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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

x  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the quarterly period ended September 30, 2010

OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from to

Commission File Number: 000-49802

Netflix, Inc.

(Exact name of Registrant as specified in its charter)
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Delaware 77-0467272
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification Number)

100 Winchester Circle, Los Gatos, California 95032
(Address and zip code of principal executive offices)
(408) 540-3700

(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports) and (2) has been subject
to such filing requirements for the past 90 days. YES x NO ~

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See definitions of large accelerated filer, accelerated filer and smaller reporting company in Rule 12b-2 of the Exchange Act.

Large accelerated filer x Accelerated filer
Non-accelerated filer ~ (Do not check if a smaller reporting company) Smaller reporting company
Indicate by check mark whether the registrant is a shell company (as defined by Rule 12b-2 of the Exchange Act). Yes © No x

As of September 30, 2010, there were 52,257,495 shares of the registrant s common stock, par value $0.001, outstanding.
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Revenues

Cost of revenues:
Subscription
Fulfillment expenses *

Total cost of revenues
Gross profit

Operating expenses:

Technology and development *

Marketing *
General and administrative *
Gain on disposal of DVDs

Total operating expenses

Operating income

Other income (expense):
Interest expense

Interest and other income

Income before income taxes
Provision for income taxes

Net income

Net income per share:
Basic

Diluted

Netflix, Inc.
Consolidated Statements of Operations
(unaudited)

(in thousands, except per share data)

Three Months Ended
September 30, September 30,
2010 2009

$553,219 $ 423,120

Weighted average common shares outstanding:

Basic

Diluted

Table of Contents

292,406 233,091
52,063 42,183
344,469 275,274
208,750 147,846
42,108 30,014
81,238 58,556
17,135 11,543
(1,232) (1,604)
139,249 98,509
69,501 49,337
(4,945) (674)
853 1,808
65,409 50,471
27,442 20,330
$ 37,967 $ 30,141
$ 073 $ 0.54
$ 070 $ 0.52
52,142 56,146
53,931 57,938

Nine Months Ended
September 30, September 30,
2010 2009
$ 1,566,703 $ 1,225,727

817,353 677,863
149,212 125,922
966,565 803,785
600,138 421,942
117,370 81,333
230,990 167,029
51,447 37,809
(4,857) (2,819)
394,950 283,352
205,188 138,590
(14,797) (2,018)
2,746 4,284
193,137 140,856
79,379 55,909
$ 113,758 $ 84,947
$ 2.17 $ 1.48
$ 2.09 $ 1.43
52,510 57,576
54,341 59,427
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*Stock-based compensation included in expense line items:

Fulfillment expenses $ 323 $ 99 $ 806 $ 321
Technology and development 2,694 1,169 6,939 3,430
Marketing 777 452 2,176 1,353
General and administrative 3,502 1,512 9,805 4,538

See accompanying notes to the consolidated financial statements.
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Assets

Current assets:

Cash and cash equivalents
Short-term investments
Current content library, net
Prepaid content

Other current assets

Total current assets

Content library, net
Property and equipment, net
Deferred tax assets

Other non-current assets

Total assets

Liabilities and Stockholders Equity
Current liabilities:

Accounts payable

Accrued expenses

Current portion of lease financing obligations
Deferred revenue

Total current liabilities
Long-term debt

Netflix, Inc.
Consolidated Balance Sheets
(unaudited)

(in thousands, except share and par value data)

Lease financing obligations, excluding current portion

Other non-current liabilities

Total liabilities
Commitments and contingencies
Stockholders equity:

Common stock, $0.001 par value; 160,000,000 shares authorized at September 30, 2010 and December 31,
2009; 52,257,495 and 53,440,073 issued and outstanding at September 30, 2010 and December 31, 2009,

respectively

Accumulated other comprehensive income, net

Retained earnings
Total stockholders equity

Total liabilities and stockholders equity

Table of Contents

September 30,
2010

$113,108
143,705
138,389
59,322
37,723

492,247
120,047
125,057
19,219
13,713

$ 770,283

$170,120
36,974
2,027
102,986

312,107
200,000
34,659
31,542

578,308

52
1,279
190,644

191,975

$ 770,283

As of

December 31,
2009

$ 134224
186,018
37,329
26,741
26,701

411,013
108,810
131,653
15,958
12,300

$ 679,734

$ 92,542
33,387

1,410
100,097

227,436
200,000
36,572
16,583

480,591

53
273
198,817

199,143

$ 679,734
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See accompanying notes to the consolidated financial statements.
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Netflix, Inc.

