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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 June 30, 2009
OR
O 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 001-33029

DivX, Inc.

(Exact name of Registrant as specified in its Chaet)

Delaware 33-092175¢€

(State or Other Jurisdiction of Incorporation or Or ganization) (I.R.S. Employer Identification Number)

4780 Eastgate Mall

San Diego, California 92121
(Address of Principal Executive Offices, includingZip Code)

(858) 882-0600

(Registrant’s Telephone Number, Including Area Codg
N/A

(Former name, former address and former fiscal yeaif changed since last report)

Indicate by check mark whether the registrant €f filed all reports required to be filed by Seeti® or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for sslobrter period that the registrant was requirefilésuch reports), and (2) has been subject
to such filing requirements for the past 90 days:

Yes No O

Indicate by check mark whether the registrant liésnitted electronically and posted on its corpo¥tb site, if any, every Interactive Data
File required to be submitted and posted pursuaRiule 405 of Regulation S-T during the precediggribnths (or such shorter period that the
registrant was required to submit and post sueisil

Yes O No O
Indicate by check mark whether the registrantlexge accelerated filer, an accelerated filer, maccelerated filer, or a smaller reporting

company. See the definitions of “large acceleréited” “accelerated filer” and “smaller reportirgpmpany” in Rule 12b-2 of the Exchange
Act. (check one):

Large accelerated fileild Accelerated filer Non-accelerated filer O Smaller reporting company
(Do not check if a smalle
reporting company

Indicate by check mark whether the Registrantsbell company (as defined in Rule 12b-2 of the 88es Exchange Act of 1934):
Yes O No

The number of shares of the Registrant’'s CommonkStatstanding as of July 30, 2009 was 32,673,576.
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PART | — FINANCIAL INFORMATION
Item 1. Consolidated Financial Statement:

DIVX, INC.
CONSOLIDATED BALANCE SHEETS
(In thousands, except per share data)

December 31

June 30,
2009 2008
(unaudited)
Assets
Current assett
Cash and cash equivalel $ 23,20¢ $ 43,44.
Shor-term investment 112,72¢ 73,891
Accounts receivable, net of allowance of $547 a@29%at June 30, 2009 and December 31, 2008,
respectively 1,654 7,26%
Income tax receivabl 2,12¢ 18t
Prepaid expenst 5,672 3,46¢
Deferred tax assets, curre 2,36( 1,841
Other current asse 1,041 1,082
Total current asse 148,78! 131,17t
Property and equipment, r 2,86( 3,811
Long-term investment 4,08: 17,96¢
Deferred tax assets, lo-term 10,26: 10,54%
Purchased intangible assets, 9,907 10,96¢
Goodwill 10,39( 10,35¢
Other asset 7,77¢ 8,57¢
Total asset $194,06¢ $ 193,40:
Liabilities and stockholders’ equity
Current liabilities:
Accounts payabl $ T8¢ $ 1,31¢
Accrued liabilities 2,262 2,35
Accrued compensation and bene 2,394 3,15
Accrued format approval fe 1,37¢ 1,33:
Accrued patent royaltie 68¢ 681
Income taxes payab 41C 38¢
Deferred revenue, curre 4,98( 6,18¢
Total current liabilities 12,89: 15,41
Deferred tax liability 1,56¢ 1,55¢
Deferred revenue, lo-term 1,497 76¢
Accrued format approval fee, lo-term 1,427 1,38:
Other lon¢-term liability 50C 177
Total liabilities 17,88 19,30:
Commitments and contingenci
Stockholder equity:
Preferred stock, $0.001 par value, 10,000 shartt®eazed at June 30, 2009 and December 31, 200
shares issued and outstanding at June 30, 200Besember 31, 200 — —
Common stock, $0.001 par value, 200,000 share@apgi at June 30, 2009 and December 31, 2
32,667 and 32,461 shares issued and outstandihgnat30, 2009 and December 31, 2008, respec 32 32
Additional paic-in capital 173,21: 167,68
Accumulated other comprehensive | (601) (950
Retained earning 3,54 7,334
Total stockholder equity 176,18! 174,10(
Total liabilities and stockholde’ equity $194,06¢ $ 193,40:

See accompanying notes.
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DIVX, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share data)

Net revenues:
Technology licensin
Media and other distribution and servit
Total net revenue
Cost of revenues
Cost of technology licensir
Cost of media and other distribution and serv
Total cost of revenue
Gross profi
Operating expenses
Selling, general and administrative:
Product development(:
Impairment of acquired intangibli
Total operating expens:
Income (loss) from operatiol
Interest income and expense,
Other income (expense), r
Income (loss) before income tax
Income tax provision (benefi
Net income (loss

Net income (loss) per shal
Basic

Diluted

Shares used to compute basic net income (losshaee
Shares used to compute diluted net income (losStzee

(1) Includes sharbased compensation as follov

Selling, general and administrati
Product developmel

(unaudited)

See accompanying notes.

