well asestimate for lost or damaged DVDs.

Prior to July 1, 2004, we amortized the cost of entire DVD library, including the capitalized pior of the initial fixed license fee, on a
“sum-of-the-months” accelerated basis over one.j¢awever, based on our periodic evaluation of bt release and back-catalogue
utilization for amortization purposes, we deternditieat back-catalogue titles have a significarglygler life than previously estimated. As a
result, we have revised our estimate of usefulftifehe back-catalogue DVD library from a “sumtbé months” accelerated method using a
one-year life to the same accelerated method oft@aton using a three-year life. The purposehid thange is to more accurately reflect the
productive life of these assets. In accordance ARB 20, the change in life has been accounted$a change in accounting estimate on a
prospective basis from July 1, 2004. New releasésentinue to be amortized over a one-year per&sla result of the change in the
estimated life of the back-catalogue library, ta@s$t of revenues was $10.9 million lower, net meovas $10.9 million higher and net income
per diluted share was $0.17 higher for the yeaedrdecember 31, 2004.

We believe the use of the accelerated method ipppte for the amortization of our DVD librarydthe initial fixed license fee
because it approximates DVD utilization.

In addition, we have also determined that we altengdewer previously rented DVDs than estimated &t an average selling price
higher than historically estimated. We have thaesfevised our estimate of salvage values, on techase DVDs. For those direct purchase
DVDs that we estimate we will sell at the end dithuseful lives, a salvage value of $3.00 per DWI3 been provided effective July 1, 2004.
For those DVDs that we do not expect to sell, Heagge value is provided. Simultaneously with tharoe in estimate of expected salvage
value we recorded a write-off of approximately $@lion related to non-recoverable salvage vaga result of this write-off, total cost of
revenues was $1.9 million higher, net income wa$ #iillion lower and net income per diluted shaasw0.03 lower for the year ended
December 31, 2004.

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

Stock-Based Compensation

We account for stock-based compensation expensesordance with the fair value recognition pravisi of Statement of Financial
Accounting Standards (“SFAS”) No. 12&¢counting for Stock-Based Compensation,
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as amended by SFAS No. 148;counting for Stock-Based Compensation—Trans#@mahDisclosure, an Amendment of FASB Statement No.
123.During 2002, 2003 and 2004, we recorded total stiaded compensation expenses of $8.8 million, $1dlibn and $ 16.6 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, edew the historical pattern of exercises of stopkons as well as the terms and vesting
periods of the options granted. Prior to the tlgudrter of 2003, we granted stock options, whialegally vest over three to four-year periods.
Since the third quarter of 2003, we began grarftilly vested stock options to our employees on athmly basis. As a result, we changed the
expected life from 3.5 years to 1.5 years. In #epad quarter of 2004, we revised our estimatepéeted life based on our review of histor
patterns for exercises of stock options. We biftedaur option grants into two employee groupingi® wxhibited different exercise behavior
and changed the estimate of the expected life ftdnyears for all option grants in the first quari&2004 to 1 year for one group and 2.5 y:
for the other group beginning in the second quart&004. In addition, our stock price has flucadasignificantly in recent periods. In
estimating expected volatility, we consider higtativolatility, volatility in market-traded optioren our common stock and other relevant
factors in accordance with SFAS No. 123. The Bl&ckoles option-pricing model, used by us, requiesnput of highly subjective
assumptions, including the option’s expected lifd the price volatility of the underlying stock. &tges in the subjective input assumptions
can materially affect the estimate of fair valueopfions granted.

Income Taxes

We record a tax provision for the anticipated tarsequences of our reported results of operatinreccordance with SFAS No. 1(
Accounting for Income Taxethe provision for income taxes is computed usirggabset and liability method, under which defeteedassets
and liabilities are recognized for the expectedreitax consequences of temporary differences leetwree financial reporting and tax bases of
assets and liabilities, and for operating lossestan credit carryforwards. Deferred tax assetsladities are measured using the currently
enacted tax rates that apply to taxable incomdfaciefor the years in which those tax assets apeeted to be realized or settled. We record a
valuation allowance to reduce deferred tax assdtsetamount that is believed more likely thantodte realized.

Our deferred tax assets, primarily the tax benefithese loss carryforwards, have been offset fujl &aluation allowance because of
history of losses through the first quarter of 2008ited profitable quarters to date and the cotitige landscape of online DVD rentals. If we
subsequently determine that some or all deferneddaets that were previously offset by a valuagitowance are realizable, the result would
be a positive adjustment to earnings in the pesigzh determination is made.

Descriptions of Statement of Operations Components
Subscription Revenue

We generate all our subscription revenues in thisgedrStates. We derive substantially all of ourerawes from monthly subscription fees
and recognize subscription revenues ratably dwaah subscriber’'s monthly subscription period. ord refunds to subscribers as a
reduction of revenues. In addition to our standanvice of $17.99 per month, we offer other serpileas with different price points that allow
subscribers to keep either fewer or more titlgh@tsame time. As of December 31, 2004, more tbgmegcent of our paying subscribers paid
$17.99 or more per month.

Cost of Subscription Revenues:

We acquire titles for our library through traditadrdirect purchase and through revenue sharingeaggets with content providers.
Traditional buying methods normally result in higlipfront costs than titles obtained through reeshiaring agreements. Cost of subscription
revenues consists of revenue sharing expenses,
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amortization of our library, amortization of intablg assets related to equity instruments issuegtttain studios in 2000 and 2001 and postage
and packaging costs related to shipping titlesayirg subscribers. Costs related to free-trial stbers are allocated to marketing expenses.

Revenue Sharing ExpensesOur revenue sharing agreements generally coomsiid pay an initial upfront fee for each DVD aicqd
and also a percentage of revenue earned from sMEhrBntals for a defined period of time. A portiofthe initial upfront fees are non-
recoupable for revenue sharing purposes and dapitichnd amortized in accordance with our DVD lipramortization policy. The remaining
portion of the initial upfront fee represents piidp@venue sharing and this amount is expenseevasnue sharing expenses as DVDs subject tc
revenue sharing agreements are shipped to subscrither than the initial upfront payment for DV&suired, we are not obligated to pay
any minimum revenue sharing fee on DVDs that ateshipped to subscribers. We characterize these@atg to the studios as revenue
sharing expenses.

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

Amortization of Intangible Assets. In 2000, in connection with signing revenuerstgagagreements with Columbia TriStar Home
Entertainment, Dreamworks International Distribntend Warner Home Video, we agreed to issue to eftttese studios our Series F Non-
Voting Preferred Stock equal to 1.204 percent offolly diluted equity securities outstanding. 18, in connection with signing revenue
sharing agreements with Twentieth Century Fox H&m&rtainment and Universal Studios Home Videoageeed to issue to each of the two
studios our Series F Non-Voting Preferred Stockaétpu1.204 percent of our fully diluted equity gaties outstanding. As of December 31,
2001, the aggregate of Series F Non-Voting Prefefteck granted to these five studios equaled peBlent of our fully diluted equity
securities outstanding. Our obligation to maintaia studios’ equity interests at 6.02 percent offolly diluted equity securities outstanding
terminated immediately prior to our initial pubbéfering in May 2002. The studios’ Series F PreddrStock automatically converted into
3,192,830 shares of common stock upon the clodingroinitial public offering. We measured the dnigl issuances and any subsequent
adjustments using the fair value of the securdiethe issuance and any subsequent adjustment @atefair value was recorded as an
intangible asset and is amortized to cost of sijtsen revenues ratably over the remaining terrthefagreements which initial terms were
either three or five years.

Postage and Packaging. Postage and packaging expenses consist ob#itage costs to mail titles to and from our paynlgscribers
and the packaging and label costs for the maildrs.rate for first-class postage was $0.34 priglutoe 29, 2002 and increased to $0.37
thereafter. It is currently anticipated that th&lPostal Service will seek an increase in theahfiest class postage and that any such increase
would likely be effective starting in 2006.

Operating Expenses:

Fulfilment.  Fulfillment expenses represent those expemsesred in operating and staffing our shipping enstomer service centers,
including costs attributable to receiving, inspegtand warehousing our library. Fulfillment expenatso include credit card fees.

Technology and Development.Technology and development expenses conssyabll and related expenses we incur relatedstinig,
maintaining and modifying our Web site, our recomudegion service, developing solutions for downloadinovies to subscribers,
telecommunications systems and infrastructure dimer anternal-use software systems. Technologydmwetlopment expenses also include
depreciation of the computer hardware and capédlsoftware we use to run our Web site and storelata.
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Marketing. Marketing expenses consist of payroll and eslaxpenses and advertising expenses. Advertigjpenses include
marketing program expenditures and other promotiactdvities, including revenue sharing expensestgge and packaging expenses and
library amortization related to free trial periods.

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

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

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

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

Year Ended December 31,

2002 2003 2004
Revenues
Subscriptior 98.7% 99.2% 98.%
Sales 1.3 0.7 11
Total revenue 100.( 100.( 100.C
Cost of revenues
Subscriptior 50.4 54.¢ 54.C
Sales 0.7 0.2 0.€
Total cost of revenue 51.1 54.t 54.¢
Gross profil 48.¢ 455 45.4
Operating expense
Fulfillment 12.7 11.5 11.2
Technology and developme 9.6 6.€ 4.t
Marketing 23.4 18.2 19.4
General and administrati\ 4.4 3.5 3.2
Stock-based compensatic 5.8 4.C 3.3
Total operating expens 55.¢ 43.¢ 41.¢
Operating income (lost (7.0 1.6 3.8
Other income (expense
Interest and other incon 11 1.C 0.t
Interest and other expen (7.8 (0.2 —
Net income (loss) before income ta; (23.7) 2.4 4.3
Provision for income taxe — — —
Net income (loss (13.7% 2.4% 4.2%

Revenues
Year Ended December 31
Percent Perceni
Change Change
2002 2003 2004
(in thousands, except percentages and average molyth
subscription revenue per paying subscriber)
Revenues
Subscriptior $150,81¢ 79.2%  $270,41( 85.1%  $500,61:
Sales 1,98¢ (7.8% 1,83: 206.2% 5,61
Total revenue $152,80¢ 78.2% $272,24: 85.%  $506,22¢
Other data
Average number of paying subscrib 62€ 78.1% 1,11 78.2% 1,98¢
Average monthly subscription revenue per payingstiber $ 20.0¢ 0.6% $ 20.21 3.8% $ 20.9¢

We currently generate all of our revenues in théddnStates. We derive substantially all of oureraves from monthly subscription fees
and recognize subscription revenues ratably dwaah subscrib’s monthly subscription period. In addition, we gewe a small portion of o



revenues from the sale of used DVDs and recognizk evenues when the DVDs are shipped.
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The increase in our subscription revenues in 2@0zbanpared to 2003 was primarily as a result otuttial growth in the average
number of paying subscribers and to a lesser exdestto a slight increase in average monthly sifigmn revenue per paying subscriber. We
believe the increase in the number of paying suibss was driven by the continuing consumer adopioDVD players, increased consumer
awareness of our service and continuing improvesi@nour service. The increase in the average nmyostlbscription revenue per paying
subscriber was a result of the price increase imeteed in the second quarter of 2004. In June 2084ncreased the monthly subscription
price of our standard service from $19.95 to $21t88wever, effective November 2004, in responsiiéochanging competitive landscape, we
lowered the price of our standard service to $17A8% result of the price decrease, we expechtieeage monthly subscription revenue per
paying subscriber to decrease in 2005.

The increase in our subscription revenues in 2@0&apared to 2002 was primarily attributable torenease in the average number of
paying subscribers. We believe the increase imtimber of paying subscribers was driven by theioaimg consumer adoption of DVD
players, increased consumer awareness of our seauit continuing improvements in our service.

Churn declined to 4.4 percent in the fourth quasfe2004 from 4.8 percent in the same period of&0d from 6.3% in the same period
of 2002. We believe the decline was primarily atitable to three reasons:

. First, the reduction in the price of our standardseription plan to from $21.99 per month to $1 7188 month effective November
1, 2004. Prior to that, in June 2004, we experidrazeincrease in churn when we increased the pfioar standard subscription
plan from $19.95 per month to $21.99 per mo

. As we grow, the ratio of new subscribers to totddscribers declines, leading to an increase imteeage duration, or age, of the
subscriber base. New subscribers are actually tikalg to cancel their subscriptions than olderstribers, and therefore, an
increase in subscriber age tends to lead to reshgctn churn

. Lastly, we continued to make improvements in a nemnaf key areas, including increasing the in-statk and selection of titles as
we expanded our DVD library and enhancing our Weband recommendation service. We believe thepeawements to our
service increased subscriber satisfaction, whishlted in lower churr

We anticipate that churn will increase in face @fhpetition from existing competitors and other péitd new entrants in the online mo
rental subscription business. In particular, wesfistense competition from Blockbuster, which idinoed its instore subscription program o
nationwide basis in May 2004, launched its onlinlesgription service in August 2004, reduced theepdf its online subscription service to
$14.99 per month in December 2004, and eliminatfees for in-store rentals in January 2005 dfare unable to compete effectively
against Blockbuster and our other existing compegtias well as against potential new entrantstireamnline movie rental subscription
business such as Amazon, in both retaining outiegisubscribers and attracting new subscribensclourn will likely increase and our
business will be adversely affected.

The following table presents our ending subscribfarmation:

As of December 31,

Percent Percent

Change Change
2002 2003 2004

(in thousands, except percentage
Subscribers

Free subscribel 61 71 124
As a percentage of total subscrib 7.1% 4.8% 4.8%
Paid subscriber 79€ 1,41¢ 2,48¢
As a percentage of total subscrib 92.9% 95.2% 95.2%
Total subscriber 857 73.5% 1,48 75.5% 2,61(
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Cost of Revenues

Year Ended December 31,

Perceni Percent

Change Change
2002 2003 2004

(in thousands, except percentages)

Cost of revenues

Subscriptior $77,04¢ 91.&% $147,73¢ 85.1% $273,40:
Sales 1,092 (42.9% 624 389.% 3,057
Total cost of revenue $78,13¢ 89.9% $148,36( 86.2%0  $276,45¢

The increase in cost of subscription revenues 0423 compared to 2003 was primarily attributablthé following factors:

The number of DVDs mailed to paying subscribersdased 102 percent, which was driven by a 78 peicerease in the number
of average paying subscribers coupled with a 18gmrincrease in monthly movie rentals per avepayéng subscribe

Postage and packaging expenses increased by $8B08 mepresenting a 93 percent increase. Thisgase was primaril
attributable to the increase in the number of ayer@aying subscribers and the number of DVDs madquhying subscribers,
partially offset by a decrease in the-unit postage and packaging cc

DVD amortization increased by $34.8 million, refnetsing an 87 percent increase. This increase wamgly attributable tc
increased acquisitions for our DVD library partyadiffset by the change in estimate related to b=atkiogue useful lives of $10.9
million.

Revenue sharing expenses increased by $36.5 milbpnesenting a 80 percent increase. This inciaseprimarily attributable t
the increase in the number of average paying sillessrand the number of DVDs mailed to paying stibscs, partially offset by a
decrease in the percentage of DVDs subject to tev/eharing agreements mailed to paying subscri

The increase in cost of subscription revenues solaite dollars in 2003 as compared to 2002 wasapifynattributable to the following

factors:

The number of DVDs mailed to paying subscribersdased 111 percent, which was driven by a 78 peicerease in the number
of average paying subscribers coupled with a 18gmrincrease in monthly movie rentals per avepayéng subscriber. We belie
the increase in monthly movie rentals was primaatlyibutable to the decrease in delivery time tuthe expansion of our
nationwide network of shipping cente

Postage and packaging expenses increased by $80oh mepresenting a 103 percent increase. Tiisdase was primaril
attributable to the increase in the number of ayeaying subscribers and the number of DVDs madeshying subscribers,
partially offset by a modest reduction in postaage per DVD shipped as a result of an increasédaiton of postal sorters on
outbound mail

DVD amortization increased by $24.4 million, renetsng a 157 percent increase. This increase wasgly attributable tc
increased acquisitions for our DVD libra

Revenue sharing expenses increased by $16.1 milBpnesenting a 55 percent increase. This inciaseprimarily attributable t
the increase in the number of average paying sillessrand the number of DVDs mailed to paying stibscs, partially offset by a
decrease in the percentage of titles subject terma sharing agreements mailed to paying subssr
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GrossMargin
Year Ended December 31,
Perceni Perceni
Change Change
2002 2003 2004
(in thousands, except percentages)

Gross profil $74,67( 65.9% $123,88: 85.5% $229,77(
Gross margit 48.% 45.5% 45.4%

Gross margin for 2004 declined slightly in 200&ampared to 2003. This decline was attributabki¢odecline in revenue per paid
shipment offset almost wholly by the change inreate related to the useful life of our back-cata®VD library. If movie rentals per
average paying subscriber increases, additionalaraon our gross margin will occur.