Consolidated Statements of Cash Flows

(unaudited)

(in thousands)

Three Months Ended
September 30, September 30,
2010 2009

Cash flows from operating activities:
Net income $ 37,967 $ 30,141
Adjustments to reconcile net income to net cash provided by operating
activities:
Acquisition of streaming content library (115,149) (9,998)
Amortization of content library 77,146 56,690
Depreciation and amortization of property, equipment and intangibles 8,678 9,618
Amortization of discounts and premiums on investments 200 126
Amortization of debt issuance costs 140
Stock-based compensation expense 7,296 3,232
Excess tax benefits from stock-based compensation (16,093) (1,600)
Loss on disposal of property and equipment 254
Gain on sale of short-term investments (206) (984)
Gain on disposal of DVDs (2,142) (2,491)
Deferred taxes 3,194 71)
Changes in operating assets and liabilities:
Prepaid content (25,485) 107
Other current assets (3,374) 7,518
Accounts payable 41,692 (13,173)
Accrued expenses 18,003 2,175
Deferred revenue 1,567 (1,372)
Other assets and liabilities 8,539 (1,607)
Net cash provided by operating activities 42,227 78,311
Cash flows from investing activities:
Acquisition of DVD content library (29,900) (46,273)
Purchases of short-term investments (15,379) (21,006)
Proceeds from sale of short-term investments 42,238 85,904
Proceeds from maturities of short-term investments 1,995 3,480
Purchases of property and equipment (7,342) (9,994)
Proceeds from sale of DVDs 3,109 3,345
Other assets (327) 134
Net cash (used in) provided by investing activities (5,606) 15,590
Cash flows from financing activities:
Principal payments of lease financing obligations (470) (294)
Proceeds from issuance of common stock 10,927 2,725
Excess tax benefits from stock-based compensation 16,093 1,600
Repurchases of common stock (57,390) (129,686)
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Nine Months Ended
September 30, September 30,
2010 2009

$ 113,758 $ 84,947

(231,781) (41,432)
204,581 159,229
28,846 27,806
670 439
375
19,726 9,642
(34,699) (9,099)
254 254
(685) (1,455)
(8,428) (5,030)
(2,961) 4,710
(32,581) 2,592
(12,037) (4,203)
78,738 (11,150)
39,666 6,272
2,889 (4,004)
13,353 (272)
179,684 219,246
(90,993) (135,996)
(73,169) (102,159)
105,063 130,669
10,318 30,985
(19,406) (23,499)
10,908 7,230
(619) (57)
(57,898) (92,827)
(1,296) (858)
33,954 26,092
34,699 9,099
(210,259) (244.,916)
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Net cash used in financing activities (30,840) (125,655)
Net increase (decrease) in cash and cash equivalents 5,781 (31,754)
Cash and cash equivalents, beginning of period 107,327 87,471
Cash and cash equivalents, end of period $ 113,108 $ 55,717

See accompanying notes to the consolidated financial statements.
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(142,902)

(21,116)
134,224

$ 113,108

$

(210,583)

(84,164)
139,881

55,717

10



Edgar Filing: NETFLIX INC - Form 10-Q

Table of Conten

Netflix, Inc.
Notes to Consolidated Financial Statements
1. Basis of Presentation and Summary of Significant Accounting Policies

The accompanying condensed consolidated interim financial statements of Netflix, Inc. and its wholly owned subsidiaries (the Company ) have
been prepared in conformity with accounting principles generally accepted in the United States ( U.S. ) and are consistent in all material respects
with those applied in the Company s Annual Report on Form 10-K for the year ended December 31, 2009. The preparation of condensed
consolidated financial statements in conformity with U.S. generally accepted accounting principles ( GAAP ) requires management to make
estimates and judgments that affect the amounts reported in the condensed consolidated financial statements and accompanying notes. Examples
include the estimates of useful lives and residual value of the Company s content library, the valuation of stock-based compensation, the
recognition and measurement of income tax assets and liabilities and royalties that may be due to performing rights organizations. The actual
results experienced by the Company may differ from management s estimates.

The interim financial information is unaudited, but reflects all normal recurring adjustments that are, in the opinion of management, necessary to
fairly present the information set forth herein. The interim financial statements should be read in conjunction with the audited financial

statements and related notes included in the Company s Annual Report on Form 10-K for the year ended December 31, 2009 filed with the
Securities and Exchange Commission (the SEC ) on February 22, 2010. Interim results are not necessarily indicative of the results for a full year.