4

Three Months Ended

Six Months Ended

June 30, June 30,

2009 2008 2009 2008
$13,72F  $16,41( $32,337  $35,48¢
1,50¢ 4,90¢ 1,58( 10,85:
15,23¢ 21,31¢ 33,911 46,34
2,16t 95€ 4,57¢ 1,992
13€ 18€ 312 35¢€
2,301 1,14z 4,88¢ 2,35(
12,93: 20,17 29,02 43,99
11,87¢ 12,57: 24,58¢ 28,55(
4,63: 5,36¢ 9,33¢ 10,79:
— 25C — 1,25(
16,50¢ 18,18¢ 33,91¢ 40,59
(3,579 1,98¢ (4,895 3,40(
432 1,11C 1,02¢ 2,767
52¢ (15) 13¢ 50z
(2,614 3,08: (3,730 6,66¢
(255) 1,40¢ 61 2,511
$(2,35¢9) $ 1,677 $(3,79) $ 4,15¢
$ (0.0 $ 00t $ (0.1 $ 0.12
$ (0.0 $ 00t $ (0.1 $ 0.2
32,58¢ 32,39¢ 32,53 33,54¢
32,58¢ 32,90 32,53 34,13
$183 $185. $ 3,711 $ 3,37(
524 574 841 1,06:
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DIVX, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

Cash flows from operating activities:
Net income (loss
Adjustments to reconcile net income (loss) to meshcprovided by operating activitie
Depreciation and amortizatic
Accretion of interest expen:
Deferred taxe
Impairment of acquired intangibli
Impairment of long lived asse
Net recoveries from uncollectible account receiga
Sharw-based compensatic
Amortization of discount on investmer
Excess tax benefit from stock options exerci
Foreign currency transaction gz
Unrealized loss on auction rate securi
Changes in operating assets and liabilit
Accounts receivabl
Income taxes payable (receivak
Prepaid expenses and other as
Accounts payabl
Accrued liabilities
Deferred ren
Deferred revenu
Net cash provided by operating activit
Cash flows from investing activities:
Purchase of investmer
Proceeds from sales and maturities of investr
Purchase of property and equipm
Payment on format approval agreement oblige
Cash paid in Veatros acquisiti
Cash paid in Main Concept acquisiti
Net cash (used in) provided by investing activi
Cash flows from financing activities:
Proceeds from exercise of stock opti
Proceeds from shares issued under the employdemtochase pla
Excess tax benefit from exercise of stock opti
Repurchase of common sta
Repurchase of unvested stc
Payments on notes payable and capital lease dblig:
Net cash provided by (used in) financing activi
Effect of exchange rate changes on ¢
Net (decrease) increase in cash and cash equis
Cash and cash equivalents at beginning of pe
Cash and cash equivalents at end of peric

See accompanying notes.
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Six months ended

June 30,
2009 2008
(unaudited)

$ (3,79) $ 4,15¢
3,00t 2,34(

87 —
227 (2,739
— 1,25(C
— 35C
(272) (16€)
4,55¢ 4,43:
341 (44¢)
(44¢€) (12)
26 (486€)

(141) —
5,88¢ (5,019

(1,918 —
(1,849 2,60¢
(352) (1,669
(1,04%) (3,709
257 (27€)
(527) 1,76¢
4,05( 2,39:
(78,619 (69,359
53,80z 105,79(
(25¢€) (1,28¢)
(200) (1,000
== (1,750
(97) (1,208)
(25,365 31,18¢
22 122
50z 584
44¢ 12
— (19,992
13 (16)
— (90
96( (19,387
11¢ 55
(20,23¢) 14,25
43,44 14,53:
$23,20¢  $ 28,78
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DIVX, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS—CONTINUED
(In thousands)

Supplemental disclosure of no-cash investing and financing activities
Issuance of warrants in connection with format appt agreemer
Supplemental disclosure
Cash paid for income tax

Cash paid for intere:

See accompanying notes.
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$1,76¢
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$4,871
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DIVX, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

Note 1—Background and Basis of Presentation
Basis of Presentatiol

The accompanying consolidated balance sheet asmef30, 2009, the consolidated statements of dpesafior the three and six months
ended June 30, 2009 and 2008 and the consolidiaetnents of cash flows for the six months endee B0, 2009 and 2008 are unaudited.
The unaudited consolidated balance sheet as of 309 is presented with amounts derived froeratidited consolidated balance sheet as
of December 31, 2008. These statements shouldaldemeconjunction with the audited consolidate@fioial statements and related notes,
together with management’s discussion and anabfdiaancial condition and results of operationsn@ined in the Company’s Annual Report
on Form 10-K for the year ended December 31, 2608)e Annual Report.

The accompanying unaudited consolidated finanté&éments have been prepared in accordance wittuaiiog principles generally
accepted in the United States, or GAAP. The unaddibnsolidated financial statements have beerapedpn the same basis as the audited
consolidated financial statements in the Annuald®g@nd include all adjustments (consisting ofrmalrrecurring accruals) necessary for the
fair presentation of the Company’s financial infation for the periods presented. The results ofaifmns for the three and six months ended
June 30, 2009 are not necessarily indicative ofdkalts to be expected for the year as a whole.

Subsequent Events Evaluatic

The Company evaluated all events or transacticaisoitcurred after June 30, 2009 up through Augu2089, the date these financial
statements were issued.

Use of Estimates

The preparation of financial statements in confoymiith GAAP requires management to make estimatesassumptions that affect the
amounts reported in the financial statements andrapanying notes to the financial statements. Acesults could differ from those
estimates.