The decline in gross margin in 2003 as compar&0@®2 was primarily due to a higher percentage obrmortization as a result of
increased acquisitions for our library, coupledwéthigher percentage of postage and packagingiegpeas a result of an increase in movie
rentals per average paying subscriber. The decie@gess margin was partially offset by a lowergamtage of revenue sharing expenses as a
result of our rental mix shifting proportionatetyfavor of purchased titles and away from titlejeat to revenue sharing agreements.

Operating Expenses:

Fulfillment
Year Ended December 31,
Percent Perceni
Change Change
2002 2003 2004
(in thousands, except percentage

Fulfillment $19,36¢ 61.5% $31,27¢ 81.(% $56,60¢
As a percentage of revent 12.7% 11.5% 11.2%

The increase in fulfillment expenses in absolutéadein 2004 as compared to 2003 was primarilgiattable to an increase in personnel-
related costs resulting from the higher volumeadtivities in our customer service and shipping eesitcoupled with an increase in credit card
fees as a result of the increase in subscriptionsddition, the increase in fulfilment expensessvattributable to an increase in facility-related
costs resulting from the relocation or expansionestain of our shipping centers and the additibneav ones. As a percentage of revenues,
fulfilment expenses decreased slightly primaribedo a combination of an increasing revenue badeHiciencies that reduced the fulfillme
costs per paid shipment by approximately 10 percent

The increase in fulfillment expenses in absolutéad®in 2003 as compared to 2002 was primarilgikattable to an increase in personnel-
related costs resulting from the higher volumeativities in our customer service and shipping eentin addition, our credit card fees
increased significantly in 2003 compared to 2002 essult of the increase in subscriptions. Asraqregage of revenues, fulfilment expenses
decreased in 2003 compared to 2002, primarily dedombination of an increasing revenue baseraptbivements in our fulfillment
productivity due to our continuous efforts to refiand streamline our fulfillment operations.

Technology and Devel opment
Year Ended December 31

Percent Perceni

Change Change
2002 2003 2004

(in thousands, except percentages)
Technology and developme $14,62¢ 22.2% $17,88¢ 28.1% $22,90¢
As a percentage of revent 9.€% 6.€% 4.5%

The increase in technology and development expensdssolute dollars in 2004 as compared to 2008 pvanarily the result of a
increase in personnel-related costs. As a percemttigvenues, technology and
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development expenses decreased primarily due fteatey increase in revenues than technology anela@wment expenses.

The increase in technology and development expensdssolute dollars from 2002 to 2003 was prinyatile result of an increase in
personnel-related costs, partially offset by a nsbdecrease in the depreciation of computer harland capitalized software. As a percentage
of revenues, technology and development expensesat®ed primarily due to a greater increase inmgs® than technology and development
expenses.

We continuously research and test a variety ofr@teimprovements to our internal hardware andvearfe systems in an effort to
improve our productivity and enhance our subscsibexperience. Additionally, we are developing siolus for downloading movies to
subscribers. As a result, we expect our technotoglydevelopment expenses will continue to incr@aadsolute dollars in 2005.

Marketing
Year Ended December 31,
Percent Perceni
Change Change
2002 2003 2004
(in thousands, except percentages and
subscriber acquisition cost)
Marketing $35,78: 39.€% $49,94¢ 96.2% $98,02°
As a percentage of revent 23.L% 18.2% 19.4%
Other data:
Gross subscriber additiol 1,14(C 37.&% 1,571 72.% 2,71¢€
Subscriber acquisition co $ 31.3¢ 1.2% $ 31.7¢ 13.5% $ 36.0¢

The increase in marketing expenses in absolutarddlh 2004 as compared to 2003 was primarilybattaible to an increase in marketing
program costs, primarily television and online atiging, to attract new subscribers. In additioergonnel-related costs increased in order to
support the higher volume of marketing activitids.a percentage of revenues, the increase in niagkexpenses was primarily due to a
greater increase in marketing expenses than reseBubscriber acquisition cost increased in 200dpered to 2003 as a result of an increase
in marketing program spending, primarily the intotion of television advertising as an acquisititinnel and increases in online advertising
rates.

The increase in marketing expenses in absolutardah 2003 as compared to 2002 was primarilytaitable to an increase in the nur
of new subscriber additions, which resulted in bigimarketing program costs. In addition, persomekited costs increased in order to support
the higher volume of marketing activities. Subseriacquisition cost increased in 2003 as compar@®®2 primarily as a result of an increase
in certain marketing program payments, partialfigef by the continued growth of word-of-mouth aarce of subscriber acquisitions and
lower personnel-related costs on a per-acquiredcsiier basis. As a percentage of revenues, thease in marketing expenses was primarily
due to a greater increase in revenues than magketipenses.

We anticipate that our marketing expense will iaseein absolute dollars in 2005 as we grow oummassi.

General and Administrative
Year Ended December 31,

Perceni Percent

Change Change
2002 2003 2004

(in thousands, except percentage
General and administrati\ $6,731 42.%% $9,58¢ 69.9% $16,28°
As a percentage of revent 4.4% 3.5% 3.2%

The increase in general and administrative expeinsaissolute dollars in 2004 as compared to 2008 pvenarily attributable to an
increase in personnel-related costs, as well @&scaease in professional fees to
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support our growing operations and compliance reguénts. As a percentage of revenues, the dedregseeral and administrative expenses
was primarily due to a greater increase in revetihes general and administrative expenses.

The increase in general and administrative expeinsassolute dollars in 2003 as compared to 2002 pvenarily attributable to an
increase in the number of personnel, as well daapase in insurance costs and professional fessipport our growing business. As a
percentage of revenues, the decrease in generaldmnidistrative expenses was primarily due to atgrencrease in revenues than general and
administrative expenses.

We expect our general and administrative expendiesomtinue to increase in absolute dollars in 2@ order to support our growing
operations.

Stock-Based Compensation

Year Ended December 31,

Perceni Perceni

Change Change
2002 2003 2004

(in thousands, except percentages)
Stock-based compensatic $8,83: 21.4% $10,71¢ 54.1% $16,58"
As a percentage of revent 5.8% 4.C% 3.2%

We adopted the fair value recognition provisionSBAS No. 123 for stock-based employee compensatitire second quarter of 2003.
We elected to apply the retroactive restatemenhatetinder SFAS No. 148 and all prior periods presskhave been restated to reflect the
compensation costs that would have been recoghizédhe fair value recognition provisions of SFA&. 23 been applied to all awards
granted to employees.

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

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

The increase in stock-based compensation expemsdsolute dollars in 2004 as compared to 2003pniegarily due to higher expenses
resulting from larger grants, higher average gpaites and higher volatility assumptions in therent year than in the prior-year.

The increase in stock-based compensation expemsdsolute dollars in 2003 as compared to 2002pnasarily due to higher
compensation expenses as a result of the fullyedasibnthly stock option grants, coupled with angsstock price. In addition, the increase
also attributable to higher compensation expenssscéated with shares of common stock issued ungeemployee stock purchase plan.

Interest and Other | ncome

Year Ended December 31,

Perceni Percent

Change Change
2002 2003 2004

(in thousands, except percentage
Interest and other incon $1,69 44.% $2,457 5.5% $2,59:
As a percentage of revent 1.1% 1.C% 0.5%

Interest and other income consists primarily ofiiest earned on our cash and cash equivalenthartetsrm investments, prior to the
liquidation of our short-term investments during #econd quarter of 2004.
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The increase in interest and other income in 2@0doanpared to 2003 was primarily due to an incr@aggerest and other income as a
result of higher average interest earning balances.

The increase in interest and other income in 2@d8pared to 2002 was primarily attributable to aréase in interest income as a result
of higher average cash and investment balances.

I nterest and Other Expense
Year Ended December 31

Perceni Percent
Change Change
2002 2003 2004
(in thousands, except percentage
Interest and other expen $(11,979) (96.5% $(417) (59.2% $(170)
As a percentage of revent (7.8% (0.2% (0.0%

Interest and other expense consist primarily afriggt expense related to our interest-bearing atidigs. The decline in interest and other
expense in 2004 as compared to 2003 was primaréytal lower interest expense as a result of a tedtuin interest-bearing obligations.

Interest and other expense in 2002 included aiome-¢harge of $10.7 million associated with outyeegpayment, following our initial
public offering in May 2002, of all outstanding etstedness under our subordinated promissory nelged to the acceleration of the accretion
of the unamortized discount. Excluding the one-toharge of $10.7 million incurred in 2002, interastl other expense decreased in 2003 as
compared to 2002 primarily due to a reduction teriest-bearing obligations, some of which were ief@lowing 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, our initial pubfieong and net cash generated from operating iietiv As of December 31, 2004, we had
cash and cash equivalents of $174.5 million. Weetgenerated net cash from operations during eaattegisince the second quarter of 2001.
In order to continue to generate cash from ouratpers, we must increase our revenues while cdimtgobur operating expenses. Many fact
will impact our ability to grow revenues includingyt not limited to, the number of subscribers glgn up for our service, the growth or
reduction in our subscriber base, and our abititgdvelop new revenue sources. In addition, we maag to lower our prices and increase our
marketing expenses in response to the aggressimpatidion from Blockbuster and other potential ants in the market. Although we
currently anticipate that cash flows from operaticimgether with our available funds, will be sti#nt to meet our cash needs for the
foreseeable future, we may require or choose taimltdditional financing. Our ability to obtain éincing will depend on, among other things,
our development efforts, business plans, opergtartprmance and the condition of the capital markethe time we seek financing. We
cannot assure you that additional financing wilklvailable to us on favorable terms when requioedt all. If we raise additional funds
through the issuance of equity, equity-linked dotdsecurities, those securities may have rightfepences or privileges senior to the rights of
our common stock, and our stockholders may expesigilution.

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

Percent Percent

Change Change
2002 2003 2004

(in thousands, except percentages)

Net cash provided by operating activit $ 40,11« 123.¢% $ 89,79: 64.2% $147,57:
Net cash used in investing activiti (67,300 (3.9% (64,677 5.7% (68,38)
Net cash provided by financing activiti 70,87( (93.0% 4,96¢ 12.8% 5,59¢
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Operating activities: Net cash provided by operating activities imsed by $57.8 million in 2004 as compared to 200@. increase
was primarily attributable to an increase in nebme adjusted for an increase in non-cash amaddizaf our DVD library as a result of
increased purchases of titles, an increase in diaskd compensation expense and an increase medefevenue due to a larger subscriber
base.

The increase in net cash provided by operatingities in 2003 as compared to 2002 was primaril§iattable to net income generate:
2003 as compared to a net loss incurred in 20Qasted for an increase in the amortization of oMCDibrary as a result of increased
purchases of titles during 2003, an increase in@ats payable as a result of our growing operatiansncrease in deferred revenue due to a
larger subscriber base and an increase in sto@dlsmpensation expenses. This increase in netwaspartially offset by the decrease in
non-cash interest expense in 2003. Non-cash intexpense included a one-time charge of $10.7anillelated to an early debt repayment in
2002.

Investing activities: Net cash used in investing activities increasigghtly in 2004 as compared to 2003. The increwa® primarily
attributable to increased purchases of titles tor@VD library to support our larger subscriber dasd increased purchases of property and
equipment to support our growing operations in 2894ompared to 2003. However, the increase wéislpaoffset by net proceeds of $45.0
million from the sale of our short-term investments

The decrease in net cash used in investing aetviti 2003 as compared to 2002 was primarily aftzible to substantially smaller
purchases of short-term investments in 2003. Pgeshaf short-term investments were significantbher in 2002 as a result of the proceeds
from our initial public offering in May 2002. Thidecrease in net cash was partially offset by arease in both the purchases of property and
equipment to support our growing business, anadogisitions of DVD titles for our library to suppour larger subscriber base in 2003.

Financing activities: Net cash provided by financing activities iraged slightly in 2004 as compared to 2003. Thesas® was
primarily attributable to a decrease in the repaynoé debt and other obligations offset partiallylower proceeds from issuance of common
stock under our employee stock plans.

The decrease in net cash provided by financingities in 2003 as compared to 2002 was primarilitattable to substantially smaller
proceeds from the issuance of common stock in 2Bf&eeds from the issuance of common stock wgrefisiantly higher in 2002 as a result
of our initial public offering. This decrease westrlly offset by a decrease in the repaymentatdténd other obligations in 2003.

Contractual Obligations
The following table summarizes our contractual géions at December 31, 2004 (in thousar

Payments due by perioc

Less than More than
3
Contractual Obligations: Total 1 year 1-3 years 5 years 5 years
Capital lease obligatior $ 8C $ 80 $ — $ — $ —
Operating lease obligatiol 29,29: 5,94¢ 10,71( 6,23¢ 6,401
Capital purchase obligations ( 13,22( 7,22( 4,00( 2,00 —
Other purchase obligations ( 8,67 8,67 — — —
Total $51,26¢ $21,92: $14,71( $8,23¢ $ 6,401

(1) Capital purchase obligations include commitradat construction or purchase of property, plard aquipment. They were not recorded
as liabilities on our balance sheet as of Decer8lbeR004, as we had not yet received the relatedgor taken title to the proper

(2) Other purchase obligations relate to acquisiti@notir DVD library. Our purchase orders are basedwr current needs and are gene
fulfilled by our vendors within short time horizar
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For the purposes of this table, contractual obiliget for purchase of goods or services are def@isegigreements that are enforceable and
legally binding and that specify all significantrtes, including: fixed or minimum quantities to berghased; fixed, minimum or variable price
provisions; and the approximate timing of the teanti®n. The expected timing of payment of the ddiligns discussed above is estimated basec
on current information. Timing of payments and atmounts paid may be different depending onithe bf receipt of goods or services or
changes to agreed-upon amounts for some obligations

Off-Balance Sheet Arrangements

As part of our ongoing business, we do not engageansactions that generate relationships wittonsalidated entities or financi
partnerships, such as entities often referred &irastured finance or special purpose entitiexofdingly, our operating results, financial
condition and cash flows are not subject to offabak sheet risks.

I ndemnifications

In the ordinary course of business, we enter intdractual arrangements under which we agree tgwondemnification of varying
scope and terms to business partners and othéaith respect to certain matters, including, fitlimited to, losses arising out of our
breach of such agreements and out of intellectugderty infringement claims made by third partiesaddition, we have entered into
indemnification agreements with our directors aadain of our officers that will require us, amaattper things, to indemnify them against
certain liabilities that may arise by reason oftls&atus or service as directors or officers.

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

Recent Accounting Pronouncements

In September 2004, the Emerging Issues Task FUECER") reached a consensus on EITF Issue 0k Effect of Contingently
Convertible Instruments on Diluted Earnings per i@hevhich requires the inclusion of shares relatedotatiogently convertible debt
instruments for computing diluted earnings per shesing the iftonverted method, regardless of whether the mariket contingency has be
met. EITF 04-8 will be effective for all periodsding after December 15, 2004 and includes retreactdjustment to historically reported
diluted earnings per share. The adoption of EI'BaésNo. 04-8 does not currently have an impactusroperating results or financial position.

In November 2004, the Financial Accounting Stand@dard (“FASB”) issued SFAS No. 15hyentory Costs, an amendment of ARB
No. 43, Chapter 4SFAS 151 clarifies that abnormal inventory costshsas costs of idle facilities, excess freight haddling costs, and wast
materials (spoilage) are required to be recognéwedurrent period charges. The provisions of SFABs&ke effective for fiscal years beginning
after June 15, 2005. The adoption of SFAS 151 isrpected to have a significant impact on our afieg results or financial position.

In December 2004, the FASB issued SFAS No. Ex8hanges of Nonmonetary Assetlsich eliminates the exception for nonmonetary
exchanges of similar productive assets and replaogth a general exception for exchanges of nonetary assets that do not have comme
substance. SFAS No. 153 will be effective for nonetary asset exchanges occurring in fiscal petiedgnning after June 15, 2005. The
adoption of SFAS No. 153 does not currently havargract on our operating results or financial gosit

In December 2004, the FASB issued SFAS No. 12XRjre-Based Paymenthich establishes standards for transactions icchvan
entity exchanges its equity instruments for goadseovices. This standard replaces
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SFAS No. 123 and supersedes APB Opinion NoA2Bpunting for Stock-based compensatitinis Standard requires a public entity to
measure the cost of employee services receivexcimamge for an award of equity instruments basethemgrant-date fair value of the award.
This eliminates the exception to account for sushrds using the intrinsic method previously allolealinder APB Opinion No. 25. SFAS No.
123(R) will be effective for interim or annual refing periods beginning on or after June 15, 200B.previously adopted the fair value
recognition provisions of SFAS No. 128¢counting for Stock-Based Compensatiorthe second quarter of 2003, and restated padpgs at
that time. Accordingly we believe SFAS No. 123(RIl wot have a material impact on our balance sbeeperating results.

Factors That May Affect Future Results of Operatiors

If any of the following risks actually occurs, dassiness, financial condition and results of opierad could be harmed. In that case, the
trading price of our common stock could declined gou could lose all or part of your investment.