Certain prior period amounts have been reclassified to conform to current period presentation.

There have been no material changes in the Company s significant accounting policies as compared to the significant accounting policies
described in the Company s Annual Report on Form 10-K for the year ended December 31, 2009.

Recent Accounting Pronouncements

There have been no recent accounting pronouncements or changes in accounting pronouncements during the nine months ended September 30,
2010, as compared to the recent accounting pronouncements described in the Company s Annual Report on Form 10-K, that are of significance,
or potential significance to the Company.

2. Net Income Per Share

Basic net income per share is computed using the weighted-average number of outstanding shares of common stock during the period. Diluted
net income per share is computed using the weighted-average number of outstanding shares of common stock and, when dilutive, potential
common shares outstanding during the period. Potential common shares consist of incremental shares issuable upon the assumed exercise of
stock options and shares currently purchasable pursuant to the Company s employee stock purchase plan using the treasury stock method. The
computation of net income per share is as follows:

Three months ended Nine months ended
September 30, September 30, September 30, September 30,
2010 2009 2010 2009

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

Net income $37,967 $ 30,141 $ 113,758 $ 84,947
Shares used in computation:

Weighted-average common shares outstanding 52,142 56,146 52,510 57,576
Basic earnings per share $ 0.73 $ 0.54 $ 217 $ 1.48
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Diluted earnings per share:

Net income $ 37,967 $ 30,141 $ 113,758 $ 84,947

Shares used in computation:

Weighted-average common shares outstanding 52,142 56,146 52,510 57,576

Employee stock options and employee stock purchase plan shares 1,789 1,792 1,831 1,851

Weighted-average number of shares 53,931 57,938 54,341 59,427

Diluted earnings per share $ 0.70 $ 0.52 $ 209 $ 1.43
7
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Notes to Consolidated Financial Statements (Continued)

Employee stock options with exercise prices greater than the average market price of the common stock during the period were excluded from
the diluted calculation as their inclusion would have been anti-dilutive. The potential common shares excluded from the diluted calculation were
not material as of the three or nine months ended September 30, 2010 or 2009.

3. Short-Term Investments and Fair Value Measurement

The Company s investment policy is consistent with the definition of available-for-sale securities. The Company does not buy and hold securities
principally for the purpose of selling them in the near future. The Company s policy is focused on the preservation of capital, liquidity and return.
From time to time, the Company may sell certain securities but the objectives are generally not to generate profits on short-term differences in
price. Short-term investments are therefore classified as available-for-sale securities and are reported at fair value as follows:

September 30, 2010

Gross Gross
Amortized Unrealized Unrealized Estimated
Cost Gains Losses Fair Value
(in thousands)
Corporate debt securities $ 100,760 $ 1408 $ 51) $ 102,117
Government and agency securities 37,842 674 38,516
Asset and mortgage backed securities 3,028 172 (128) 3,072

$ 141,630 $ 2,254 $ 3179 $ 143,705

December 31, 2009

Gross Gross
Amortized Unrealized Unrealized Estimated
Cost Gains Losses Fair Value
(in thousands)
Corporate debt securities $ 82,362 $ 915 $ (106) $ 83,171
Government and agency securities 96,998 72 (416) 96,654
Asset and mortgage backed securities 6,262 143 (212) 6,193

$ 185,622 $ 1,130 $ (734 $ 186,018

Gross unrealized losses are not material as of September 30, 2010 or December 31, 2009 either individually or in the aggregate. Because the
Company does not intend to sell the investments that are in an unrealized loss position and it is not likely that the Company will be required to
sell the investments before recovery of their amortized cost basis, the Company does not consider those investments with an unrealized loss to
be other-than-temporarily impaired at September 30, 2010. There were no material other-than-temporary impairments or credit losses related to
available-for-sale securities in the three or nine months ended September 30, 2010 or 2009. Gross realized gains in the three months ended
September 30, 2010 and 2009 were $0.2 million and $1.0 million, respectively. Gross realized gains in the nine months ended September 30,
2010 and 2009 were $0.7 million and $1.7 million, respectively. There were no material gross realized losses from the sale of available-for-sale
securities in the three or nine months ended September 30, 2010 or 2009.