Recent Accounting Pronouncemen

In June 2009, the Financial Accounting Standardsr@¢FASB) issued Statement of Financial AccounStgndards (SFAS) No. 168,
The FASB Accounting Standards Codification andHiezarchy of Generally Accepted Accounting Prinefpt-a replacement of FASB
Statement No. 16&FAS No. 168). SFAS No. 168 establishes the FA8BoAinting Standards Codification as the sourcaitifaitative
accounting principles recognized by the FASB t@pplied by non-governmental entities in the prefianeof financial statements in
conformity with GAAP in the United States. SFAS N@68 is effective for financial statements issuadifiterim and annual periods ending
after September 15, 2009. The Company does notepeadoption of SFAS No. 168 to have a mat@righct on the Company’s
consolidated results of operations or financialditon.

Effective this quarter, the Company adopted SFAST66,Subsequent Even{SFAS No. 165). SFAS No. 165 requires entities to
disclose the date through which they have evalustibdequent events and whether the date is treeseetd their financial statements or the
they are ready to be released. SFAS No. 165 isteféefor interim and annual periods ended aftereJL5, 2009. The adoption of SFAS
No. 165 did not have a material impact on the Cany’s consolidated results of operations or financ@idition.

Effective this quarter, the Company adopted FAS&EfRosition (FSP) FAS 157-Determining Fair Value When the Volume and Level
of Activity for the Asset or Liability Have Sigodintly Decreased and ldentifying Transactions TAyat Not Orderl(FSP FAS 157-4). FSP
FAS 157-4 amends FAS No. 197air Value Measurementsand provides additional guidance for estimatimig Value when the volume and
level of activity for the asset or liability havigsificantly decreased and also includes guidamcientifying circumstances that indicate a
transaction is not orderly for fair value measureteeFSP FAS 157-4 shall be applied prospectivetly metrospective application not
permitted. This FSP was effective for interim andwal periods ended after June 15, 2009. The adopfiFSP FAS 157-4 did not have a
material impact on the Company’s consolidated tesafloperations or financial condition.

Effective this quarter, the Company adopted FSP EAS2 and FAS 124-Recognition and Presentation of Other-Than-Tempporar
Impairments(FSP FAS 115-2 and FAS 124-2). This FSP amends B&Sand FAS No. 124ccounting for Certain Investments Held by Not-
for-Profit Organizationsand EITF Issue No. 99-2&ecognition of Interest Income and Impairment orcRased Beneficial Interests and
Beneficial Interests That Continue to Be Held Byransferor in Securitized Financial Ass, to make the other-than-temporary impairments
guidance more operational and to improve the ptaien of other-than-temporary

7
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impairments in the financial statements. This F3Preplace the existing requirement that the gfgitnanagement assert it has both the intent
and ability to hold an impaired debt security urgitovery of its cost basis with a requirement thahagement assert it does not have the inten
to sell the security before recovery of its costibaThis FSP requires increased disclosure abeutredit and noncredit components of
impaired debt securities that are not expectectsdid, as well as increased disclosures regaedipgcted cash flows, credit losses and an
aging of securities with unrealized losses. FSP EAS2 and FAS 122-are effective for interim and annual periods ehaéer June 15, 200
The adoption of FSP FAS 115-2 and FAS 124-2 dichaot a material impact on the Company’s consauiatsults of operations or financial
condition, other than the presentation of additialisclosures about the Company’s interim finanstatements.

Effective this quarter, the Company adopted FSPSSE®B7-1 and Accounting Principles Board Opinion BAR8-1,Interim Disclosure
about Fair Value of Financial InstrumenfS8SP 107-1 and APB 28-1). FSP 107-1 and APB 28jtire interim disclosures regarding the fair
values of financial instruments that are within soepe of FASB No. 10Disclosures about the Fair Value of Financial Instrents
Additionally, FSP 107-1 and APB 2Brequires disclosure of the methods and signifieaeumptions used to estimate the fair valuenaiitia
instruments on an interim basis as well as chaofjfee methods and significant assumptions frorargseriods. FSP 107-1 and APB 2&loe:
not change the accounting treatment for these diadimstruments and was effective for interim ngjmgy periods ended after June 15, 2009.
The adoption of FSP 107-1 and APB 28-1 did not lewagaterial impact on the Company’s consolidatedlte of operations or financial
condition.

Note 2—Earnings Per Share

Basic earnings per share, or EPS, excludes dilatimhis computed by dividing net income or losslaitable to common stockholders
the weighted-average number of common shares adis@gfor the period. Diluted EPS reflects the ptitd dilution that could occur if
securities or other contracts to issue common siaale exercised or converted into common stockeialy dilutive securities are excluded
from the diluted EPS computation in loss periods$ @hen their exercise price is greater than theketarice as their effect would be anti-
dilutive.