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

We must continue to attract new subscribers. Toesrt, we must continue to attract a large numbsulo$cribers who have traditionally
used video retailers, video rental outlets, cabhknaels, such as HBO and Showtime, pay-per-viewai for in-home filmed entertainment.
In addition, direct competition to our service, reynfrom services like Blockbuster Online, has eased significantly over the past year and
will likely impact our ability to attract subscrilse Our ability to attract subscribers will depengbart on our ability to consistently provide our
subscribers a high quality experience for selectifgwing, receiving and returning titles, includiproviding accurate recommendations
through our recommendation service. Furthermoreyifcompetitors are able to offer similar serd@eels at lower prices, our ability to attract
subscribers will be adversely affected. If conswsmr not perceive our service offering to be ohhygality, or if we introduce new services
that are not favorably received by them, we maybeoable to attract subscribers. In addition, manyur new subscribers originate from word-
of-mouth advertising and referrals from existingpseribers. If our efforts to satisfy our existingbscribers are not successful, we may not be
able to attract new subscribers, and as a resultevenues will be affected adversely.

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

We must minimize the rate of loss of existing suilrsrs while adding new subscribers. Subscribemse@aheir subscription to our
service for many reasons, including a perceptian ttiey do not use the service sufficiently, delviakes too long, the service is a poor value,
competitive services provide a better value ane¥perience, and customer service issues are nisfasabrily resolved. We must continually
add new subscribers both to replace subscriberscahcel and to grow our business beyond our custgpdcriber base. If too many of our
subscribers cancel our service, or if we are ungbégtract new subscribers in numbers sufficiergrow our business, our operating results
will be adversely affected. Further, if excessiventvers of subscribers cancel our service, we magdpgired to incur significantly higher
marketing expenditures than we currently anticipateeplace these subscribers with new subscribers.

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

The market for i-home filmed entertainment is intensely competiinel subject to rapid change. Many of our competit@ve longe
operating histories, larger customer bases, gréased recognition and significantly greater finahanarketing and other resources than we
do. The rapid growth of our online entertainmerissuwiption business since our inception may cosetitouattract direct competition from larg
companies with significantly greater financial resies and national brand recognition. For exampéehave seen increased direct competition
from Blockbuster, which launched its online senirtéugust 2004, and could
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face competition from potential new entrants ite online DVD rental market such as Amazon.comdfare unable to successfully or
profitably compete with current and new competitorg business will be adversely affected, and vag not be able to increase or maintain
market share, revenues or profitability.

In addition, many consumers maintain simultaneeletionships with multiple in-home filmed entertai@nt providers and can easily
shift spending from one provider to another. Faragle, consumers may subscribe to HBO, rent a D'gB Hollywood Entertainment, buy a
DVD from Wal-Mart and subscribe to Netflix, or somembination thereof, all in the same month. Newpsetitors may be able to launch new
businesses at relatively low cost. DVDs represafyt one of many existing and potential new techgise for viewing filmed entertainment.
addition, the growth in adoption of DVD technolagynot mutually exclusive from the growth of othechnologies. If we are unable to
successfully compete with current and new compstiind technologies, we may not be able to actddeguate market share, increase our
revenues or maintain profitability. Our princip@anapetitors include, or could include:

. online DVD subscription rental sites, such as Blter Online and Walmart.com;
. video rental outlets, such as Blockbuster and Kallyd Entertainmen

. movie retail stores, such as Best Buy, Wal-Mart Anthzon.com;

. subscription entertainment services, such as HBOSiowtime:

. pay-per-view and VOD services;

. Internet movie providers, such as Movielink, Cin&oa.com and MovieFlix

. cable providers, such as AOL Time Warner and Cotneasl

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

Some of our competitors have adopted, and mayraoato adopt, aggressive pricing policies and desabstantially more resources to
marketing and Web site and systems developmentwieatio. There can be no assurance that we wilbketa compete effectively against
current or new competitors at our new pricing lewval at even lower price points in the future. Rennore, we may need to adjust the level of
service provided to our subscribers and/or inagmificantly higher marketing expenditures than werently anticipate. As a result of this
increased competition, we have seen and may centmsee a reduction in operating margins and rhaHaze.

If we are unable to offset increased demand for tiés with increased subscriber retention or operatig margins, our operating results
may be affected adversely.

There is no established limit to the number of mewthat subscribers may rent. Historically, we hee@n the average number of movies
rented per subscriber increase on an annual hsikelieve that this increase in usage is infludrimeimprovements to our service as well as
consumer usage habits. We have established a widiemetwork of distribution centers which providegscribers with fast delivery of their
rented DVDs. We are continually enhancing our serin ways that may impact subscriber movie us&geh improvements include new
product features on our Website as well as soft@ateprocess upgrades. In addition, demand festitlay increase for a variety of reasons
beyond our control, including promotion by studéssl seasonal variations or shifts in consumer meaighing. Our subscribers may contir
to increase their usage of our service, which winddease our operating costs. If our subscribenten does not increase or our operating
margins do not improve to an extent necessaryfeebthe effect of increased operating costs, perating results will be adversely affected.

In addition, our subscriber growth and retentioryrba affected adversely if we attempt to increasenwonthly subscription fees to offs
any increased costs of acquiring or deliveringsitl
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If our subscribers select titles that are more expesive for us to acquire and deliver more frequentlyour expenses will increase.

Certain titles cost us more to acquire or resugireater revenue sharing expenses, depending @otinee from whom they are acquil
and the terms on which they are acquired. If subsis select these titles more often on a propoatibasis compared to all titles selected, our
revenue sharing and other DVD acquisition expenseakl increase, and our gross margins could berselyeaffected.

If our efforts to build strong brand identity and i mprove subscriber satisfaction and loyalty are nosuccessful, we may not be able to
attract or retain subscribers, and our operating results will be affected adversely.

The Netflix brand is relatively new, and we mustitoue to build strong brand identity. To succegd,must continue to attract and re!
a large number of owners of DVD players who haaditionally relied on store-based rental outletd parsuade them to subscribe to our
service through our Web site. In addition, we Wwidlve to compete for subscribers against other Branich have greater recognition than o
such as Blockbuster and Wal-Mart. We believe thatitnportance of brand loyalty will only increasdight of competition both for online
subscription services and other means of distmiguiiles, such as VOD. From time-to-time, our suliers express dissatisfaction with our
service, including among others things, our invenaidlocation and delivery processing. To the ekgrch dissatisfaction is widespread or not
adequately addressed, our brand may be adverspicted. If our efforts to promote and maintain loand are not successful, our operating
results and our ability to attract and retain stubscs will be affected adversely.

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

We utilize a mix of incentive-based and fixed-cwstrketing programs to promote our service to paaenew subscribers. We obtain a
large portion of our new subscribers through odinermarketing efforts, including third party bammels, pop-under placements, direct links
and permission-based e-mails as well as our aaffilate program. In addition, we have engagesdrious offline marketing programs,
including television and radio advertising, consupackage insertions as well as point-of-sale ogrwith retailers. We also acquire a
number of subscribers who rejoin our service hayireyiously cancelled their membership. While wearunistically adjust our mix of
incentive-based and fixed-cost marketing programesattempt to manage the marketing expenses to ugthi@ a prescribed range of
acquisition cost per new subscriber. If we are ism&bmaintain or replace our sources of subscsiléth similarly effective sources, or if the
cost of our existing sources increases, our sutEckevels may be affected adversely and our miaugketxpenses may increase.

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

We may not be able to continue to support the niengx@f our service by current means if such atiégiare no longer available to us or
are adverse to our business. If companies thagtlyrpromote our service decide to enter our lassiror a similar business or decide to
exclusively support our competitors, we may no Emlge given access to such channels. In additwvs And regulations impose restriction:
the use of certain channels, including commercialad and direct mail. We may limit or discontinuse or support of e-mail and other
activities if we become concerned that subscribeotential subscribers deem such activities gitej which could affect our goodwill or
brand. If the available marketing channels areatfed, our ability to attract new subscribers mayaffected adversely.

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

We have expanded rapidly since we launched our $ielin April 1998. We anticipate further expandig operations to help grow o
subscriber base and to take advantage of favonaétiket opportunities. Any
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future expansion will likely place significant dents on our managerial, operational, administradive financial resources. If we are not able
to respond effectively to new or increased demahnalsarise because of our growth, or, if in respogdour management is materially
distracted from our current operations, our busimeay be affected adversely. In addition, if wendbhave sufficient breadth and depth of the
titles necessary to satisfy increased demand grfsim growth in our subscriber base, our subscibéisfaction may be affected adversely.

Our operating results are difficult to predict due to a number of factors that also will affect our log-term performance.

We expect our operating results to fluctuate inftliere based on a variety of factors, many of Whéce outside our control and difficult
to predict. In particular, we have a limited opamgthistory and have faced limited direct competitiAs a result, period-to-period comparisons
of our operating results may not be a good indicat@ur future or long-term performance. The fallng factors may affect us from period to
period and may affect our long-term performance:

. changes by our competitors to their product andieeofferings and new entrants into our busin
. price competition;

. our ability to improve or maintain gross marginoim business

. our ability to effectively manage the developmeimew business segments and markets;

. our ability to maintain and develop new and exgtimarketing relationship:

. the amount and timing of operating costs and chpiaenditures relating to expansion of our busipeperations and
infrastructure

. our ability to manage our fulfillment processesitmdle significant increases in the number of stilbsrs and subscriber selectio
. our ability to maintain an adequate breadth andrdeftitles;

. our ability to manage our inventory levels;

. changes in promotional support offered by stuc

. our ability to maintain, upgrade and develop oub\gie, our internal computer systems and ourllimént processes and
efficiently utilize our shipping center

. fluctuations in consumer spending on DVD playerg[3 and related product

. fluctuations in the use of the Internet for theghase of consumer goods and services such asdffesed by us;
. technical difficulties, system downtime or Interkétruptions;

. our ability to attract new and qualified personined timely and effective manner and retain exgpersonnel;

. our ability to successfully manage the integratboperations and technology resulting from acdjoiss;
. governmental regulation and taxation policies;
. general economic conditions and economic conditspegific to the Internet, online commerce andntioeie industry.

In addition to these factors, our operating resuléy fluctuate based upon seasonal fluctuatio®B player sales and in the use of the
Internet. During our limited operating history, Wave experienced greater additions of new subssrih&ing late fall and the winter months,
and these seasonal fluctuations may continue urdygeriods.
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We rely heavily on our proprietary technology to process deliveries and returns of our DVDs and to mage other aspects of our
operations, and the failure of this technology to perate effectively could adversely affect our busiss.

We use complex proprietary software to procesveeés and returns of our DVDs and to manage abpects of our operations. Our
proprietary technology is intended to allow ourioatvide network of shipping centers to be operate@n integrated basis. We continually
enhance or modify the software used for our distidm operations. We cannot be sure that any emmeits or other modifications we make
to our distribution operations will achieve theeintled results or otherwise be of value to our siiess. If we are unable to maintain and
enhance our technology to manage the processiby bk among our shipping centers in a timely anitifit manner, our ability to retain
existing subscribers and to add new subscribersheaagnpaired.

If we experience delivery problems or if our subsdbers or potential subscribers lose confidence irhe U.S. mail system, we could lose
subscribers, which could adversely affect our opetag results.

We rely exclusively on the U.S. Postal Servicegbweér DVDs from our shipping centers and to retDMDs to us from our subscribers.
We are subject to risks associated with using th#ip mail system to meet our shipping needs, iiclg delays caused by bioterrorism,
potential labor activism and inclement weather. &ample, in the fall of 2001 terrorists used th8.UPostal Service to deliver envelopes
containing Anthrax, following which mail deliveriesound the United States experienced significateysd. Our DVDs are also subject to risks
of breakage during delivery and handling by the.P&stal Service. The risk of breakage is also atgzhby the materials and methods used to
replicate our DVDs. If the entities replicating dd¥Ds use materials and methods more likely to kikaing delivery and handling or we falil
to timely deliver DVDs to our subscribers, our sufizers could become dissatisfied and cancel awicge which could adversely affect our
operating results. In addition, increased breakatgs for our DVDs will increase our cost of acingrtitles.

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

Increases in postage delivery rates will adveraéfisct our gross profit if we elect not to raise eubscription fees to offset the increase.
The U.S. Postal Service has announced that iseék an increase in the rate for first class pesit@@006. The extent of this rate increase is
not yet known. In addition, the U.S. Postal Ser¥ias announced long-term plans to reduce its emstsnake its service more efficient. If the
U.S. Postal Service were to change any policiedivel to the requirements of firstass mail, including changes in size, weight ochiability
qualifications of our DVD envelopes, such changadd result in increased shipping costs for our B\ENd our gross margin could be affe
adversely. Also, if the U.S. Postal Service custés services, such as discontinuing or reducaigr8ay delivery service, our ability to timely
deliver DVDs could diminish, and our subscribelisfattion could be affected adversely.

Currently, most filmed entertainment is package@aingle lightweight DVD. Our delivery processiassigned to accommodate the
delivery of one DVD to fulfill a selection. Becausgthe lightweight nature of a DVD, we generallpiirone envelope containing a title using
standard U.S. postage. Studios occasionally preadidigtional content on a second DVD or may packatie on two DVDs. In addition, the
studios have recently announced plans to releatzsrcélms in high definition format on either HDVD’s or BluRay DVDs. These new
DVDs have characteristics that are different tharsé currently in circulation. These high-definitimrmat DVDs may be heavier and/or more
fragile than current DVDs. If packaging of filmedtertainment on multiple DVDs were to become maorvalent, if the weight of DVDs were
to increase, or the durability of DVDs deteriorater costs of delivery and fulfillment processinguid increase and our costs of replacing
damaged DVD’s may rise materially which would degsrgross margins and profitability and adverseilgcafree cash flow.

If we are unable to effectively utilize our recommadation service, our business may suffer.

Based on proprietary algorithms, our recommendat@mice enables us to predict and recommend &tidseffectively merchandize o
library to our subscribers. We believe that in orde our recommendation
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service to function most effectively, it must accadarge database of user ratings. We cannoteagsurthat the proprietary algorithms in our
recommendation service will continue to functiofeefively to predict and recommend titles that subscribers will enjoy, or that we will
continue to be successful in enticing subscriberate enough titles for our database to effegtipeédict and recommend new or existing
titles.

We are continually refining our recommendation &&nin an effort to improve its predictive accuraoyd usefulness to our subscribers.
We may experience difficulties in implementing suefinements. In addition, we cannot assure youmigawill be able to continue to make
and implement meaningful refinements to our reconoaéon service.

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

. our subscriber satisfaction may decrease, subssnibay perceive our service to be of lower valug @ur ability to attract an
retain subscribers may be affected advers

. our ability to effectively merchandise and utilizer library will be affected adversely; and

. our subscribers may default to choosing titles flamong new releases or other titles that cost ug megprovide, and our margil
may be affected adverse

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

If we do not acquire sufficient copies of titlesg wiay not satisfy subscriber demand, and our sibles@atisfaction and results of
operations could be affected adversely. Conver#falye attempt to mitigate this risk and acquirermoopies than needed to satisfy our
subscriber demand, our inventory utilization wolietome less effective and our gross margins woellaffected adversely.

If consumer adoption of DVD players slows, our busiess could be adversely affected.

The rapid adoption of DVD players has been fueledtbong retail and studio support and falling DyRayer prices. If retailers or stud
reduce their support of the DVD format, or if maaxtirers raise prices, continued DVD adoption hysamers could slow. If new or existing
technologies were to become more popular at theresgpof the adoption or use of DVD technology, oorers may delay or avoid purchasing
DVD players. Our subscriber growth will be subsight influenced by future consumer adoption of D¥layers, and if such adoption slows,
our subscriber growth may also slow.

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

Our ability to attract and retain subscribers latexl to our ability to offer new releases of fildnentertainment on DVDs prior to ths
release to other distribution channels. ExceptHeatrical release, DVDs currently enjoy a sigrifitcompetitive advantage over other
distribution channels, such as pay-per-view and Y@é&zause of the early distribution window for DVD&e window for DVD rental and
retail sales is generally exclusive against otbems of non-theatrical movie distribution, suctpag-per-view, premium television, basic cable
and network and syndicated television. The lendtih@ exclusive window for movie rental and retailes varies. Our business could suffer
increased competition if:

. the window for rental were no longer the first folling the theatrical release;

. the length of this window was shortened.

The order, length and exclusivity of each windowdach distribution channel is determined solelyH®ystudio releasing the title, and
cannot assure you that the studios will not chahgg policies in the future in a manner that wobiédadverse to our business and results of
operations.
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In addition, any conditions that adversely afféwt inovie industry, including constraints on capitiakncial difficulties, regulatory
requirements and strikes, work stoppages or otiseutions involving writers, actors or other egsdrpersonnel, could adversely affect the
availability of new titles, consumer demand fomfdd entertainment and our business.