The estimated fair value of short-term investments by contractual maturity as of September 30, 2010 is as follows:

Table of Contents 13
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(in thousands)

Due within one year $ 21,388
Due after one year and through 5 years 119,315
Due after 5 years and through 10 years

Due after 10 years 3,002
Total short-term investments $ 143,705

The Company measures certain financial assets at fair value on a recurring basis, including cash equivalents and available-for-sale securities.

Fair value is a market-based measurement that should be determined based on the assumptions that market participants would use in pricing an

asset or liability.

Table of Contents
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Netflix, Inc.

Notes to Consolidated Financial Statements (Continued)

Fair Value Measurements at September 30, 2010
Quoted Prices in

Active Markets for Significant
Identical Significant Other Unobservable
Total Assets Observable Inputs Inputs
(Level 1) (Level 2) (Level 3)

(in thousands)
Current Assets:

Money market funds (1) $ 217 $ 217 $ $
Fixed income securities (2) 155,904 155,904
Total current assets 156,121 217 155,904

Non-current Assets:
Money market funds (3) 3,729 3,729

Total assets $ 159,850 $ 3,946 $ 155,904 $

Fair Value Measurements at December 31, 2009

Quoted Prices
in
Active Significant
Markets for Other Significant
Identical Observable Unobservable
Total Assets Inputs Inputs
(Level 1) (Level 2) (Level 3)

(in thousands)
Current Assets:

Money market funds (1) $ 690 $ 690 $ $
Fixed income securities (4) 186,018 186,018
Total current assets 186,708 690 186,018

Non-current Assets:
Money market funds (3) 2,829 2,829

Total assets $ 189,537 $ 3,519 $ 186,018 $

(1) Included in cash and cash equivalents in the Company s consolidated balance sheets.

(2) Includes $12.2 million included in cash and cash equivalents and $143.7 million included in short-term investments in the Company s
consolidated balance sheets as of September 30, 2010.

(3) Included in other non-current assets in the Company s consolidated balance sheets as these funds represent restricted cash related to
workers compensation deposits.

(4) Included in short-term investments in the Company s consolidated balance sheets.

The hierarchy level assigned to each security in the Company s available-for-sale portfolio and cash equivalents is based on its assessment of the

transparency and reliability of the inputs used in the valuation of such instrument at the measurement date. The fair value of available-for-sale
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securities included in the Level 1 category is based on quoted prices that are readily and regularly available in an active market. The fair value of
available-for-sale securities and cash equivalents included in the Level 2 category is based on observable inputs, such as quoted prices for
similar assets at the measurement date; quoted prices in markets that are not active; or other inputs that are observable, either directly or
indirectly. These values were obtained from an independent pricing service and were evaluated using pricing models that vary by asset class and
may incorporate available trade, bid and other market information and price quotes from well established independent pricing vendors and
broker-dealers. Our procedures include controls to ensure that appropriate fair values are recorded such as comparing prices obtained from
multiple independent sources. See Note 4 for further information regarding the fair value of the Company s 8.50% senior notes.

4. Long-term Debt

As of September 30, 2010, the Company had $200.0 million of long-term debt outstanding. The debt consists of $200.0 million aggregate
principal amount of 8.50% senior notes due November 15, 2017 ( the Notes ). Interest on the Notes is payable semi-annually at a rate of
8.50% per annum on May 15 and November 15 of each year, commencing on May 15, 2010.

The 8.50% Notes include, among other terms and conditions, limitations on the Company s ability to create, incur, assume or be liable for
indebtedness (other than specified types of permitted indebtedness); dispose of assets outside the ordinary course (subject to specified
exceptions); acquire, merge or consolidate with or into another person or entity (other than specified types of permitted acquisitions); create,
incur or allow any lien on any of its property or assign any right to receive income (except for specified permitted liens); make investments
(other than specified types of investments); or pay dividends, make distributions, or purchase or redeem our equity interests (each subject to
specified exceptions). At September 30, 2010 and December 31, 2009, the Company was in compliance with these covenants.
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Netflix, Inc.