The following table sets forth the computation aéle and diluted EPS for the three and six momtide@ June 30, 2009 and 2008 (in
thousands, except per share amounts):

Three Months Ended Six Months Ended
June 30, June 30,
2009 2008 2009 2008
Numerator:
Net income (loss $(2,359) $ 1677 $(3,79) $ 4,15¢
Denominator:
Weighted average common shares outstanding (k 32,58¢ 32,39¢ 32,53: 33,54¢
Common equivalent shares from restricted stock ds\ — 40 — 28
Common equivalent shares from common stock wari — 50 — 54
Common equivalent shares from options to purchaesenmon stock anc
unvested shares of common stock subject to repse — 41€ — 501
Weighted average shares of common stock outstarfdituged) 32,58¢ 32,901 32,53: 34,13
Basic earnings (loss) per shi $ (0.09) $ 0.0t $ (0.19 $ 0.12
Diluted earnings (loss) per she $ (0.09) $ 0.0 $ (0.19 $ 0.1z

Potentially dilutive securities, which are not imdéd in the calculation of diluted net income gears because to do so would be anti-
dilutive, are as follows (in thousands):

Three Months Ended Six Months Ended

June 30, June 30,
2009 2008 2009 2008
Options to purchase common st 5,59¢ 3,47C 5,35 2,83(
Common stock warran 54E& 15C 54t 15C
Restricted stock awart 25€ — 26¢ —
Total 6,39¢ 3,62( 6,16¢ 2,98(
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Note 3—Investments
The following table summarizes investments by sectype as of June 30, 2009 and December 31, ZdGBousands):

Gross Gross
Unrealized Unrealized Estimated
Amortized Fair
Cost Gains Losses Value
June 30, 200¢
Commercial pape $ 2492 $ — $ 1 $ 2,491
Auction rate securities and put opti 14,25¢ — — 14,25¢
Corporate bond 32,99: 11z (38 33,06¢
U.S. government agency not 62,77 14E (2) 62,91¢
Total shor-term investment 112,51( 25¢ (40) 112,72¢
Auction rate securitie- long-term investment 4,48( — (399) 4,08
Total investment $116,99C $ 258 $ (439 $116,81!
December 31, 200:
Commercial pape $ 6,200 $ 1 $ (16 $ 6,18¢
Corporate bond 31,53 43 (90 31,48
U.S. government agency not 35,99( 237 — 36,22’
Total shor-term investment 73,72: 281 (10€) 73,89
Auction rate securities and put opti- long-term investment 18,66¢ — (697) 17,96¢
Total investment $9238 $ 281 $ (80%) $ 91,86

The following table summarizes the contractual mitds of the Company’s investments as of June2809 (in thousands):

Less than one yei $ 84,14(
Due in one to five yeai 28,58¢
Due after five year 4,08

$116,81!

Realized gains and losses on investments are iegtludinterest income and expense, net, in themapaaying consolidated statements of
operations. During the three and six months endad 30, 2009, the Company recorded realized g&i$i$4000 and $28,000, respectively,
the sale of investments. During the three and sirthvs ended June 30, 2008, the Company recordeghtined gains or losses on its
investments. As of June 30, 2009 and December(BI8, et unrealized losses of $175,000 and $522r@8pectively, were included in
accumulated other comprehensive loss in the accoyimconsolidated balance sheets.

The majority of the gross unrealized losses asioé B0, 2009 were primarily due to the illiquididfymunicipal bonds with an auction
reset feature (ARS) held by the Company. The gnossalized losses on the commercial paper and agbonds were the result of overall
market risk aversion, lack of demand for securitieg are norgovernment guaranteed and the relative widenirggexdit spreads relative to t
U.S. Treasuries. The Company believes that itlvélbable to collect all principal and interest ameuwue at maturity given the high credit
quality of these investments. Since the declindénmarket value of these investments is attridatadchanges in market conditions and not
credit quality, and since the Company has thetgtahd intent to hold those investments until avecy of par value, which may be maturity,
the Company does not consider these investmetis tdher-than temporarily impaired as of June 8092

The Company’s short-term investments consist piilpnaf ARS, commercial paper, corporate bonds an8.ldovernment agency notes.
The Company’s long-term investments consist prilpafi ARS. ARS are long-term variable rate boneésl tio short-term interest rates. After
the initial issuance of the securities, the interate on the securities is reset periodicallyntgrvals established at the time of issuance
(primarily every 27 to 34 days), based on markebaed for a reset period. ARS were bought and sotbé marketplace through a competitive
bidding process often referred to as a “Dutch auctilf there was insufficient interest in the secusta the time of an auction, the auction
not be completed and the rates may be reset tefemined “penalty” or “maximum?” rates. Prior to0B) the Company classified all ARS as
short-term investments. In February 2008, auctimegan to fail for these securities and each ausiioce then has failed. As of June 30, 2009,
the Company held $18.8 million par value ARS, &ll o
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which have experienced failed auctions since Fepr2@08. The underlying assets of the securitiesisted of student loans and municipal
bonds, of which $17.2 million were guaranteed kg/thS. government and the remaining $1.6 milliomengivately insured. All of these ARS
have credit ratings of AAA, except one rated AAH &awo rated A3, by a rating agency. These ARS tavdractual maturity dates ranging
from 2030 to 2047. The Company is receiving theeuntyihg cash flows on all of its ARS. The princigasociated with failed auctions is not
expected to be accessible until a successful auotiours, the issuer redeems the securities, a Imif@nd outside of the auction process or
the underlying securities mature.