If we are unable to renegotiate our revenue sharinggreements when they expire on terms favorable tgs, or if the cost of purchasing
tittes on a wholesale basis increases, our gross mgims may be affected adversely.

Since 2000, we have entered into numerous reveraring arrangements with studios and distributbh&se revenue sharing agreem
generally have terms of up to five years. The lergjttime we share revenue on each title is a fp@dod. As our revenue sharing agreements
expire, we may be required to negotiate new tehasdould be disadvantageous to us.

During the course of our revenue sharing relatignelith studios and distributors, various contragininistration issues arise. To the
extent that we are unable to resolve any of thesges in an amicable manner, our relationship th@hstudios and distributors may be
adversely impacted.

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

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

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

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

Some digital cable providers and a limited numid@nternet content providers have implemented tetdgy referred to as VOD. This
technology transmits movies and other entertainroentent on demand with interactive capabilitieshsas start, stop and rewind. In addition
to being available from a small number of cablevigters, VOD has been introduced over the Intemehigh-speed Internet access has greatly
increased the speed and quality of viewing contealding feature-length movies, on personal coragsu In addition, other technologies have
been developed that allow alternative means fosworers to receive and watch movies or other eimertnt. If VOD or other technologies
become affordable and viable alternative methodnfent delivery widely supported by studios added by consumers, our business ¢
be adversely affected.

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

Historically, we have funded our operations andtehpxpenditures through proceeds from privatetgqand debt financings, equipme
leases and cash flow from operations. Although weently anticipate that the proceeds from our NM&g@2 initial public offering, together
with our available funds and cash flow from opemasi, will be sufficient to meet our cash needslHierforeseeable future, we may require
additional financing. Our ability to obtain finang will depend, among other things, on our develepnefforts, business plans, operating
performance and condition of the capital markethatime we seek financing. We cannot assure lyauadditional financing will be available
to us on favorable terms when required, or atfalle raise additional funds through the issuanfcequity, equity-linked or debt securities,
those securities may have rights, preferencesigitgges senior to the rights of our common staukg our stockholders may experience
dilution.
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Any significant disruption in service on our Web sie or in our computer systems could result in a lasof subscribers.

Subscribers and potential subscribers access oticas¢hrough our Web site, where the title setatiirocess is integrated with ¢
delivery processing systems and software. Our agjout and ability to attract, retain and serve sulyscribers is dependent upon the reliable
performance of our Web site, network infrastructame fulfillment processes. Interruptions in thegstems could make our Web site
unavailable and hinder our ability to fulfill setems. Much of our software is proprietary, andnely on the expertise of our engineering and
software development teams for the continued perdioice of our software and computer systems. Seintieguptions or the unavailability of
our Web site could diminish the overall attractiess of our subscription service to existing aneéptl subscribers.

Our servers are vulnerable to computer virusessiphlor electronic break-ins and similar disrupsipwhich could lead to interruptions
and delays in our service and operations as wedisss misuse or theft of data. Our Web site pécadty experiences directed attacks intended
to cause a disruption in service. Any attempts &gklrs to disrupt our Web site service or our irdesystems, if successful, could harm our
business, be expensive to remedy and damage autatigm. Our general business disruption insuraluEs not cover expenses related to d
attacks on our Web site or internal systems. Eftatprevent hackers from entering our computetesys are expensive to implement and may
limit the functionality of our services. Any sigitént disruption to our Web site or internal congrigystems could result in a loss of
subscribers and adversely affect our businessesudts of operations.

Our communications hardware and the computer haslused to operate our Web site are hosted aatlil@iés of a third party provide
Hardware for our delivery systems is maintainedun shipping centers. Fires, floods, earthquakewep losses, telecommunications failures,
break-ins and similar events could damage thederagsand hardware or cause them to fail complefedywe do not maintain entirely
redundant systems, a disrupting event could r@spitolonged downtime of our operations and couldesisely affect our business. Problems
faced by our third party Web hosting provider, wilile telecommunications network providers with whiboontracts or with the systems by
which it allocates capacity among its customerdpising us, could impact adversely the experierfaauo subscribers.

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

Our executive offices and our Sunnyvale-based sijpgenter, which also houses our customer seppegations, are located in the San
Francisco Bay Area. Our business and operationisl dmuadversely affected in the event of electridatkouts, fires, floods, earthquakes,
power losses, telecommunications failures, brealeimsimilar events. We may not be able to effetyishift our fulfilment and delivery
operations due to disruptions in service in the Bamcisco Bay Area or any other facility. BecatimeSan Francisco Bay Area is located in an
earthquake-sensitive area, we are particularlyeptgae to the risk of damage to, or total desimrcof, our Sunnyvale-based operations center
and the surrounding transportation infrastructue.are not insured against any losses or expehaearise from a disruption to our business
due to earthquakes.

The loss of one or more of our key personnel, or odailure to attract, assimilate and retain other highly qualified personnel in the
future, could harm our business and new service delopments.

We depend on the continued services and performafnmar key personnel, including Reed Hastings,@hief Executive Officer,
President and Chairman of the Board, W. Barry Md@adr., our Chief Financial Officer, Thomas R.IBil, our Chief Operations Officer,
Leslie J. Kilgore, our Chief Marketing Officer, Tdaore A. Sarandos, Chief Content Officer, and BeiHunt, our Chief Product Officer. In
addition, much of our key technology and systemescastom-made for our business by our personnelldss of these or other key personnel
could disrupt our operations and have an advefsetain our ability to grow our business.
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Privacy concerns could limit our ability to leverage our subscriber data.

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

Our reputation and relationships with subscribers would be harmed if our billing data were to be accesed by unauthorized persons.

To secure transmission of confidential informatidrtained by us for billing purposes, including striisers’ credit card or checkin
account data, we rely on licensed encryption ankemtication technology. In conjunction with theypgent processing companies, we take
measures to protect against unauthorized intrustonour subscribers’ data. If, despite these messwe experience any unauthorized
intrusion into our subscribers’ data, current anteptial subscribers may become unwilling to previde information to us necessary for them
to become subscribers, and our business couldiéeted adversely. Similarly, if a well-publicizedelach of the consumer data security of any
other major consumer Web site were to occur, theodd be a general public loss of confidence inube of the Internet for commerce
transactions, which could adversely affect our hess.

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

Our relationship with subscribers and payment procasing companies could be harmed if our billing softare fails.

In the past, we have experienced problems withsabscriber billing software, causing us to ovelrdiibscribers. Although we have and
will continue to credit the accounts of the sulisers we over bill, problems with our billing softieamay have an adverse effect on our
subscriber satisfaction and may cause one or nfdreanajor payment processing or credit compataeisallow our continued use of their
payment products. In addition, if our billing soétwe fails and we fail to bill subscribers, our cflelw and results of operations will be affected
adversely.

Increases in payment processing fees would increager operating expenses and adversely affect our salts of operations.

Our subscribers pay for our subscription servigesi@minately using credit cards, debit cards ardtednic checks. Our acceptance of
these payment methods requires our payment oficdetas. From time to time, these fees may incréd&seexpect some, if not all, of the
payment processing companies will further incrabe& transaction fees in 2005. Such increaseaslillersely affect our results of operations if
we elect not to raise our subscription rates teatfthe increase.
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If our trademarks and other proprietary rights are not adequately protected to prevent use or appropation by our competitors, the
value of our brand and other intangible assets mape diminished, and our business may be adverselyfafted.

We rely and expect to continue to rely on a comtipimeof confidentiality and license agreements withr employees, consultants and
third parties with whom we have relationships, &l &s trademark, copyright, patent and trade s@cogection laws, to protect our propriet
rights. Netflix is a registered trademark of Netflinc. We have also filed trademark applicatianshie United States for the Netflix.com and
CineMatch names and for the Netflix design logal have filed U.S. patent applications for certapexts of our technology. We have also
filed trademark applications in certain foreign nties for the Netflix name. From time to time weect to file additional trademark and
patent applications. Nevertheless, these applitaticay not be approved, third parties may chall@myepatents issued to or held by us, third
parties may knowingly or unknowingly infringe ouaitpnts, trademarks and other proprietary rightd,ve& may not be able to prevent
infringement without substantial expense to ughdf protection of our proprietary rights is inadeggto prevent use or appropriation by third
parties, the value of our brand and other intaeggtsisets may be diminished, competitors may betaloh®re effectively mimic our service a
methods of operations, the perception of our bssimad service to subscribers and potential sulessrimay become confused in the
marketplace and our ability to attract subscrilmeay be adversely affected.

Intellectual property claims against us could be cstly and result in the loss of significant rights elated to, among other things, our Web
site, our recommendation service, title selectionrpcesses and marketing activities.

Trademark, copyright, patent and other intellecpraperty rights are important to us and other camigs. Our intellectual property rigl
extend to our technology, business processes antbtitent on our Web site. We use the intellegiugperty of third parties in merchandising
our products and marketing our service throughreaital and other rights. From time to time, thpadties allege that we have violated their
intellectual property rights. As discussed in “It8m-Legal Proceedings,” we have been sued for algggent infringement by BTG. If we are
unable to obtain sufficient rights or develop nafringing intellectual property or otherwise altarr business practices on a timely basis in
response to claims against us for infringementappsopriation, misuse or other violation of thitaHy intellectual property rights, our busin
and competitive position may be affected adverddiny companies are devoting significant resouteeteveloping patents that could
potentially affect many aspects of our businesr@tare numerous patents that broadly claim mezhsn@thods of conducting business or
Internet. We have not exhaustively searched patef#tve to our technology. Defending ourselvesiast intellectual property claims, whet
they are with or without merit or are determineain favor, results in costly litigation and diviens of technical and management personnel. It
also may result in our inability to use our curréftb site or our recommendation service or inabittmarket our service or merchandise our
products. As a result of a dispute, we may hawetelop non-infringing technology, enter into rdyair licensing agreements, adjust our
merchandizing or marketing activities or take othetions to resolve the claims. These actiongdfired, may be costly or unavailable on
terms acceptable to us.

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

We currently hold various domain names relatinguobrand, including Netflix.com. Failure to pratecr domain names could affect
adversely our reputation and brand, and make ierddficult for users to find our Web site and @ervice. The acquisition and maintenanc
domain names generally are regulated by governmagémcies and their designees. The regulatiomwofain names in the United States may
change in the near future. Governing bodies magbéish additional topevel domains, appoint additional domain name tegyis or modify th:
requirements for holding domain names. As a readtmay be unable to acquire or maintain relevamain names. Furthermore, the
relationship between regulations governing domaimes and laws protecting trademarks and similgsrfgtary rights is unclear. We may be
unable to prevent third
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parties from acquiring domain names that are simdlginfringe upon or otherwise decrease the vafusur trademarks and other proprietary
rights.

Because our business is accessed over the InterriEthe Internet infrastructure is not developed ormaintained, we will lose subscribers

The Internet may not become a viable commerciaketptace for many potential subscribers due toeaqadte development of netwc
infrastructure and enabling technologies that asldo®nsumer concerns about:

. network performance;
. security;

. reliability;

. speed of acces

. Ease of use; and

. bandwidth availability

The Internet has experienced a variety of outagddalays as a result of damage to portions afftastructure, and it could face outa
and delays in the future. These outages and detayd frustrate public use of the Internet, inchgluse of our Web site. In addition, the
Internet could lose its viability due to delaydfie development or adoption of new standards anibq@ols to handle increased levels of acti
or due to governmental regulation.

If we become subject to liability for the Internetcontent that we publish or upload from our users, or results of operations would be
affected adversely.

As a publisher of online content, we face potenigddility for negligence, copyright, patent ordemark infringement or other clair
based on the nature and content of materials thgiublish or distribute.

We also may face potential liability for conteniagded from our users in connection with our comitydrelated content or movie
reviews. If we become liable, then our business sudfer. Litigation to defend these claims couldcbstly and harm our results of operations.
We cannot assure you that we are adequately insor@al/er claims of these types or to indemnifyarsall liability that may be imposed on

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

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

The manner in which Internet and other legislatitay be interpreted and enforced cannot be precikggrmined and may subject either
us or our customers to potential liability, whichturn could have an adverse effect on our busjmesslts of operations and financial
condition. The adoption of any laws or regulatitimst adversely affect the popularity or growth gewf the Internet could decrease the der
for our subscription service and increase our obdbing business.
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In addition, if consumer attitudes toward use & lthternet change, consumers may become unwiltirsglect their entertainment online
or otherwise provide us with information necesganthem to become subscribers. Further, we mayadatble to effectively market our
services online to users of the Internet. If welarable to interact with consumers because of dmmgtheir attitude toward use of the Inter
our subscriber acquisition and retention may becaéid adversely.

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

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

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

Recently enacted changes in the laws and regutasiffacting public companies, including the promis of the Sarbanes-Oxley Act of
2002 and rules promulgated by the Securities arth&nge Commission have increased and may continnerease our expenses as we
evaluate the implications of these rules and deradeurces to respond to their requirements.

The NASDAQ National Market, on which our commoncstés listed, has also adopted comprehensive eridsegulations relating to
corporate governance. These laws, rules and régusdbave increased and will continue to increbsestope, complexity and cost of our
corporate governance, reporting and disclosureipesc We also expect these developments to makeri¢ difficult and more expensive for
to obtain director and officer liability insurantethe future, and we may be required to accepiced coverage or incur substantially higher
costs to obtain coverage. Further, our board mesi@hief Executive Officer and Chief Financial @i could face an increased risk of
personal liability in connection with the perforneanof their duties. As a result, we may have diffic attracting and retaining qualified board
members and executive officers, which would adveraiect our business.

Risks Related to Our Stock Ownership

Our officers and directors and their affiliates will exercise significant control over Netflix.

As of December 31, 2004, our executive officers dinelctors, their immediate family members andiatéd venture capital funds
beneficially owned, in the aggregate, approxima8aypercent of our outstanding common stock, wasrand stock options that are exercis
within 60 days. In particular, Jay Hoag, one of dinectors, beneficially owned approximately 21qeet and Reed Hastings, our Chief
Executive Officer, President and Chairman of thampbeneficially owned approximately 10 percetede stockholders may have individual
interests that are different from yours and willdise to exercise significant control over all raedtrequiring stockholder approval, including
the election of directors and approval of significeorporate transactions, which could delay ov@né someone from acquiring or merging
with us.

Provisions in our charter documents and under Delaare law could discourage a takeover that stockholde may consider favorable.
Our charter documents may discourage, delay orepitesr merger or acquisition that a stockholder ntmsider favorable because th
. authorize our board of directors, without stockleoldpproval, to issue up to 10,000,000 shares ddsignated preferred stock;
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. provide for a classified board of directa

. prohibit our stockholders from acting by writtemesent;

. establish advance notice requirements for propasiatjers to be approved by stockholders at stodenaoheetings; an
. prohibit stockholders from calling a special megtaf stockholders.

As a Delaware corporation, we are also subjecettain Delaware anti-takeover provisions. Underadelre law, a corporation may not
engage in a business combination with any hold@bgiercent or more of its capital stock unlesshiider has held the stock for three years
or, among other things, the board of directorsgdmmoved the transaction. Our board of directotdcceely on Delaware law to prevent or
delay an acquisition of us.

Our stock price is volatile.

The price at which our common stock has tradecdesinie May 2002 initial public offering has fluctedtsignificantly. The price me
continue to be volatile due to a number of factoctuding the following, some of which are beyond control:

. variations in our operating results;

. variations between our actual operating resultstaagxpectations of securities analysts, investodsthe financial communit
. announcements of developments affecting our busjsgstems or expansion plans by us or others;

. Competition, including the introduction of new coetifors, their pricing strategies and servic

. market volatility in general; and

. the operating results of our competitc

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

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

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

During the second quarter of 2003, we adopteddhesélue recognition provisions of SFAS No. 12Bdtocl-based employe
compensation. In addition, during the third quaoe2003, we began granting stock options to ouplegees on a monthly basis. The vesting
periods provide for options to vest immediatelycémparison with the three to four-year vestingquts for stock options granted prior to the
third quarter of 2003. As a result of immediatetives stock-based compensation expenses determimget SFAS No. 123 is fully recognized
in the same periods as the monthly stock optiontgrdn addition, we continue to amortize the defércompensation of stock options with
three to four-year vesting periods granted prigh®third quarter of 2003 over the remaining wvesperiods. Our stock-based compensation
expenses totaled $8.8 million, $10.7 million an® $1million during 2002, 2003 and 2004, respecyivéVe expect our stock-based
compensation expenses will continue to be sigmifida future periods, which will have an advers@att on our operating results. The Black-
Scholes option-pricing model, used by us, requiresnput of highly subjective assumptions, inchglthe option’s expected life and the price
volatility of the underlying stock. Changes in gjective input assumptions can materially affeetfair value estimate.
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Financial forecasting by us and financial analystsvho may publish estimates of our financial resultsvill be difficult because of our
limited operating history, and our actual results may differ from forecasts.