Notes to Consolidated Financial Statements (Continued)

Based on quoted market prices, the fair value of the 8.50% Notes as of September 30, 2010 and December 31, 2009 was approximately $223.0

million and $207.5 million, respectively.
5. Balance Sheet Components
Content Library, Net

Content library and accumulated amortization are as follows:

Content library, gross
Less: Accumulated amortization

Less: Current content library, net
Content library, net

Property and Equipment, Net

Property and equipment and accumulated depreciation are as follows:

Computer equipment

Other equipment

Computer software, including internal-use software
Furniture and fixtures

Building

Leasehold improvements

Capital work-in-progress

Property and equipment, gross
Less: Accumulated depreciation

Property and equipment, net

Table of Contents

As of
September 30, December 31,
2010 2009
(in thousands)
$ 918,720 $ 742,802
(660,284) (596,663)
258,436 146,139
138,389 37,329
$ 120,047 $ 108,810
As of
September 30, December 31,
Useful Life 2010 2009
(in thousands)
3 years $ 59,908 $ 62,132
5 years 63,539 65,059
3 years 25,953 35,401
3 years 11,342 12,421
30 years 40,681 40,681
Over life of lease 35,975 35,156
16,726 15,097
254,124 265,947
(129,067) (134,294)
$ 125,057 $ 131,653
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In the third quarter of 2010, the Company wrote off fully depreciated property and equipment of $32.6 million related to assets which were no
longer in existence.

6. Other Comprehensive Income

Other comprehensive income consists of unrealized gains and losses on available-for-sale securities, net of tax. The components of
comprehensive income are as follows:

Three months ended Nine months ended
September 30, September 30, September 30, September 30,
2010 2009 2010 2009
(in thousands)

Net income $ 37,967 $ 30,141 $ 113,758 $ 84,947
Other comprehensive income:
Change in unrealized gain (loss) on
available-for-sale securities, net of tax 477 (173) 1,006 468
Comprehensive income $ 38,444 $ 29,968 $ 114,764 $ 85,415

10
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Notes to Consolidated Financial Statements (Continued)

7. Stockholders Equity
Stock Repurchases

During the three months ended September 30, 2010, the Company repurchased 530,000 shares of common stock at an average price of
approximately $110 per share for an aggregate amount of approximately $59 million. Shares repurchased have been retired. Under the current
stock repurchase plan, announced on June 11, 2010, the Company is authorized to repurchase up to $300 million of its common stock through
the end of 2012. As of September 30, 2010, $240.6 million of this authorization is remaining. The timing and actual number of shares
repurchased will depend on various factors including price, corporate and regulatory requirements, debt covenant requirements, alternative
investment opportunities and other market conditions.

Shares repurchased by the Company are accounted for when the transaction is settled. There were no unsettled share repurchases at

September 30, 2010. Shares repurchased and retired are deducted from common stock for par value and from additional paid in capital for the
excess over par value. If additional paid in capital has been exhausted, the excess over par value is deducted from retained earnings. Direct costs
incurred to acquire the shares are included in the total cost of the shares. For the three and nine months ended September 30, 2010, $23.1 million
and $121.9 million, respectively, were deducted from retained earnings related to share repurchases.

Stock-Based Compensation

A summary of the activity related to the Company s stock option plan during the nine months ended September 30, 2010 is as follows:

Options Outstanding Weighted-Average
Shares Weighted- Remaining Aggregate

Available Number of Average Contractual Term  Intrinsic Value

for Grant Shares Exercise Price (in Years) (in Thousands)
Balances as of December 31, 2009 2,591,267 4,241,438 $ 22.74
Granted (464,178) 464,178 85.67
Exercised (1,391,898) 23.35
Balances as of September 30, 2010 2,127,089 3,313,718 31.31 5.96 $ 433,615
Vested and exercisable at September 30, 2010 3,313,718 31.31 5.96 $ 433,615

The aggregate intrinsic value in the table above represents the total pretax intrinsic value (the difference between the Company s closing stock
price on the last trading day of the third quarter of 2010 and the exercise price, multiplied by the number of in-the-money options) that would
have been received by the option holders had all option holders exercised their options on September 30, 2010. This amount changes based on
the fair market value of the Company s common stock. Total intrinsic value of options exercised for the three months ended September 30, 2010
and 2009 was $44.8 million and $5.0 million, respectively. Total intrinsic value of options exercised for the nine months ended September 30,
2010 and 2009 was $100.7 million and $32.6 million, respectively.

The following table summarizes the assumptions used to value stock option grants using the lattice-binomial model:
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Three Months Ended September 30,  Nine Months Ended September 30,

2010 2009 2010 2009
Dividend yield 0% 0% 0% 0%
Expected volatility 54% 48% 46%-54% 48%-56%
Risk-free interest rate 2.97% 3.62% 2.97-3.67% 2.60%-3.62%
Suboptimal exercise factor 2.00-2.40 1.74-1.94 1.78-2.40 1.73-1.94

In the nine months ended September 30, 2010, the Company used a suboptimal exercise factor ranging from 2.15 to 2.40, for executives and
1.78 to 2.00, for non-executives, resulting in a calculated expected life of the option grants of five years for executives and four years for
non-executives. In the nine months ended September 30, 2009, the Company used a suboptimal exercise factor ranging from 1.87 to 1.94 for

executives and 1.73 to 1.74 for non-executives, which resulted in a calculated expected life of the option grants of four years for executives and

three years for non-executives.