In November 2008, the Company accepted an offerRilght), from UBS AG (UBS), entitling it to sell par value ARS originally
purchased by the Company from UBS at any time duaitwo-year period from June 30, 2010 through 2uB012. As of June 30, 2009, the
Company held $14.3 million par value ARS purchasech UBS. Although the Company expects to selAiRS under the Right, if the Right
not exercised before July 2, 2012 it will expireld$BS will have no further rights or obligationttay the Company’s ARS. The Company’s
Right to sell the ARS to UBS commencing June 3@02@presents a put option for a payment equdle@ar value of the ARS. As such, the
Company’s ARS from UBS have been classified astdkamn investments as of June 30, 2009. BecausRitite is nontransferable and canr
be attached to the ARS if they are sold to anaghéty other than UBS, it represents a freestaniliagument between the Company and UBS.
The Company elected the fair value option under SN&. 159,The Fair Value Option for Financial Assets and Fiogl Liabilities—

Including an amendment of FASB Statement Noand, in December 2008, transferred the UBS ARS fawailable-for-sale to trading
securities and, accordingly, recognized the urzedliosses previously recorded in accumulated atbraprehensive (loss) income in earnings
at the election date. The transfer from availableskle to trading securities was a one-time eladis allowed under SFAS 11&;counting fo
Certain Investments in Debt and Equity Securiti€se changes in fair value of the Right and theSUERS are recorded in other income
(expense), net in the consolidated statementsexrfatipns.

For non-UBS ARS, the Company is unable to predlittaése funds will become available before theiturity dates and as a result the
Company has classified these ARS as long-term ime#s as of June 30, 2009.

Fair Value Measuremen

The Company measures its financial assets atd#ievon a recurring basis. The fair value of tHesncial assets was determined based
on the following three levels of inputs in accordamvith SFAS No. 15Fair Value Measuremen{SFAS No. 157) of which the first two are
considered observable and the last unobservalalertay be used to measure fair value:

Level 1- Quoted prices in active markets for identicak&ssr liabilities.

Level 2— Inputs other than Level 1 that are observabtaeedirectly or indirectly, such as quoted prit@ssimilar assets or liabilities;
quoted prices in markets that are not active; beoinputs that are observable or can be corrobdtay observable market data for substant
the full term of the assets or liabilities.

Level 3— Unobservable inputs that are supported by littlao market activity and that are significanthe fair value of the assets or
liabilities.

In accordance with SFAS No. 157, the following éat#presents the Company’s fair value hierarchytédinancial assets (cash
equivalents and investments) measured at fair va@iug recurring basis as of June 30, 2009 (in tuds):

Fair Value Level 1 Level 2 Level 3

Cash equivalentt

Money market fund $ 20,54¢ $2054¢ $— $ —
Shor-term investments

Put option on auction rate securit 1,672 — — 1,672

Commercial pape 2,491 2,491 — —

Auction rate securitie 12,58¢ — — 12,58

Corporate bond 33,06¢ 33,06¢ — —

Governmen 62,91t 62,91t — —
Long-term investments

Auction rate securitie 4,087 — — 4,087
Total financial assel $137,36: $119,02: $—  $18,34:
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Level 3 assets consist of ARS whose underlyingtasse student loans which are substantially bablyettie federal government. Since
the auctions for these securities have continuddiltgince February 2008, these investments areunmoently trading and therefore do not have
readily determinable market value. Accordingly, #simated fair value of the ARS no longer appratis par value. The Company has va
the ARS and the associated put option describedeabsing a discounted cash flow model based onll3zassumptions. The assumptions t
in valuing the ARS and the put option include esties of interest rates, timing and amount of chskst credit and liquidity premiums,
expected holding periods of the ARS, loan ratestirg to the UBS Rights offering and bearer riskoatated with UBS'’s financial ability to
repurchase the ARS beginning June 30, 2010, in easd based on data available to the Companyasmef30, 2009.

The Company also holds ARS with a total par valu®4o5 million which are not subject to the putioptwith UBS. The Company has
the ability and intent to hold these investmentsafperiod of time sufficient to allow for anticiigal recovery in market value or final settlerr
at the underlying par value, as the Company bedi¢vat the credit ratings and credit support ofsbeurity issuers indicate that they have the
ability to settle the securities at par value. Ashs the Company records changes in the fair vafllikese ARS investments in accumulated
other comprehensive loss.

The following table provides a reconciliation fdrassets measured at fair value using significenatoservable inputs (Level 3) for the
months ended June 30, 2009 (in thousands):

Fair Value Measurements al
Reporting Date Using Significant
Unobservable Inputs (Level 3)

Put Option ARS
Balance at January 1, 20 $ 2,311 $ 15,657
Redemption of ARS investmer — (70
Total gains or (losses
Included in accumulated other comprehensive — 30t
Included in net income (los (639 77¢
Balance at June 30, 20 $ 1,677 $ 16,67

Note 4—Share-Based Compensation Expense

The Company records share-based compensation expeascordance with SFAS No. 123 (revised 208#gre-based Paymef8FAS
No. 123R), which requires companies to measurenafiloyee sha-based compensation awards using a fair value rdethd record such
expense in the consolidated financial statements.