As a result of our growth, our limited operatingtbry and the changing competitive landscapedifficult to accurately forecast our
revenues, gross margin, operating expenses, nuhpaying subscribers, number of DVDs shipped @gr&hd other financial and operating
data. Our inability or the inability of the finamaticommunity to accurately forecast our operatigpuits could cause our net income (losses,
given quarter to be less (greater) than expectbthacould cause a decline in the trading pricewofcommon stock. We have a limited amc
of meaningful historical financial data upon whichbase planned operating expenses. We base agentand forecasted expense levels and
DVD acquisitions on our operating plans and estamatf future revenues, which are dependent onrtheth of our subscriber base and the
demand for titles by our subscribers. As a resudtmay be unable to make accurate financial fote@ago adjust our spending in a timely
manner to compensate for any unexpected shorifiallssenues. We believe that these difficultiefoirecasting are even greater for financial
analysts who may publish their own estimates offimancial results.

ltem 7A.  Quantitative and Qualitative Disclosures about Marlet Risk

The primary objective of our investment activitiego preserve principal, while at the same tim&imé&ing income we receive frol
investments without significantly increased riskn®& of the securities we invest in may be subatarket risk. This means that a change in
prevailing interest rates may cause the principadant of the investment to fluctuate. For examiblele hold a security that was issued with a
fixed interest rate at the then-prevailing rate tiredprevailing interest rate later rises, the galfiour investment will decline. To minimize this
risk, we intend to maintain our portfolio of cagjueralents in a variety of securities. Our cashieajants are generally invested in money
market funds, which are not subject to market biskause the interest paid on such funds fluctweiteshe prevailing interest rate.

Item 8. Financial Statements and Supplementary Dat
See “Financial Statements” beginning on page F-tlware incorporated herein by reference.

Item 9. Changes in and Disagreements With Accountants on Aounting and Financial Disclosure
Not applicable

Item 9A. Controls and Procedures
Evaluation of Disclosure Controls and Procedure

Our management, with the participation of our Cligécutive Officer and Chief Financial Officer, &xated the effectiveness of c
disclosure controls and procedures (as defineduledRL3a-15(e) and 15d-15(e) under the Securitiebdhge Act of 1934, as amended (the
Exchange Act)). Based on that evaluation, our Chiefcutive Officer and Chief Financial Officer cdumbed that our disclosure controls and
procedures as of the end of the period coveredtlibyéport were effective in ensuring that inforinatrequired to be disclosed by us in reports
that we file or submit under the Exchange Act orded, processed, summarized and reported whikitimhe periods specified in the
Securities and Exchange Commission’s rules andsorm

Management's Report on Internal Control Over Finandal Reporting

Our management is responsible for establishingnagidtaining adequate internal control over finah@gorting (as defined in Rule 1-
15(f) of the Exchange Act). Our management assdbseeffectiveness of our internal control ovegfinial reporting as of December 31, 2(
In making this assessment, our management useditéea set forth by the Committee of Sponsorimg@izations of the Treadway
Commission (“COSQO”) in Internal Control-Integratechmework. Our management has concluded that, Bscgmber 31, 2004, our internal
control over financial reporting is effective basedthese criteria.
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Our independent registered public accounting ficmited the financial statements included in thisdal Report on Form 10-K and has
issued an audit report on management’s assessinamt imternal control over financial reporting. i$heport appears on page F-3 of this
Annual Report on Form 10-K.

Changes in Internal Control over Financial Reportirng

There was no change in our internal control ovwsairicial reporting that occurred during the quaeteted December 31, 2004 that
materially affected, or is reasonable likely tceaff our internal control over financial reporting.
Inherent Limitations on Effectiveness of Controls

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

Iltem 9B.  Other Information
None.
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PART IlI

Iltem 10.  Directors and Executive Officers of the Registran

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

ltem 11.  Executive Compensatior

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

Information required by this item is incorporatedrbference from information contained under thetieas* Security Ownership ¢
Certain Beneficial Owners and Management” and “Bg@ompensation Plan Information” in our Proxy 8taént for the Annual Meeting of
Stockholders.
ltem 13.  Certain Relationships and Related Transaction:

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

Information with respect to principal independesdistered public accounting firm fees and servis@scorporated by reference from 1
information under the caption “Proposal Two: Rattion of Appointment of Independent Registeredlieuwccounting Firm” in our Proxy
Statement for the Annual Meeting of Stockholders.
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Item 15.

PART IV

Exhibits and Financial Statement Schedule

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

(1) Financial Statement
The financial statements are filed as part of iriaual Report on Form -K under“ltem 8. Financial Statements a
Supplementary Data.”
(2) Financial Statement Schedul:
The financial statement schedules are omittedesahe either not applicable or the informatioruiegf is presented in tt
financial statements and notes thereto under “Befinancial Statements and Supplementary Data.”
(3) Exhibits:
Incorporated
by Reference
Exhibit Filed
Number Exhibit Description Form File No. Exhibit Filing Date Herewith
3.1 Amended and Restated Certificate of Incorpora 1C-Q 00C-4980: 3.1 August 14, 200:
3.2 Amended and Restated Byla S-1/A  33:-8387¢ 3.4 April 16, 2002
3.3 Certificate of Amendment to the Amended and Redi
Certificate of Incorporatio 1C-Q 00C-4980: 3.3 August 2, 200¢
4.1 Form of Common Stock Certifica S-1/A  33:-8387¢ 4.1 April 16, 2002
10.1 Form of Indemnification Agreement entered into bg
registrant with each of its executive officers alirg:ctors S-1/A 33:8387¢ 10.1 March 20, 200:
10.z 2002 Employee Stock Purchase F S-1 33:3-8387¢  10.2 March 6, 200z
10.c Amended and Restated 1997 Stock | S-1/A  33:-8387¢ 10.3 May 16, 200z
10.4 2002 Stock Plal S-1 333-8387¢  10.4 March 6, 200:
10.t Amended and Restated Stockhol’ Rights Agreemer S-1 33:-8387¢  10.5 March 6, 200:
10.€ Office Lease between the registrant and BR3 Par S-1 33:-8387¢  10.7 March 6, 200z
10.7 Lease Agreement with Lincc-Recp Oakland Opco, LLC, i
amendec S-1 33:-8387¢  10.8 March 6, 200:
10.¢ Employment Offer Letter for W. Barry McCartl S-1 33:-8387¢  10.9 March 6, 200:
10.¢ Employment Offer Letter for Tom Dillo S-1 33:3-8387¢  10.10 March 6, 200:
10.1C Employment Offer Letter with Leslie J. Kilgo S-1 33:-8387¢  10.11 March 6, 200z
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Exhibit
Number

Exhibit Description

10.17*

10.12+*

10.13*

10.1¢

10.1¢

23.1
31.1

31.z

32.1

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

Revenue Sharing Output License Terms betwee
registrant and Warner Home Vid

Strategic Marketing Agreement between the registad
Best Buy Co., as amended

Lease between Sobrato Land Holdings and Netfli,
Lease between Sobrato Interests Il and Netflix,
Consent of Independent Registered Public Accourking

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

Certification of Chief Financial Officer Pursuant$ectior
302 of the Sarban-Oxley Act of 200z

Certifications of Chief Executive Officer and Chighancial
Officer Pursuant to Section 906 of the Sarbanes®{Alt
of 2002

**  Confidential treatment granted on portions of thedsibits.
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Exhibit )
Filed
Form File No. Filing Date Herewith
S-1/A 33:8387¢ 10.12 May 20, 200z
S-1/A 33:8387¢ 10.13 May 20, 200z
10.14
&
10-Q 00C-4980: 10.15 November 14, 200
10-Q  00C-4980z 10.15 August 2, 200¢
10-Q  00C-4980:z 10.16 August 2, 200¢
X
X
X
X
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Netflix, Inc.:

We have audited the accompanying consolidated balsimeets of Netflix, Inc. and subsidiary (the Camy as of December 31, 20
and 2004, and the related consolidated stateménizeoations, stockholders’ (deficit) equity andmprehensive income (loss), and cash flows
for each of the years in the three-year period émkcember 31, 2004. These consolidated finanzitdiments are the responsibility of the
management of Netflix, Inc. Our responsibility égsexpress an opinion on these consolidated finhstzitements based on our audits.

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

In our opinion, the consolidated financial statetaegferred to above present fairly, in all matenéspects, the financial position of
Netflix, Inc. and subsidiary as of December 31,2860d 2004, and the results of their operationstlagid cash flows for each of the years in
three-year period ended December 31, 2004, in caonifipwith U.S. generally accepted accounting pples.

We also have audited, in accordance with the stdsdz the Public Company Accounting Oversight Bo@snited States), the
effectiveness of Netflix, Inc.’s internal controler financial reporting as of December 31, 2004gkleon criteria establishedlmernal
Control—Integrated Framewotiksued by the Committee of Sponsoring Organizatifribe Treadway Commission (COSO), and our report
dated March 11, 2005 expressed an unqualified opion management’s assessment of, and the effeggmation of, internal control over
financial reporting.

/sl KPMG LLP

Mountain View, California
March 11, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Netflix, Inc.:

We have audited managem’s assessment, included in the accompanying Manag's Report on Internal Control Over Financ
Reporting appearing under Item 9A, that Netflix;.Imaintained effective internal control over fica reporting as of December 31, 2004,
based on the criteria establishedriternal Control—Integrated Framewoigsued by the Committee of Sponsoring Organizatifrike
Treadway Commission (COSONetflix, Inc.’s management is responsible for maining effective internal control over financiapmting
and for its assessment of the effectiveness offiateontrol over financial reporting. Our respdmildy is to express an opinion on
management’s assessment and an opinion on theiedfeess of the internal control over financialagjng of Netflix, Inc. based on our audit.

We conducted our audit in accordance with the stedgdof the Public Company Accounting Oversightq&@nited States). Those
standards require that we plan and perform thet amidbtain reasonable assurance about whethetigfenternal control over financial
reporting was maintained in all material respe©tsr audit included obtaining an understanding térimal control over financial reporting,
evaluating management’s assessment, testing ahdating the design and operating effectivenessitgirnal control, and performing such
other procedures as we considered necessary @irtlenstances. We believe that our audit providesagonable basis for our opinion.

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

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

In our opinion, management’s assessment that Keltfic. maintained effective internal control o¥i@ancial reporting as of December
31, 2004, is fairly stated, in all material resgetiased on criteria establishedriternal Control—Integrated Framewoigsued by the
Committee of Sponsoring Organizations of the Tread®ommission (COSQ)Also, in our opinion, Netflix, Inc. maintained, &l material
respects, effective internal control over financegorting as of December 31, 2004, based on ierigstablished ilnternal Control—
Integrated Frameworissued by the Committee of Sponsoring Organizatidrise Treadway Commission (COSQO)

We also have audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@nited States), the
consolidated balance sheets of Netflix, Inc. angsiliary as of December 31, 2003 and 2004, andethted consolidated statements of
operations, stockholders’ (deficit) equity and coefyensive income (loss), and cash flows for eachefears in the three-year period ended
December 31, 2004, and our report dated March @5 2xpressed an unqualified opinion on those daladed financial statements.

/s/  KPMG LLP

Mountain View, California
March 11, 2005
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Assets

Current assett
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.

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

Current portion of capital lease obligatic

Total current liabilities
Deferred ren

Capital lease obligations, less current por

Total liabilities
Commitments and Contingenci
Stockholder’ equity:

Common stock, $0.001 par value; 80,000,000 anddDB0)00 shares authorized at December 31,
and 2004, respectively; 50,849,370 and 52,732 82%id and outstanding at December 31, 2003 and

2004, respectivel
Additional paic-in capital

Deferred stoc-based compensatic
Accumulated other comprehensive income (It

Accumulated defici

Total stockholder equity

Total liabilities and stockholde’ equity

See accompanying notes to consolidated finanassients.
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As of December 31

2003 2004

$ 89,89 $ 174,46

45,29 —
2,231 2,741
90E 4,69t
B1¢ 5,44¢
138,94 187,34
22,23¢ 42,15¢
2,94¢ 961
9,77: 18,72¢
1,272 1,60(
83¢ 1,00(
$ 176,01 $ 251,79
$ 32,65¢ $ 49,77
11,62t 13,13
18,32+ 31,93¢
41€ 68
63,01¢ 94,91
241 60C

44 —
63,30 95,51(
51 53
270,83 292,84
(5,487) (4,699
59¢ (222)
(153,29) (131,699
112,70¢ 156,28
$ 176,01 $ 251,79
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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
Stoclk-based compensatic

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

Net income (loss) before income ta;
Provision for income taxe

Net income (loss

Net income (loss) per shai
Basic

Diluted

Weighte-average common shares outstand

Basic

Diluted

NETFLIX, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share data)

* Amortization of stoc-based compensation not included in expense lingsil

Fulfillment

Technology and developme
Marketing

General and administrati\

Total stocl-based compensatic

See accompanying notes to consolidated finan@ssients.

Year Ended December 31

2002 2003 2004
$150,81¢  $270,41(  $500,61
1,98¢ 1,831 5,617
152,80¢ 272,24 506,22
77,04 147,73 273,40
1,09: 624 3,057
78,13¢ 148,36( 276,45
74,67( 123,88 229,77
19,36¢ 31,274 56,60¢
14,62 17,88« 22,90¢
35,78: 49,94 98,02
6,73 9,58¢ 16,28’
8,83: 10,71¢ 16,581
85,34: 119,41 210,41¢
(10,679) 4,472 19,35¢
1,697 2,457 2,59:
(11,977 (417) (170)
(20,94¢) 6,51z 21,77¢
— — 181
$(20,949 $ 651: $ 21,59
$ 079 $ 014 $ 04z
$ 079 $ 01C $ 0.3¢
28,20« 47,78 51,98¢
28,20« 62,88« 64,71
$ 1058 $ 1,34 $ 1,70
3,007 3,97¢ 6,561
1,64( 1,58¢ 2,507
3,13( 3,80¢ 5,817
$ 883 $1071¢ $ 16,58
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NETFLIX, INC.

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

See accompanying notes to consolidated finanassients.
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Convertible
Preferred Stock Common Stock Deferred Accumulated Total
Additional Stock-Based Other Stock-
Amount Amount o Compensatior Comprehensive  Accumulated hold_er's’
Paid-in (Deficit)
Shares Shares Capital Income Deficit Equity
Balances as of December 31, 2( 6,157,49' $ 6 4,323,711 $ 4 $ 5241: % (4,07 $ — $ (138,85) $(90,50¢9)
Net loss — — — — — — — (20,94¢) (20,949
Net unrealized gains on available-for-sale
securities — — — — — — 774 — 774
Comprehensive los (20,179
Exercise of option — — 877,67t 1 1,28¢ — — — 1,287
Issuance of common stock under employee stock
purchase pla — — 95,49: — 368 — — — 362
Repurchase of restricted stc — — (3,45%) — (6) — — — (6)
Issuance of Series F r-voting preferred stoc 3,492,73 4 — — 1,31¢ — — — 1,31¢
Issuance of common stock, net of cc — — 12,656,16 13 86,20: — — — 86,21
Conversion of preferred stock into common st (9,650,23)) (10) 6,433,48! 7 3 — — — —
Conversion of redeemable convertible preferredk
into common stoc — — 19,319,40 19 101,81: — — — 101,83(
Issuance of common stock upon exercise of warl — — 1,189,12; 1 19t — — — 19¢
Deferred stoc-based compensation, r — — — — 16,46: (16,469 — — —
Stocl-based compensation expel — — — — — 8,83: — — 8,832
Balances as of December 31, 2( — —  44,891,59 45 260,04« (11,709 774 (159,809 89,35¢
Net income — — — — — — — 6,512 6,512
Net unrealized losses on available-for-sale
securities — — — — — — (17¢) — (7€)
Comprehensive incomnr 6,33¢
Exercise of option — — 2,657,93 3 4,93¢ — — — 4,941
Issuance of common stock under employee stock
purchase pla — — 345,11 — 1,35¢ — — — 1,35¢
Issuance of common stock upon exercise of warl — — 2,954,73. 3 3) — — — —
Deferred stoc-based compensation, r — — — — 1,067 (1,067) — — —
Stocl-based compensation expel — — — — 3,432 7,287 — — 10,71¢
Balances as of December 31, 2( — — 50,849,37 51 270,83t (5,482) 59¢ (153,29) 112,70t
Net income — — — — — — — 21,59¢ 21,59¢
Net unrealized losses on available-for-sale
securities — — — — — — (870) — (870)
Reclassification adjustment for realized losses
included in net incom — — — — — — 274 — 274
Cumulative translation adjustme — — — — — — (222) — (222)
Comprehensive incomnr — — — — — — — — 20,777
Exercise of option — — 1,298,30: 1 3,721 — — — 3,722
Issuance of common stock under employee stock
purchase pla — — 495,45} 1 2,312 — — — 2,312
Issuance of common stock upon exercise of warl — — 88,89: — — — — — —
Deferred stoc-based compensation, r — — — — 3,81¢ (3,815 — — —
Stocl-based compensation expel — — — — 11,98: 4,60¢ — — 16,587
Stock option income tax benef — — — — 17€ — — — 17¢€
Balances as of December 31, 2( - $ — 52,732,02 $ 53 $ 292,84: % (4,69) $ (222) $ (131,699 $156,28:
I I I L& ] I I I I
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NETFLIX, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Cash flows from operating activities:
Net income (loss
Adjustments to reconcile net income (loss) to shcprovided by operating activitie
Depreciation of property and equipm
Amortization of DVD library
Amortization of intangible asse
Non-cash charges for equity instruments granted t-employees
Stoclk-based compensation expel
Stock option income tax benef
Loss on disposal of property and equiprr
Loss on disposal of sh-term investment
Gain on disposal of DVD
Non-cash interest expen
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 shterm investment
Proceeds from sale of sh-term investment
Purchases of property and equipm
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 st
Repurchases of common stc
Principal payments on notes payable and capitaklealigation:

Net cash provided by financing activiti

Effect of exchange rate changes on cash and casaénts
Net increase in cash and cash equival
Cash and cash equivalents, beginning of pe

Cash and cash equivalents, end of pe

Supplemental disclosure
Cash paid for intere:
Non-cash investing and financing activiti
Purchase of assets under capital lease oblige
Exchange of Series F n-voting convertible preferred stock for intangibkeset
Conversion of redeemable convertible preferredkstocommon stoc
Net unrealized gain (loss) on short term invests

Year Ended December 31

2002 2003 2004
$(20,949 $ 651z  $ 21,59
5,91¢ 4,72 5,871
17,41 43,12¢ 80,34¢
3,141 3,14¢ 1,987
40 — —
8,83. 10,71¢ 16,58"
— — 17€
— — 13€
— — 274
(1,679 (1,609 (2,919
11,38¢ 102 44
(44) (290) (9,130)
6,63¢ 12,30¢ 17,12:
4,55¢ 2,52¢ 1,50€
4,80¢ 8,581 13,61:
48 (47) 35¢
40,11« 89,79: 147,57
(43,029 (1,679 (586)
— — 45,01
(2,759 (8,872 (14,96
(24,070) (55,62() (102,97))
1,08¢ 1,83¢ 5,617
554 (339) (492)
(67,30) (64,677 (68,38
88,02( 6,29¢ 6,03t
(6) — —
(17,149 (1,339 (436)
70,87( 4,96t 5,59¢
— — (222)
43,68: 30,08( 84,56
16,13: 59,81 89,89«
$59,81:  $89,8%  $174,46:
$ 592 $ 312 $  10¢
582 — —
1,31¢ — —
101,83( — —
774 (179) (870)

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

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

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

Netflix, Inc. (the “Company”) was incorporated omdust 29, 1997 (inception) and began operation&pit 14, 1998. The Company is
an online movie rental subscription service, pringdsubscribers with access to a comprehensivariilof titles. For the standard subscription
plan of $17.99 a month, subscribers can have tirée titles out at the same time with no due déa¢s fees or shipping charges. In additic
the standard plan, the Company offers other seplares with different price points that allow sufiisers to keep either fewer or more titles at
the same time. Subscribers select titles at thepaogis Web site aided by its proprietary recomméndaservice, receive them on DVD by
U.S. mail and return them to the Company at thevenience using the Company’s prepaid mailerserAdttitle has been returned, the
Company mails the next available title in a sulig's queue. All of the Company’s subscription rawes are generated in the United States.

Basis of Presentation

The consolidated financial statements include tlo®ants of the Company and its wh-owned United Kingdom subsidiar
Intercompany balances and transactions have baeimaied.

Use of Estimates

The preparation of financial statements in conftymiith accounting principles generally acceptethi@ United States of Ameri
requires management to make estimates and assasihiat affect the reported amounts of assetsiabitities, disclosure of contingent assets
and liabilities at the date of the financial stagents, and the reported amounts of revenues ancheapeluring the reporting periods. Signific
items subject to such estimates and assumptiohglmthe carrying amounts of DVD library, intangilelssets and property and equipment,
stock-based compensation expense and income @rem ongoing basis, the Company evaluates itsiats, including those related to the
useful lives and residual values surrounding them@any’s DVD library. The Company bases its estimate historical experience and on
various other assumptions that the Company beligvbe reasonable under the circumstances. Aatsalts may differ from these estimates.

Reclassifications
Certain amounts reported in previous years have besdassified to conform to the current year pnéstgon.

Stock Split

On January 16, 2004, the Company’s Board of Dirscipproved a two-for-one stock split in the forha®tock dividend on all
outstanding shares of the Company’s common stosla #esult of the stock split, the Company’s stotttérs received one additional share for
each share of common stock held on the recordaddtebruary 2, 2004. The additional shares of comstock were distributed on February
11, 2004. All common share and per-share amourtteimccompanying consolidated financial statemamtisrelated notes have been
retroactively adjusted to reflect the stock spit &ll years presented.

Fair Value of Financial I nstruments

The fair value of the Company’s cash, short-termegtments, accounts payable, accrued expensespital tease obligations
approximates their carrying value due to their shaaturity.

F-8



Table of Contents
Index to Financial Statements

NETFLIX, INC.

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

Foreign Currency Translation and Transactions

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

Cash and Cash Equivalents

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

Restricted Cash
As of December 31, 2004, other assets includedct=st cash of $1,000 related to a workers’ coma#gos insurance deposit.

Short-Term | nvestments

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

At December 31, 2003, the Company'’s short-termstments were invested in the Vanguard Short-TermdBodex Fund—Admiral
Shares (the “Fund”). The target index for the Fuhd,Lehman Brothers 1-5 Year Government/Credieknds comprised of U.S Treasury and
agency securities and investment-grade corporatdsowith maturities of one to five years. As of Beer 31, 2003, the Fund had
investments in 517 issues with an average qualiyAcd\/AA1, an average duration of 2.5 years andeamrage maturity of 2.7 years. As of
December 31, 2003, the cost, unrealized gain andlehaalue of the Company’s short-term investmevdse $44,701, $596 and $45,297,
respectively.

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

Amortization of DVD Library

The Company amortizes its DVD library, less estedagalvage value, on a “sum-of-the-months” acceddrbasis over its estimated
useful life. The useful life of the new-release D¥/&nd back-catalogue
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percejas)

DVDs is estimated to be 1 year and 3 years, resedetin estimating the useful life of its DVD lilary, the Company takes into account libr
utilization as well as an estimate for lost or dgethDVDs. See Note 2 for further discussion.

Amortization of Intangible Assets

The Company amortizes the intangible assets assdaidth certain revenue sharing and strategic etaryf alliance agreements over
terms of the agreements. See Note 3 for furtheudson.

Property and Equipment

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

I mpairment of Long-Lived Assets

In accordance with Statement of Financial Accountitandards (“SFAS”) No. 144 Accounting for the Impairment or Disposal of Long-
Lived Asset”, long-lived assets such as property and equipraedtintangible assets subject to amortizationrariewed for impairment
whenever events or changes in circumstances imdibat the carrying amount of an asset group map&oecoverable. Recoverability of
assets groups to be held and used is measureddigarison of the carrying amount of an asset gtowgstimated undiscounted future cash
flows expected to be generated by the asset gibtiye carrying amount of an asset group exceedsstimated future cash flows, an
impairment charge is recognized by the amount bighvthe carrying amount of an asset group excesdsdlue of the asset group. The
Company evaluated its long-lived assets and noirmeat charges were recorded for any of the yegrsamted.

Capitalized Software Costs

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

Revenue Recognition

Subscription revenues are recognized ratably dwéwdy subscrib’s monthly subscription period. Refunds to subscsilage recorded ¢
a reduction of revenues. Revenues from sales af D8#s are recorded upon shipment.
Cost of Revenues

Cost of subscription revenues consists of revehaérgy expenses, amortization of the DVD librampoatization of intangible assets
related to equity instruments issued to studiod,@ostage and packaging expenses related to D\iy&ded to paying subscribers. Revenue
sharing expenses are recorded as DVDs subjecténue sharing agreements are shipped to subscribessof DVD sales include the net
book value of the DVDs sold and, where applicahlepntractually specified percentage of the sadéisevfor the DVDs that are subject to
revenue share agreements.

F-10



Table of Contents
Index to Financial Statements

NETFLIX, INC.

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

Fulfillment

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

Technology and Devel opment

Technology and development expenses consist obppayrd related costs incurred in testing, maintegrand modifying the Company’s
Web Site, its recommendation service, developifgtiems for downloading movies to subscribers,¢efemunications systems and
infrastructure and other internal-use softwareesyst Technology and development expenses alsalmdepreciation on the computer
hardware and capitalized software.

Marketing

Marketing expenses consist of payroll and relatgebrses and advertising expenses. Advertising egseinclude marketing progre
expenditures and other promotional activities,udatg revenue sharing expenses, postage and pagkagpenses and library amortization
related to free trial periods. Advertising costs erpensed as incurred except for advertising mtomucosts, which are expensed the first time
the advertising is run. Advertising expense totalpdroximately $32,405, $46,459, and $91,799 ir22Q003 and 2004, respectively.

In November of 2002, the Emerging Issues Task FOrE#TF") reached a consensus on Issue No. 02At6punting by a Customer
(Including a Reseller) for Certain Considerationde&ed from a Vendagrwhich addresses the accounting for cash condidergiven to a
reseller of a vendor’s products from the vendore Tompany and its vendors participate in a vanégooperative advertising programs and
other promotional programs in which the vendors/jgl® the Company with cash consideration in exckdogmarketing and advertising of
vendor’s products. If the consideration receivgat@sents reimbursement of specific incrementalidaudtifiable costs incurred to promote the
vendor’s product, it is recorded as an offset toahsociated marketing expense incurred. Any raiseibuent greater than the costs incurred is
recognized as a reduction of cost of revenues w@rgnized in the Company’s statement of operations

Income Taxes

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

Comprehensive Income (L0ss)

The Company reports comprehensive income or loasdéordance with the provisions of SFAS No. 13Beporting Comprehensive
Income”, which establishes standards for reporting comensive income and its components in the finarst&ements. The components of
other comprehensive income (loss) consist of urmeglgains and losses on available-for-sale séesid@nd cumulative translation adjustments.
Total
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percejas)

comprehensive loss and the components of accurdubétber comprehensive income are presented inctEnganying consolidated
statements of stockholders’ equity (deficit). Tébeets of other comprehensive income (loss) arenmaterial for any period presented.
Net Income (Loss) Per Share

Basic net income (loss) per share is computed ubmgveighte-average number of outstanding shares of commok garing the
period. Diluted net income (loss) per share is asteg using the weighted-average number of outstgngtiares of common stock and, when
dilutive, potential common shares outstanding dytire period. Potential common shares consist piliynaf incremental shares issuable upon
the assumed exercise of stock options and wartasrchase common stock using the treasury stathaou.

The shares used in the computation of net incooss)Iper share are as follows (rounded to the setireusand):
Year Ended December 31,

2002 2003 2004
Weightec-average shares outstanc—basic 28,204,000 47,786,00 51,988,00
Effect of dilutive potential common shart
Warrants — 9,972,00! 8,571,00!
Employee stock optior — 5,126,00! 4,154,001
Weightec-average shares outstanc—diluted 28,204,000 62,884,000 64,713,00

For 2003 and 2004, warrants and employee stockmptiith exercises prices greater than the aversgket price of the common stock
were excluded from the diluted calculation as tivetusion would have been anti-dilutive. For 208R potential common shares have been
excluded from the diluted calculation because thm@any was in a net loss position, and their inclusvould have been anti-dilutive. The
following table summarizes the potential commorrsd&xcluded from the diluted calculation (rounttethe nearest thousand):

Year Ended December 31,

2002 2003 2004
Warrants 12,556,00 — —
Employee stock optior 8,201,000 113,00( 676,00(

The weighted average exercise price of excludestautiing stock options was $1.49, $17.03 and $30r7the years ended December
31, 2002, 2003 and 2004, respectivelihe weighted average exercise price of the excludirdants was $1.61 for the year ended December
31, 2002.

Segment Reporting

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

As a result of the measures it undertook to prefmrthe launch of its online subscription senvicehe United Kingdom, the Company
reorganized its business in the third quarter @42idito two geographical
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percejas)

segments: United States and International. Indhetfi quarter of 2004, due to the Company’s degigicfocus its resources on defending its
market leadership position in the United Statestarqbstpone its expansion into the United Kingduoarket, the Company reverted to havil
single operating segment. Accordingly, as of Decan®d, 2004, the Company was organized in a simgeating segment for purposes of
making operating decisions and assessing perforenaraccordance with SFAS No. 131, Disclosures aSegments of an Enterprise and
Related Information. As a result, the net loss4686 incurred in its ‘International’ segment inD20s included within the operating results of
the United States segment for 2004. The Companlyisf@&xecutive Officer, who is the chief operatihgcision maker as defined in SFAS No.
131, evaluates performance, makes operating dasisind allocates resources based on financiacdatistent with the presentation in the
accompanying financial statements.

In conjunction with the closure of its operationghe United Kingdom, the Company incurred chagfespproximately $857 related to
the severance and benefits for the terminatiormydleyees and estimated future obligations for naneelable lease payments for its facilities
in the United Kingdom. The expenses associated théltlosure were included in fulfillment, marketiand general and administrative
expenses in the Consolidated Statement of Opesatir2004. As of December 31, 2004, the remaiislggations of $366 were reflected in
accrued expenses in the Consolidated Balance SHe=Company does not expect to incur any furthelental charges in connection with the
closure of its operations in the United Kingdom.

Recent Accounting Pronouncements

In September 2004, the Emerging Issues Task F*EITF”) reached a consensus on EITF IssL-08 The Effect of Contingent
Convertible Instruments on Diluted Earnings per i@havhich requires the inclusion of shares relatedaatingently convertible debt
instruments for computing diluted earnings per shesing the iftonverted method, regardless of whether the mariket contingency has be
met. EITF 04-08 will be effective for all periodsding after December 15, 2004 and includes retig@ejustment to historically reported
diluted earnings per share. The adoption of EI'BaésNo. 04-08 does not currently have an impatherCompany’s operating results or
financial position.

In November 2004, the Financial Accounting Standd@dard (“FASB”) issued Statement No. 15iyentory Costs, an amendment of
ARB No. 43, Chapter .SFAS 151 clarifies that abnormal inventory costshsas costs of idle facilities, excess freight haddling costs, and
wasted materials (spoilage) are required to begrized as current period charges. The provisior&#S 151 are effective for fiscal years
beginning after June 15, 2005. The adoption of SEBBis not expected to have a significant impacthe@ Company’s operating results or
financial position.

In December 2004, the FASB issued SFAS No. Ex8hanges of Nonmonetary Assetdich eliminates the exception for nonmonetary
exchanges of similar productive assets and repiaeéth a general exception for exchanges of nonetary assets that do not have comme
substance. SFAS No. 153 will be effective for nonetary asset exchanges occurring in fiscal petiedgnning after June 15, 2005. The
adoption of SFAS No. 153 does not currently havargract on the Company’s operating results or far@rposition.

In December 2004, the FASB issued SFAS No. 12XRyre-Based Paymenivhich establishes standards for transactionshictwan
entity exchanges its equity instruments for goadseovices. This standard replaces SFAS No. 123apdrcedes APB Opinion No. 25,
Accounting for Stoc-based compensatiarThis Standard requires a public entity to meashaecost of employee services received in exch
for an award of equity instruments based on thatgilate fair value of the award. This eliminates ¢xception to account for such awards
using the intrinsic method previously allowable endPB Opinion No. 25. SFAS No. 123(R) will be effige for interim or annual reporting
periods beginning on or after June 15, 2005. Thagamy previously
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
(in thousands, except share, per share and percejas)

adopted the fair value recognition provisions oASHNo. 123 Accounting for Stock-Based Compensationthe second quarter of 2003, and
restated prior periods at that time. Accordingly @ompany believes SFAS No. 123(R) will not haveagerial impact on its balance sheet or
income statements.

2. DVD Library

The Company acquires DVDs from studios and distotsuthrough either direct purchases or revenugrghagreements. The reven
sharing agreements enable the Company to obtaindAf[a lower upfront cost than under traditionatcti purchase arrangements. Under the
revenue sharing agreements, the Company sharesentage of the actual net revenues generatedehysth of each particular title with the
studios over a fixed period of time, or the Titlerih, which is typically twelve months for each DVile. At the end of the Title Term, the
Company generally has the option of either retugriire DVD title to the studio, destroying the titlepurchasing the title.