11
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Notes to Consolidated Financial Statements (Continued)

The weighted-average fair value of employee stock options granted during the three months ended September 30, 2010 and 2009 was $56.55
and $18.07 per share, respectively. The weighted-average fair value of employee stock options granted during the nine months ended
September 30, 2010 and 2009 was $40.96 and $16.63 per share, respectively.

The following table summarizes the assumptions used to value employee stock purchase rights under the Company s Employee Stock Purchase
Plan ( ESPP ) for the offering periods commencing in May 2010 and May 2009, respectively, using the Black Scholes option pricing model:

Three Months Ended September 30,

2010 2009
Dividend yield 0% 0%
Expected volatility 45% 55%
Risk-free interest rate 0.24% 0.35%
Expected life (in years) 0.5 0.5

Cash received from option exercises for the three months ended September 30, 2010 and 2009 was $10.9 million and $2.7 million, respectively.
Cash received from option exercises and purchases under the ESPP for the nine months ended September 30, 2010 and 2009 was $34.0 million
and $26.1 million, respectively.

The following table summarizes stock-based compensation expense, net of tax, related to stock option plans and employee stock purchases for
the three and nine months ended September 30, 2010 and 2009 which was allocated as follows:

Three Months Ended September 30, Nine Months Ended September 30,

2010 2009 2010 2009
(in thousands)
Fulfillment expense $ 323 $ 9 $ 806 $ 321
Technology and development 2,694 1,169 6,939 3,430
Marketing 777 452 2,176 1,353
General and administrative 3,502 1,512 9,805 4,538
Stock-based compensation expense before income taxes 7,296 3,232 19,726 9,642
Income tax benefit (3,064) (1,302) (8,118) (3,833)
Total stock-based compensation after income taxes $ 4232 $ 1,930 $ 11,608 $ 5,809

8. Income Taxes

The effective tax rates for the three months ended September 30, 2010 and 2009 were 42.0% and 40.3%, respectively. The effective tax rates for
the nine months ended September 30, 2010 and 2009 were 41.1% and 39.7%, respectively.

As of December 31, 2009, the Company had $13.2 million of gross unrecognized tax benefits. During the nine months ended September 30,
2010, the Company had an increase in gross unrecognized tax benefits of approximately $2.3 million. The gross uncertain tax positions, if
recognized by the Company, will result in a reduction of approximately $12.4 million to the tax provision thereby favorably impacting the
Company s effective tax rate. The Company s unrecognized tax benefits are classified as other non-current liabilities in the consolidated balance
sheet.
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The Company includes interest and penalties related to unrecognized tax benefits within the provision for income tax expense.

The Company files income tax returns in the U.S. federal jurisdiction and all of the states where income tax is imposed. The Company is subject
to U.S. federal income tax examinations for years after 2000 and state income tax examinations by state taxing authorities for years after 1999.
The Company is currently under examination in various states including California for years 2006 and 2007. It is reasonably possible that the
liability associated with our unrecognized tax benefits will increase or decrease within the next twelve months. These changes may be the result
of ongoing audits. At this time, an estimate of the range of reasonably possible outcomes cannot be made.

9. Commitments and Contingencies
Lease Financing Obligation

In June 2004 and June 2006, the Company entered into two separate lease agreements for the Los Gatos, California headquarters site. Because

the terms of the original facilities lease required the Company s involvement in the construction funding of the buildings, the Company is the
deemed owner (for accounting purposes only) of these buildings in accordance with the Financial Accounting Standard Board s Accounting

Standards Codification Topic ( ASC ) 840.40 Leases Sale-Leaseback Transactions as it applies to situations where an entity is involved with the

construction funding of an asset that will be leased when the construction project is completed.

Accordingly, the Company recorded an asset of $40.7 million, representing the total costs of the buildings and improvements, including the costs
paid by the lessor (the legal owner of the buildings), with a corresponding liability. Upon completion of construction of each building,

12
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the Company did not meet the sale-leaseback criteria for derecognition of the building assets and liabilities. Therefore the leases are accounted
for as financing obligations and the buildings are depreciated over a 30 year useful l