Total share-based compensation expense for the #ime: six months ended June 30, 2009 and 200&afi@ss (in thousands):

Three Months Ended Six Months Ended
June 30, June 30,
2009 2008 2009 2008
Selling, general and administrati $ 1,831 $ 1852 $3,71Z $3,37(
Product developmel 524 574 841 1,06:
Totals $ 2,358 $ 2,42¢ $4,55¢ $4,43:

The Company recorded $2.4 million in shagesed compensation expenses during each of thertioeths ended June 30, 2009 and =
and recorded $4.6 million and $4.4 million in shbesed compensation expenses during the six mentted June 30, 2009 and 2008,
respectively. In addition, for the six months endade 30, 2009 and 2008, $448,000 and $12,00C:cteply, was presented as financing
activities to reflect the incremental tax benefiitsn stock options exercised in those periods.ukie]30, 2009, total unrecognized estimated
compensation costs related to unvested stock apgoamted prior to that date was $19.3 million,ahhis expected to be recognized over a
weighted-average period of 2.9 years. At June B092total unrecognized estimated compensatiors ¢ekited to non-vested restricted stock
awards granted prior to that date was $1.7 millhich is expected to be recognized over a peridlbyears.

Restricted Stock

During the three and six months ended June 30,,2fj8oximately 22,000 shares and 44,000 shargsecgvely, of the Company’s
common stock vested and were released pursuantdtanding restricted stock awards. As of Jun&809, the Company had 241,000 shares
of common stock subject to restricted stock awardstanding.
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Stock Options

During the three and six months ended June 30,,286Company granted stock options to purchaseoappately 1.0 million shares
and 1.2 million shares, respectively, of its comrstotk. During the three and six months ended 30n2009, stock options to purchase
approximately 23,000 shares and 40,000 sharesatbaply, of common stock were exercised and ogttorpurchase 134,000 shares and
364,000 shares, respectively, of common stock Veefeited or expired. As of June 30, 2009, the Camphad outstanding options to purch
approximately 5.9 million shares of common stock.

Warrants

No warrants were exercised during the three anthsiths ended June 30, 2009. As of June 30, 2B8&e tvere fully vested warrants
outstanding to purchase 545,000 shares of the Coytgpeommon stock.

Note 5—Income Taxes

The Company accounts for income taxes in accordantbeSFAS No. 109Accounting for Income Tax¢SFAS No. 109). Deferred
income tax assets or liabilities are recognizecgdam the temporary differences between finantéément and income tax basis of assets anc
liabilities using enacted tax rates in effect foe years in which the differences are expecteduerse. Deferred income tax expenses or credits
are based on the changes in the deferred inconestets or liabilities from period to period. Awation allowance is recorded when it is more
likely than not that some of the deferred tax asaéit not be realized. The Company also determiteeax contingencies in accordance with
SFAS No. 5Accounting for ContingenciesThe Company records estimated tax liabilitieh®extent the contingencies are probable and can
be reasonably estimated.

The Company accounts for uncertain tax positiorecoordance with FASB Interpretation (FIN) No. A8counting for Uncertainty in
Income Taxe, an interpretation of FASB Statement No. {BIN No. 48). FIN No. 48 prescribes a more-likehah-not threshold for financial
statement recognition and measurement of a taxiposaken or expected to be taken in a tax retalN.No. 48 also provides guidance on
derecognition of income tax assets and liabiliteassification of current and deferred incomedasets and liabilities, accounting for interest
and penalties associated with tax positions, adaugyifor income taxes in interim periods and inca@aredisclosures. It is the Company’s
practice to include interest and penalties thateeio income tax matters as a component of indasprovision.

The Company recorded an income tax benefit fothhee months ended June 30, 2009 of $255,000,%rdf(re-tax loss, compared to
an income tax provision of $1.4 million, or 45.6%poe-tax income for the three months ended Jun20B8. The income tax provision for the
six months ended June 30, 2009 was $61,000, orf3¥edax loss, compared to an income tax provision praximately $2.5 million, or 38¢
of pre-tax income for the six months ended June&B808. The income tax provision recorded duringsilkenonths ended June 30, 2009
included discrete items of approximately $1.2 roili These discrete items included approximately0%X® recorded during the first quartel
20009 relating to a decrease to certain deferreddsagts as a result of a California tax law chahgewas enacted in February 2009. This
change allows an elective single sales factortiiesapportionment for taxable years beginning roafter January 1, 2011. The Company
expects to benefit from the California single sdéetor election for apportioning income for yeafsd 1 and beyond. As a result of its
anticipated election of the single sales factogdnordance with SFAS No. 109, the Company haseaasured its deferred tax assets taking
account the reversal pattern and the expectedo@aitf tax rate under the elective single saleofadthe discrete items also included an
increase to income tax provision of approximatel$®&000 relating to the write-off of deferred tasets associated with cancelled stock
options recorded during the three months ended 30n2009. Excluding these discrete items, the Goys effective tax rate for the three ¢
six months ended June 30, 2009 was approximatély &7d 31%, respectively, which compares to appratéiy 46% and 38% for the three
and six months ended June 30, 2008, respectively.