In addition, the Company remits an upfront paymeracquire titles from the studios and distributansler revenue sharing agreements.
This payment includes a contractually specifietlahfixed license fee that is capitalized and atimed in accordance with the Company’s
DVD library amortization policy. This payment malg@include a contractually specified prepaymerfutire revenue sharing obligations that
is classified as prepaid revenue sharing experngésasharged to expense as future revenue shapiigations are incurred.

Prior to July 1, 2004, the Company amortized th& obits entire DVD library, including the capitadd portion of the initial fixed licen
fee, on a “sum-of-the-months” accelerated basis ome year. However, based on a periodic evaluatidooth new release and back-catalogue
utilization for amortization purposes, the Compaeyermined that back-catalogue titles have a sagmifly longer life than previously
estimated. As a result, the Company revised thmat of useful life for the back-catalogue DVDréiby from a “sum of the months”
accelerated method using a one year life to theesasoelerated method of amortization using a these-life. The purpose of this change was
to more accurately reflect the productive life lnése assets. In accordance with Accounting PriegiBbard Opinion No. 2@ccounting
Changegq“APB 20"), the change in life has been accountadak a change in accounting estimate on a praspdssis from July 1, 2004.

New releases will continue to be amortized ovena year period. As a result of the change in thienased life of the bac-catalogue library,
total cost of revenues was $10.9 million lower,inebme was $10.9 million higher and net incomedkited share was $0.17 higher for the
year ended December 31, 20

In addition, the Company has also determined thatselling fewer previously rented DVDs than mstied but at an average selling p!
higher than historically estimated. The Companythasefore revised its estimate of salvage valoeglirect purchase DVDs. For those direct
purchase DVDs that the Company estimates it willlatehe end of their useful lives, a salvage eabfi $3.00 per DVD has been provided
effective July 1, 2004. For those DVDs that the @any does not expect to sell, no salvage valueoigged. Simultaneously with the change
in accounting estimate of expected salvage valhme£bmpany recorded a write-off of approximatelyddillion related to non-recoverable
salvage value. As a result of this write-off, tatabt of revenues was $1.9 million higher, net meaovas $1.9 million lower and net income per
diluted share was $0.03 lower for the year endeckebwber 31, 2004.

DVD library and accumulated amortization consistéthe following:

As of December 31

2003 2004
DVD library $110,36( $ 198,21¢
Less: accumulated amortizati (88,127 (156,059
DVD library, net $ 22,23¢ $ 42,15¢
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3. Intangible Assets
Intangible assets and accumulated amortizationisteasof the following

As of December 31, 2003 As of December 31, 2004
Accumulated Accumulated
Gross carrying amortization Gross carrying amortization
amount Net amount Net
Studio intangible asse $ 1152¢ $ (8580)  $2,94¢ $ 11,52¢ $ (10,567 = $961
Strategic marketing alliance intangible as: 41€ (41€) — 41€ (41€) —
Total $ 11,94 $ (8,996  $2,94¢ $ 11,94  $ (10,98)  $961

Studio I ntangible Assets

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

The Company measured the original issuances andursequent adjustments using the fair value of¢lerities at the issuance and
subsequent adjustment dates. The fair value wasded as intangible assets with a correspondirgjtdeadditional paid-in capital. The
intangible assets are being amortized to costld@iption revenues ratably over the remaining tefthe agreements which initial terms were
three to five years. The unamortized balance oBtuelio intangible assets will be fully amortized2005.

Strategic Marketing Alliance I ntangible Assets

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

As of December 31,

2003 2004
Computer and other equipment 3-

5year $ 18,32' $ 23,93¢
Interna-use softwart 1-

3year 7,86¢ 10,09¢
Furniture and fixture 3 year: 1,04( 1,19t
Leasehold improvemen Over life of leas 2,04¢ 2,48
Capital worl-in-progress 46 4,49¢
Property and equipment, grc 29,32¢ 42,20¢
Less: accumulated depreciati (19,559 (23,477
Property and equipment, r $ 9,772 $18,72¢

Capital work-in-progress consists primarily of appmately $4,268 million of a down payment for leasld improvements associated
with the new corporate headquarters in Los Gatatifd@nia. The facility is under construction andpected to be completed in December
2005, at which time the leasehold improvements lvélicompleted and amortized over the shorter ofethge term or the estimated useful lif
the related assets.

Property and equipment included approximately $& dffassets under capital leases as of Decemb@0838,and 2004. Accumulated
amortization under these leases totaled $5,9086/1b6 as of December 31, 2003 and 2004, respBctiMee related amortization is included
in depreciation expense.

Internal-use software included approximately $4,846 $6,301 of internally incurred capitalized w@fte development costs as of
December 31, 2003 and 2004, respectively. Accuradlamortization of capitalized software developnoaists totaled $4,174 and $5,408 ¢
December 31, 2003 and 2004, respectively.

Accrued Expenses
Accrued expenses consisted of the followi
As of December 31

2003 2004
Accrued state sales and use $ 3,751  $ 4,73¢
Employee benefit 3,69¢ 2,70¢
Other 4,17¢ 5,68¢
Total accrued expens $11,62¢  $13,13:

5. Debt and Warrants
Note Payable

The Company had a note payable to Lighthouse Gdataners II, L.P. with an unpaid balance of $7,668 of December 31, 2001. T
note payable was secured by substantially all@Qbmpany’s assets and accrued interest at 12rmqreeannum. The note payable was fully
paid off in August 2002.
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Subordinated Notes Payable

In July 2001, the Company issued subordinated msony notes and warrants to purchase 13,637,89dssbhits common stock at .
exercise price of $1.50 per share for net proceé842,831. The subordinated notes had an aggrégeaesalue of $13,000 and stated interest
rate of 10 percent. Approximately $10,884 of theceeds was allocated to the warrants as additpmdin capital and $1,947 was allocatec
the subordinated notes payable. The resulting digoof $11,053 was accreted to interest expensey @si effective annual interest rate of 21
percent. The face value of the subordinated natdsal accrued interest were due and payable upmedrlier of July 2011 or the
consummation of a qualified initial public offeringhe Company consummated a qualified initial pubffering on May 29, 2002 and repaid
the face value and all accrued interest on thersliteted promissory notes. In April 2002, the FAIS&ied SFAS No. 14Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FAS&&at No. 13, and Technical Correctignghich eliminates the requirement that gains
and losses from the extinguishment of debt be ptedeas an extraordinary item, net of the relatedme tax effect. The Company adopted
SFAS No. 145 during 2002, and as a result, hasitiled the charge related to the unamortized distapon repayment of the subordinated
notes payable as interest and other expense, éhstextraordinary loss on extinguishment of dé@bthe accompanying statement of
operations.

Warrants

In April 2000, in connection with the sale of Serke preferred stock, the Company sold warrantsitohase 533,003 shares of Series E
preferred stock at a price of $0.01 per share.\Wéreants had an exercise price of $14.07 per shatkly 2001, in connection with a
modification of the terms of the Series E prefestaatk, certain Series E warrant holders agredide@ancellation of warrants to purchase
500,487 shares of Series E preferred stock. Thairgng warrants to purchase 32,516 shares of SErjgeferred stock were exercisable at
$14.07 per share. These shares automatically cienlvierto 44,298 shares of the Compangdmmon stock at $10.33 per share upon the cli
of the initial public offering in May 2002. As ofdgember 31, 2003 and 2004, warrants to purchag884hares of the Company’s common
stock remained outstanding.

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

In July 2001, in connection with borrowings undebardinated promissory notes, the Company issu#ltetaote holders warrants to
purchase 13,637,894 shares of the Company’s constogk at $1.50 per share. The Company accountetiédair value of the warrants of
$10,884 as an increase to additional paid-in ciyith a corresponding discount on subordinategsgayable. As of December 31, 2003,
warrants to purchase 9,112,870 shares of the Coytgpemmmon stock remained outstanding. Warranfautchase 12,750 shares were
exercised in 2004 and accordingly, as of DecembeP304, warrants to purchase 9,100,120 shardsed@dmpany’s common stock remained
outstanding.

In July 2001, in connection with a capital leaseeagnent, the Company granted warrants to purch&®@0d0 shares of common stock at
an exercise price of $1.50 per share. The fairevafuapproximately $172 was recorded as an incrigaadditional paid-in capital with a
corresponding reduction to the capital lease obibga. The debt discount is being accreted to ésteexpense over the term of the lease
agreement, which is 45 months. As of December 8@42no warrants were outstanding in connectioh thie capital lease agreement.
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In July 2001, the Company issued a warrant to @get. 00,000 shares of Series F preferred stock 28 er share to a Web portal
company in connection with an integration and distion agreement. The fair market value of therevats of approximately $18 was recorded
as marketing expense and an increase to additiaidlin capital. These shares automatically comekirito 66,666 shares of the Company’s
common stock at $14.07 per share upon the clodittgednitial public offering in May 2002. The wamt was exercised in 2004 and
accordingly, as of December 31, 2004, no warrai®ewutstanding in connection with the integraiad distribution agreement.

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

6. Commitments and Contingencies

The Company leases facilities under raamcelable operating leases with various expiraletes through 2012. In addition, the Comg
has entered into non-cancelable capital leaseswaiibus expiration dates through 2005. Future mim lease payments under ncamcelabl
capital and operating leases as of December 34, &@0as follows:

Capital Operating
Year Ending December 31 Leases Leases
2005 $ 80 $ 5,94¢
2006 — 6,754
2007 — 3,95¢
2008 — 3,59¢
2009 — 2,63¢
Thereaftel — 6,401
Total minimum payment 80 $29,29:
Less: amount representing interest, at rates rgrfgim 15%-17% (12
Present value of minimum lease payme 68
Less: current portion of capital lease obligati (68)
Capital lease obligations, n-current $—

Operating lease payments in the table above indeat®e commitments for our facilities in the Unitéidgdom that we have exited. Rent
expense associated with the operating leases wag323,454 and $6,871 for the years ended Deaedih@002, 2003 and 2004,
respectively.

The Company is committed to pay $6,000 for tenaprovements under the facility lease agreemeritdarew corporate headquarters in
Los Gatos, California, of which $4,000 has beemu plaiough December 31, 2004. The Company expegaydhe balance of $2,000 by June
2005.

The Company has contracted with a third party tiuae certain capital equipment. The contract igade at $2,000 per year for 4 years
and expires in December 2008. As of December 314 2be aggregate commitment under this agreerataiet $8,000. These amounts are
accounted for upon the receipt of the capital egeipt over several years and, accordingly, theyateeflected in the consolidated balance
sheet.
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Litigation

From time to time, in the normal course of its @piens, the Company is a party to litigation matt@nd claims, including claims relati
to employee relations and business practices.dtitig can be expensive and disruptive to normahless operations. Moreover, the results of
complex legal proceedings are difficult to predigsted below are material legal proceedings tociwlihe Company is a party. The Company
believes that it has defenses to the cases shttfelow and is vigorously contesting these mat#ensunfavorable outcome of any of these
matters could have a material adverse effect ol€timapany’s financial position, liquidity or resuli§ operations.

Between July 22 and September 9, 2004, seven fgatpsecurities class action suits were filed inlinéted States District Court for the
Northern District of California against the Compamd, in the aggregate, Reed Hastings, W. Barry i@, Jr., and Leslie J. Kilgore. The
class action suits were consolidated in Januar 28@d a consolidated complaint was filed on Felyr@d, 2005, and the lead plaintiff is Todd
Noel. The complaint alleges violations of certaddral securities laws, seeking unspecified damagéhalf of a class of purchasers of
Company’s common stock between October 1, 2003andber 14, 2004. The plaintiffs allege that thepany made false and misleading
statements and omissions of material facts basediodisclosure regarding churn and delivery spekaitning alleged violations by each
named defendant of Sections 10(b) and 20(a) oS#wairities Exchange Act of 1934 and Rule 10b-5 pitgated thereunder and alleged
violations by certain of its officers of Section®R0f Securities Exchange Act of 1934.

On September 14, 2004, BTG International Inc. féed against the Company and other, unaffiliat@ehganies in the United States
District Court for the District of Delaware. Theroplaint alleges that the Company infringed U.SeRaNo. 5,717,860 entitled “Method and
Apparatus for Tracking the Navigation Path of atusethe World Wide Web.” The complaint also allegefringement of another patent by
certain of the other named defendants, not inctyttie Company. The complaint seeks unspecified emsgtory and enhanced damages,
interest and fees, and to permanently enjoin tfiendints from infringing the patents in the future.

On September 23, 2004, Frank Chavez, individuaity an behalf of others similarly situated, filedlass action lawsuit against the
Company in California Superior Court, City and Ctyuof San Francisco. The complaint asserts claiimamong other things, false
advertising, unfair and deceptive trade practibesach of contract as well as claims relating e&e@ompany’s statements regarding DVD
delivery times. The complaint seeks restitutiosgdrgement, damages, and injunction and speciffoqpeance and other relief.

On August 13, 2004, Miles L. Mitzner, a shareholdaiming to be acting on the Company’s behal&dib shareholder derivative suit in
the United States District Court for the Northeristbct of California against certain officers aoektain current and former members of the
board of directors, specifically Reed Hastings,B&ltry McCarthy, Jr., Jay C. Hoag, A. Robert Pisavimhael Ramsay and Timothy M. Hale
Mr. Mitzner claimed that the named defendants bredcdheir fiduciary duties by allowing allegedlysia and misleading statements to be nr
regarding, among other things, churn. Mr. Mitzrispalaimed that the named defendants illegallgadathe Company’s stock while in
possession of material nonpublic information. Téa@duit sought, on the Company’s behalf, unspecidmdpensatory and enhanced damages,
disgorgement of profits earned through allegeddigrsirading, recovery of attorneys’ fees and casisd, other relief. However, on February 25,
2005, the Court dismissed the action with prejudicel final judgment was entered in the Compargusf.

On October 19, 2004, Doris Staehr and Steve Stakareholders claiming to be acting on the Compabghalf, filed a shareholder
derivative suit in the Superior Court of the Staft€alifornia for the County of Santa
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Clara against certain officers and certain curegrtt former members of the board of directors, sijgatly Reed Hastings, Barry McCarthy,
Thomas R. Dillon, Leslie J. Kilgore, Richard Bartdimothy Haley, Jay Hoag, A. Robert Pisano, Midi&&huh and Michael Ramsay. The
plaintiffs claim that the named defendants breadheit fiduciary duties by allowing allegedly falaad misleading statements to be made
regarding, among other things, churn. They alsorcthat the named defendants illegally traded tben@any’s stock while in possession of
material nonpublic information. In addition, thajpitiffs assert claims for abuse of control, gnsésmanagement, waste and unjust enrichn
The lawsuit seeks, on the Company’s behalf, unfipdaiompensatory and enhanced damages, disgorgefenfits earned through alleged
insider trading, recovery of attorneys’ fees anstgpand other relief. In December 2004, the Cstated this proceeding pending resolution of
the federal action brought by Mr. Mitzner. Althoutie federal action brought by Mr. Mitzner was dissed, as of the date of the filing of this
report the stay had not been lifted.

7. Guarantees—Intellectual Property Indemnificaion Obligations

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

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

8. Stockholders’ (Deficit) Equity
Initial Public Offering

On May 29, 2002, the Company closed the sale ¢f0D1000 shares of common stock and on June 14, 2®Zompany closed the sale
of an additional 1,650,000 shares of common stochniinitial public offering at a price of $7.50rhare. A total of $94,875 in gross proceeds
was raised from these transactions. After dedudtieguinderwriting fee of approximately $6,641 apgraximately $2,060 of other offering
expenses, net proceeds were approximately $86.Jpth the closing of the initial public offering] af the redeemable convertible preferred
stock and convertible preferred stock outstandiegavautomatically converted into an aggregate of25880 shares of common stock.

Stock Split

On January 16, 2004, the Company’s Board of Dirscapproved a two-for-one split in the form of acétdividend on all outstanding
shares of its common stock. As a result of theksgpdit, the Company’s
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stockholders received one additional share for shalne of common stock held on the record dateebflrary 2, 2004. The additional shares of
common stock were distributed on February 11, 280l4&common share and per-share amounts in theatiolaged financial statements and
related notes have been retroactively adjustedfteat the stock split for all periods presentedadidition, the Company has reclassified $26
from additional paid-in capital to common stockod®ecember 31, 2003.

Voting Rights

The holders of each share of common stock shahitided to one vote per share on all matters tedted upon by the Company’s
stockholders.

Employee Stock Purchase Plan

In February 2002, the Company adopted the 2002 &repl Stock Purchase Plan, which reserved a totgll66,666 shares of common
stock for issuance. The 2002 Employee Stock Puech&m also provides for annual increases in timeben of shares available for issuance on
the first day of each year, beginning with 2003;ado the lesser of:

. 2 percent of the outstanding shares of the comnamk ®n the first day of the applicable year;
. 666,666 shares; ar
. such other amount as the Company’s Board of Dirsataay determine.