The difference between the Company’s effectivertae and the 35% U.S. federal statutory rate feitlinee and six month period ended
June 30, 2009 was primarily due to permanent diffees, partially offset by research and developmelits and the impact of the discrete
items. The difference between the Company’s effedtix rate and the 35% U.S. federal statutoryfaatthe three and six month period ended
June 30, 2008 was primarily due to state incomegaxnd permanent differences, partially offsetdsgarch and development credits.
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The Company files federal, state and foreign inctemereturns in jurisdictions with varying statutgdimitations. Due to net operating
loss and research and development credit carrydr@rsearlier years, the Company is subject tomnedax examination by tax authorities
from inception to date.

Note 6—Comprehensive Income (LosS)
The components of comprehensive income (loss)safellaws (in thousands):

Three Months Ended Six Months Ended
June 30, June 30,
2009 2008 2009 2008
Net income (loss $(2,359)  $1,67i $(3,79)  $4,15¢
Unrealized gain (loss) on investme 124 (535) 33¢ (1,310
Unrealized gain on foreign currency translai 844 11 1C 1,37¢
Total comprehensive income (los $(1,39])  $1,15¢ $(3,442)  $4,22i

Note 7—Business Acquisitions and Combinations
Veatros

In July 2007, the Company acquired all of the aseéVeatros, L.L.C. (Veatros), a limited liabiligpmpany engaged in real-time digital
video processing for the purposes of producing eodd video search and discovery services. At the 6f acquisition, the operations of
Veatros had been wound down and no developmerggisojvere in-process. The acquisition was accouotesks an acquisition of assets in
accordance with Emerging Issues Task Force Issu®88,Determining Whether a Nonmonetary Transaction meslReceipt of Productive
Assets or of a BusinesThe total purchase price for the acquisition wasoup4.3 million comprised of an initial upfrontstapayment of $2.0
million, which the Company made in July 2007, andsequent cash payments of $2.3 million upon théesement of certain technology
related milestones. The Company did not acquiretangible assets or assume any liabilities aswdtrekthe acquisition. The Company
allocated the cash payments of $4.3 million to ideatifiable intangible asset, a patented technolmgnse. The asset is being amortized over
the useful life of the patented technology licersegpproximately eight years.

In February 2008, subsequent to the asset purctieess€ompany’s board of directors approved the-doutn of Stage6, the Company’s
online video community service. As a significanttn of the benefit from the acquired patentedtexdogy license was originally to be
derived from Stage6 future activities, the Compawngluated the intangible asset for impairment d&3exfember 31, 2008 in accordance with
SFAS No. 144Accounting for the Impairment or Disposal of Longdd Assetdyased on the projected benefits solely attributtbtbe
Company’s core consumer electronics business. Bais¢ite Company revised forecasts excluding the Stage6 futuigites and discountin
the cash flows attributable to the Company’s camesamer electronics business, the Company conclindedhe carrying amount of the asset
was not fully recoverable and an impairment chameal to approximately $3.0 million was recorde@@®7 in the consolidated statements of
operations, as the acquired patented technologgdie was considered to have a recoverable valgpobximately $60,000. During 2008,
technology milestones equal to $1.3 million in dggregate were achieved and paid. As these teahnoldestones were attributable to
Stage6, the milestones were not considered todmeeable and as a result, the Company recorda@d@airment charge of $1.3 million in the
consolidated statements of income during 2008mAliéstones had been achieved and the Company heehmaining liability related to the
acquisition of Veatros as of December 31, 2008.
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Note 8—Legal Matters

On October 22, 2007, following the filing of the i@pany’s declaratory relief action which was subserly dismissed, Universal Music
Group, Inc. (UMG), filed a lawsuit against the Canp in the Central District of California. UMG’sisalleges copyright infringement and
seeks monetary damages related to the Companyratapeof the Stage6 online video community servigkich was shut down on
February 29, 2008. The Company believes it hastoreniis defenses to UMG’s claims and will asseenthvigorously, but litigation is
inherently uncertain and there can be no guarahtdghe Company will prevail or that the litigatiavill not have material adverse
consequences for the Company. An unfavorable résolof these proceedings could materially affeet Company’s future operating results
or financial conditions in particular periods. Nm@unts have been accrued for this litigation a3unie 30, 2009.

On November 11, 2008, Yahoo! Inc (Yahoo!) infornied Company that it intended to breach the two-y@&ense and Distribution
Agreement (Distribution Agreement) entered intonsegtn the Company and Yahoo! on September 27, 2@ Toadiscontinue making
payments required under the Distribution AgreemAsta result, in November 2008, the Company filéavesuit in California Superior Court
in Santa Clara County seeking damages from Yahuaspecific performance under the Distribution Agnent. As the Company considered
the potential receipt of damages from Yahoo! t@lgain contingency, no amounts have been recosiefl une 30, 2009.

The Company is also involved in various legal pesiiegs from time to time arising from the normalige of business activities,
including commercial, employment and other matterséts opinion, resolution of any of its legal rreats is not expected to have a material
adverse effect on the Company’s operating resulsiancial condition. However, it is possible tlzat unfavorable resolution of one or more
such proceedings could materially affect the Corgisafuture operating results or financial conditiona particular period.