Under the 2002 Employee Stock Purchase Plan, shates Company’s common stock may be purchasedawveffering period with a
maximum duration of two years at 85 percent ofitheer of the fair market value on the first daytioé applicable offering period or on the last
day of the six-month purchase period. Employees imagst up to 15 percent of their gross compensadtioough payroll deductions. In no
event shall an employee be permitted to purchase than 8,334 shares of common stock during anynsinth purchase period. During 2003
and 2004, employees purchased 345,112 and 4955&ssat average prices of $3.94 and $4.67 pee stempectively. As of December 31,
2004, 1,563,939 shares were available for futiseasce under the 2002 Employee Stock Purchase Plan.

Stock Option Plans

In December 1997, the Company adopted the 199k $tam, which was amended and restated in Octdi#t.ZThe 1997 Stock Plan
provides for the issuance of stock purchase rightgntive stock options or non-statutory stockans. 643,884 remaining shares reserved but
not yet issued under the 1997 Stock Plan as déffeetive date of the Company’s initial public aifeg were added to the total reserved shares
under the 2002 Stock Plan and deducted from tlaé ieserved shares under the 1997 Stock Plan. RBeoémber 31, 2004, 605,009 shares
were reserved for future issuance under the 198gkRUan.

In February 2002, the Company adopted the 200&3tam. The 2002 Stock Plan provides for the godiumicentive stock options to
employees and for the grant of non-statutory stgations and stock purchase rights to employeescidirs and consultants. The Company
reserved a total of 1,333,334 shares of commork $twdssuance under the 2002 Stock Plan. 643,8B8%ining shares reserved but not yet
issued under the 1997 Stock Plan as of the efiedtite of the Company'’s initial public offering wexdded to the total reserved shares of
1,333,334 under the 2002 Stock Plan and deduabedl tine total reserved shares under the 1997 Stack
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addition, the Company’s 2002 Stock Plan providesaf;mual increases in the number of shares avaifablissuance on the first day of each
year, beginning with 2003, equal to the lesse

. 5 percent of the outstanding shares of common gsindke first day of the applicable year;
. 2,000,000 shares; al

. such other amount as the Company’s Board of Dirsataay determine.

As of December 31, 2004, 3,646,003 shares werevexséor future issuance under the 2002 Stock Plan.

Options generally expire in 10 years, however, timay be limited to five years if the optionee ovetack representing more than 10
percent of the Company. Generally, the Companyar8of Directors grants options at an exercisegpoicnot less than the fair value of the
Company’s common stock at the date of grant. Roidine third quarter of 2003, the vesting periodsagally provided for options to vest over
three to four years. During the third quarter 0d20the Company began granting fully vested optmma monthly basis.

In 2001, the Company offered its employees thet iglexchange certain employee stock options. Kabange resulted in the
cancellation of employee stock options to purcHa8enmillion shares of common stock with varying iekee prices in exchange for options to
purchase 1.8 million shares of common stock witlexercise price of $1.50 per share.

A summary of the activities related to the Compargptions is as follows:
Options Outstanding

Weighted-
Shares Average
Available Number of Exercise
for Grant Shares Price
Balances as of December 31, 2( 3,569,43. 5,998,941 $ 1.4¢
Authorized 1,333,33: — —
Granted (3,540,280 3,540,28! $ 2.0¢
Exercisec — (882,16¢) $ 1.4¢
Cancelec 456,00t (456,001) $ 1.82
Repurchase 3,45¢ — —
Balances as of December 31, 2( 1,821,941 8,201,06! $ 171
Authorized 2,000,001 — —
Granted (705,03() 705,03( $ 16.7¢
Exercisec — (2,657,93) $ 1.8¢
Cancelec 351,57. (351,57) $ 22
Balances as of December 31, 2( 3,468,48: 5,896,58. $ 3.4c
Authorized 2,000,001 — —
Granted (1,447,940 1,447,941 $ 22.0¢
Exercisec — (1,298,30) $ 287
Cancelec 230,46 (230,469 $ 10.2
Balances as of December 31, 2( 4,251,01. 5,815,75. $ 7.9
Options exercisable as of December
2002 2,577,061 $ 1.4¢
2003 3,367,30: $ 4.21
2004 4,845,24. $ 8.97
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The following table summarizes information on oasting and exercisable options as of December(Y:2
Options Outstanding

Weighted- Options Exercisable
Avergge
gfnngggtlﬂgl Weighted- Weighted-
; Average Average
Number of Life (vears) Exercise Number of Exercise
Exercise Price Options Price Options Price
$0.0¢-$1.50 3,570,18! 6.7C $ 1.5¢C 2,842,95i $ 1.5C
$1.53-$9.43 577,65¢ 8.4¢€ $ 6.3t 387,17 $ 7.27
$9.44-$14.27 552,37! 9.2¢ $ 12.2¢ 499,57 $ 12.3¢
$14.2¢-$26.9C 532,51¢ 9.2¢ $ 20.47 532,51¢ $ 20.47
$26.9-$36.37 583,01¢ 9.1¢ $ 33.0¢ 583,01¢ $ 33.0¢
5,815,75. 7.6 $ 7.91 4,845,24. $ 8.97

Stock-Based Compensation

Prior to the second quarter of 2003, the Compangwated for its stoc-based employee compensation plans using the iiw-value
method. During the second quarter of 2003, the Gomp@adopted the fair value recognition provisiohSIBAS No. 123Accounting for Stock-
Based Compensati¢, as amended by SFAS No. 14&counting for Stock-Based Compensation—Trans#iahDisclosure, an Amendment of
FASB Statement No. 1zfor all stock-based compensation. The Company e&dietct apply the retroactive restatement method uB8BAS No.
148 and all prior periods presented have beenteekta reflect the compensation costs that wouletHeeen recognized had the fair value
recognition provisions of SFAS No. 123 been appleedll awards granted.

During the third quarter of 2003, the Company begamting stock options to its employees on a nigrihsis. Such stock options are
designated as non-qualified stock options andiwasiediately, in comparison with the three to 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 therdfecompensation related to the stock options their remaining vesting periods.

The fair value of employee stock options was egdtghan the date of grant using the minimum-valuéwe: prior to the Company’s
initial public offering in May 2002. The fair valud employee stock options granted after the ihjtigblic offering, as well as the fair value of
shares issued under the employee stock purchasewds estimated using the Black-Scholes optiotimgimodel. The following table
summarizes the weighted-average assumptions used:

Employee Stock

Stock Options Option Plan
2002 2003 2004 2003 2004
Dividend yield 0% 0% 0% 0% 0%
Expected volatility 0%-69% 66%-70% 65%-89% 68% 77%
Risk-free interest rat 2.78%-3.99% 1.21%-2.36% 1.47%-2.85% 1.34% 1.83%
Expected life (in years 3.5 1.5-3E 1-2.5 1.3 1.3

In estimating expected volatility, the Company dédaesed historical volatility, volatility in markettaded options on its common stock ¢
other relevant factors in accordance with SFAS N&3. The Company will
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continue to monitor these and other relevant faatiged to estimate expected volatility for futupéian grants. In addition, the Company bases
its expected life assumption on historical experéeas well as the terms and vesting periods ofptiens granted. Beginning with the second
quarter of 2004, the Company bifurcated its optjeamts into two employee groupings who have exdibdifferent exercise behavior and
changed the estimate of the expected life frony&dss for all option grants in the first quarte26D4 to 1 year for one group and 2.5 years for
the other group in the second quarter of 2004.

The weighted-average fair value of employee stqations granted during 2002, 2003 and 2004 was $$4.98 and $8.45 per share,
respectively. The weighted-average fair value afreb granted under the employee stock purchaselptarg 2003 and 2004 was $4.43 and
$10.00 per share, respectively.

9. Income Taxes
The provision for income tax expense consists effttiowing:

Year Ended December 31,

2002 2003 2004
Currently payablt
Federal $— $— $ 4
State — — 1
Total current — — $ 5
Amounts credited to equity for realized benefiadflitional tax stock option
deductions — — 17¢
Total income tax provisio $— $— $181

Income tax expense differed from the amounts coetphy applying the U.S. federal income tax rat84percent to pretax income (lo
as a result of the following:

Year Ended December 31,

2002 2003 2004
Expected tax expense (benefit) at U.S federal tetigtuate of 34% $(7,467) $ 2,21« $ 7,404
State income taxes net of federal income tax e — — 28
Valuation allowanct 4,10¢ (5,919 (3,81¢)
Stoclk-based compensatic 3,34: 3,64¢ (3,477
Other 15 56 36
Total income tax expen: $ — $ — $ 181
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The tax effects of temporary differences that gise to significant portions of the deferred tagets and liabilities are presented below:

As of December 31,

2003 2004
Deferred tax asset
Net operating loss carryforwar $ 40,657 $ 49,337
Accruals and reserv 7,60z 85¢&
Depreciatior — 843
Other 592 14
Gross deferred tax assi 48,85 51,04
Less: valuation allowanc (48,85)) (51,04
Net deferred tax asse $ — $ —

Management has established a valuation allowancaifdeferred tax assets as future realizatiamisertain given the history of losses
through the first quarter of 2003, limited profikalguarters to date and the competitive landscépelime DVD rentals. The total valuation
allowance for the years ended December 31, 2002@04 increased by $3,621 and $2,196, respectively.

As of December 31, 2004, the Company had net dpgrktss carryforwards for federal and Califormaome tax purposes of
approximately $135,958 and $64,430, respectivelyetluce future income subject to income tax. Bueral net operating loss carryforwards
will expire beginning in 2012 to 2023 and the Gaiifia net operating loss carryforwards expire beigig in 2005 to 2013, if not previously
utilized. As of December 31, 2004, approximately9®3 of the valuation allowance related to ben@fitexcess tax deductions for stock
options which will be credited to equity when readl.

10. Employee Benefit Plan

The Company maintains a 401(k) savings plan cogesubstantially all of its employees. Eligible eoy#es may contribute up to
percent of their annual salary through payroll deiduns, but not more than the statutory limitstsethe Internal Revenue Service. The
Company matches employee contributions at theetiscr of the Board of Directors. During 2002, 2@0®1 2004, the Company’s matching
contributions totaled $0, $0 and $379, respectively
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11. Selected Quarterly Financial Data (Unaudited

2003

Total revenue

Gross profil

Net income (loss

Net income (loss) per share (
Basic
Diluted

Subscribers at end of peri

2004

Total revenue

Gross profil

Net income (loss

Net income (loss) per shal
Basic
Diluted

Subscribers at end of peri

Quarter Ended

September 3 December 3

March 31 June 30
$ 55,66¢ $ 63,187 $ 72,20: $ 81,18¢
$ 25,66: $ 27,94¢ $ 33,55¢ $ 36,72
$ (2379 $ 331f $ 3300 $ 2,271
$ 009 $ 007 $ 007 $ 0.0¢
$ (009 $ 005 $ 005 $ 0.0¢
1,052 1,147 1,291 1,487
$100,37( $120,32: $ 141,64 $ 143,89:
$ 43,74: $ 50,53 $ 70,04 $ 65,45
$ (5790 $ 2,891 $ 1892F $ 5,56¢
$ (0.1]) $ 0.0¢ $ 0.3¢€ $ 0.11
$ ©01) $ 004 $ 02¢ $  0.0¢
1,93 2,09:¢ 2,22¢ 2,61(

(1) Amounts have been restated to reflect a twenfar stock split in the form of a stock dividencetich stockholder of record as of Febrt

2,2004.
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Pursuant to the requirements of Section 13 or 1&f{the Securities Exchange Act of 1934, the regigthas duly caused this report to be
signed on its behalf by the undersigned, therednlp authorized.

Netflix, Inc.

Dated: March 11, 2005 By: /s/ REEDH ASTINGS
Reed Hasting
Chief Executive Officer
(principal executive officer

Dated: March 11, 200 By: /s/ BARRYM cC ARTHY
Barry McCarthy
Chief Financial Officer
(principal financial and accounting office

POWER OF ATTORNEY

KNOWN ALL PERSONS BY THESE PRESENTS, that each pensghose signature appears below constitutes goairetp Reed
Hastings and Barry McCarthy, and each of themjsagte and lawful attorneys-in-fact and agentshviill power of substitution and
resubstitution, for him and in his name, place, steéd, in any and all capacities, to sign anyalhamendments to this Report, and to file the
same, with all exhibits thereto, and other documé@ntonnection therewith, with the Securities &xdhange Commission, granting unto said
attorneys-in-fact and agents, and each of therpéulier and authority to do and perform each aratyesct and thing requisite and necessary
to be done in connection therewith, as fully toieiénts and purposes as he might or could dotisope hereby ratifying and confirming that all
said attorneys-in-fact and agents, or any of thethair or his substitute or substituted, may ldWyfdo or cause to be done by virtue thereof.

Pursuant to the requirements of the SecuritiesEathange Act of 1934, this Annual Report on ForrKlBas been signed below by the
following persons on behalf of the registrant amthie capacities and on the dates indicated.

Signature Title Date

/'s/ REEDH ASTINGS President, Chief Executive Officer and Director March 11, 2005
(principal executive officer)

Reed Hasting

/sl BARRYM cC ARTHY Chief Financial Officer (principal financial at March 11, 200t
accounting officer)

Barry McCarthy

/'s/  RICHARD B ARTON Director March 15, 2005

Richard Bartor

/sl TimoTHY M. H ALEY Director March 11, 2005

Timothy M. Haley

/sl Jay C. HoaG Director March 11, 200¢
Jay C. Hoa
/s/ A. ROBERTPISANO Director March 11, 2005

A. Robert Pisan

/sl MicHAEL N. ScHUH Director March 11, 200¢

Michael N. Schut
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Exhibit 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
Netflix, Inc.

We consent to incorporation by reference in theifemgion Statements on Form S-8 (Nos. 333-89033; 14250 and 33313198) of Netflix
Inc. of our reports dated March 11, 2005, relatmthe consolidated balance sheets of Netflix, &mal subsidiary as of December 31, 2003 and
2004, and the related consolidated statementserhtipns, stockholders’ (deficit) equity and contyanesive income (loss), and cash flows for
each of the years in the three-year period endegidber 31, 2004, management’s assessment of getiediness of internal control over
financial reporting as of December 31, 2004, amdeffiectiveness of internal control over financgorting as of December 31, 2004, which
reports appear in this December 31, 2004 annuattrep Form 10-K of Netflix, Inc.

/s/  KPMG LLP

Mountain View, California
March 11, 2005



EXHIBIT 31.1

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

I, Reed Hastings, certify that:
1. | have reviewed this Annual Report on Form 16fWetflix, Inc.;

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

3. Based on my knowledge, the financial statememtd,other financial information included in théport, fairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amdtfe 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&))3(nd internal control over financial reportirag @efined in Exchange Act Rules 13a-15
() and 15d-15(f)) for the registrant and we have:

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

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

¢) evaluated the effectiveness of the regis’s disclosure controls and procedures and preséntad report our conclusions ab
the effectiveness of the disclosure controls andgualures, as of the end of the period coveredibyéport based on such evaluation; and

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

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

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

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

Dated: March 11, 200 By: /'s/ REEDH ASTINGS
Reed Hastings
Chief Executive Office




EXHIBIT 31.2

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

[, Barry McCarthy, certify that:
1. | have reviewed this Annual Report on Form 16fWetflix, Inc.;

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

3. Based on my knowledge, the financial statemeamid,other financial information included in théport, fairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amdtfe 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&))3(nd internal control over financial reportirag @efined in Exchange Act Rules 13a-15
() and 15d-15(f)) for the registrant and we have:

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

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

¢) evaluated the effectiveness of the regis’s disclosure controls and procedures and preséntad report our conclusions ab
the effectiveness of the disclosure controls andgualures, as of the end of the period coveredibyéport based on such evaluation; and

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

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

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

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

Dated: March 11, 200 By: /'s/ BARRYM cC ARTHY
Barry McCarthy
Chief Financial Office!




EXHIBIT 32.1

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

I, Reed Hastings, certify, pursuant to 18 U.S.QtiBa 1350, as adopted pursuant to Section 90beoSarbanes-Oxley Act of 2002, that
the Annual Report on Form 10-K of Netflix, Inc. fibre year ended December 31, 2004 fully compligb thie requirements of Section 13(a) or
15(d) of the Securities Exchange Act of 1934 arad ififormation contained in such report fairly pets, in all material respects, the financial
condition and results of operations of Netflix, Inc

Dated: March 11, 200 By: /'s/ REEDH ASTINGS

Reed Hastings
Chief Executive Office

I, Barry McCarthy, certify, pursuant to 18 U.S.@c8on 1350, as adopted pursuant to Section 9@itecbarbanes-Oxley Act of 2002,
that the Annual Report on Form 10-K of Netflix, Irior the year ended December 31, 2004 fully coesplvith the requirements of Section 13
(a) or 15(d) of the Securities Exchange Act of 1884 that information contained in such reportygiresents, in all material respects, the
financial condition and results of operations otflibe Inc.

Dated: March 11, 200 By: /'s/ BARRYM c C ARTHY
Barry McCarthy
Chief Financial Office