Item 2. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

You should read the following discussion and arialg§ our financial condition and results of oureggtions in conjunction with our
consolidated financial statements and the not#sose statements included elsewhere in this QuaReport on Form 10-Q, as well as our
audited consolidated financial statements and notdwse statements as of and for the year enéedrbber 31, 2008 included in our Annual
Report on Form 10-K filed with the SEC. This dissios contains forward-looking statements reflecting current expectations that involve
risks and uncertainties. Our actual results andithiag of events may differ materially from thosentained in these forward-looking
statements due to a number of factors, includingéhdiscussed in the section entitled “Risk Fagtarsd elsewhere in this Quarterly Report on
Form 10-Q.

Overview

We create products and services designed to imghevexperience of media. Our loteym goal is to allow creators to have the abiiit
capture their content in the DivX format using al®yice or software of their choosing and to allmmsumers of such content to playback and
interact with it on any device or platform.

The first step toward our goal was to build an@ask a high-quality video compression-decompressifiware library, or codec, to
enable distribution of media across the Internettanough recordable media. As a result, we credtedivX codec, which has been actively
sought out and downloaded by consumers hundreatdlia@ns of times. These downloads include thoseshich we receive revenue as wel
free downloads, such as limited-time trial versjaared downloads provided as upgrades to existidgusers of our products. After the
significant grass-roots adoption of our codec,rtbet steps toward our goal was to license simdahhology to consumer hardware device
manufacturers and certify their products to enslueenteroperable support of DivX-encoded contenfianuary 2009, we took another step
forward by releasing to consumers and licensingatmware device manufacturers a version of oumtglclgy built around a new codec, the
DivX Plus codec. DivX Plus technology offers enhements over prior versions of our codecs for celitaplementations, including for high
definition and mobile content. DivX Certified hardve devices have been shipped worldwide by ouomests, who include major consumer
video hardware original equipment manufacturer©BMs. We are entitled to receive a royalty antitense fee for DivX Certified devices
that our customers ship. In addition to technoliggnsing to consumer hardware device manufactuwercurrently generate revenue from
software licensing and related support, advertiging content distribution.

Complementing our organic growth, in November 2@@7acquired MainConcept AG, or MainConcept, a legdirovider of H.264 and
other high-quality video codecs and technologiegte broadcast, film, consumer electronics andpder software markets. MainConcept
solutions are optimized for various platforms irtthg PCs, set-top boxes, portable media playersvastulle phones. Through integration, we
expect to realize additional opportunities botloim core markets and in related emerging marketswhl help continue to advance our long-
term goals.
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Our next steps, which we have begun working towairel to bring together the millions of DivX consusith content creators both
large and small to build communities around meidieuding through the development and licensingnefdia distribution platforms and
services for the Internet and consumer electraéedces. We are optimistic about the future anéelbelthe opportunities for DivX are only
beginning to be realized.

Sources of revenues

We have four revenue streams. Three of these rev&@neams are derived from our technologies, irficutechnology licensing to
manufacturers of consumer hardware devices, liogrtsi independent software vendors and consumedspraviding services related to
content distribution over the Internet. Additioyallve derive revenues from advertising and distmiguthird-party products on our website.

Our technology licensing revenues from consumetmare device manufacturers comprise the majorityunftotal revenues and are
derived primarily from royalties and/or licensedaeceived from original equipment manufactureitapagh related revenues are derived from
other members of the consumer hardware device wappin. We license our technologies to originalipment manufacturers, allowing them
to build support of DivX technologies into theirmsumer hardware devices. In the majority of casgginal equipment manufacturers pay us a
per unit fee for each DivX Certified device theyl.sBur license agreements with original equipmmainufacturers typically range from one to
two years, and may include the payment of iniggld, volume-based royalties and minimum guarantekeane levels. To ensure high-quality
support of the DivX media format in finished consrmproducts, we also license our technologies topamies who create the major
components in consumer hardware devices. Thesearvawinclude integrated circuit manufacturers wioply integrated circuits, and
original design manufacturers who create referelestgns, for DVD players, digital televisions, melphones, and the other consumer
hardware devices distributed by our licensee caigéguipment manufacturers. Because royaltiesemergted by the shipment volumes of our
consumer hardware device customers, and becagselsatonsumer hardware device manufacturers ghtytéeasonal, we expect revenues
relating to consumer hardware devices to be higfsonal, with our second quarter revenues in ey galendar year being generally lower
than any other quarter in that calendar year.

We license our technologies to independent softwanelors that incorporate our technologies inttwefe applications for computers
and other consumer hardware devices. An indeperstémtare vendor typically pays us an initial liserfee, in addition to per-unit royalties
based on the number of products sold that inclusiéexhnology. We also license our technologiesatly to consumers through several
software bundles. We make certain software buraitadable free of charge from our website. Thesadles incorporate a version of our co
technology and allow consumers to play and creatéent in the DivX format. We also make availalteni our website an enhanced versio
our free software bundles, including additionakdees that increase the quality and control of Dii¥dia playback and creation. These
enhanced versions are available free of charga fionited trial period, which is generally 15 dayd.the end of the trial period, our users are
invited to purchase a license to one or more coraptaof the enhanced bundle by making a one timmeat to us. If they choose not to do
so, they still enjoy playback and creation funcéility equivalent to our free software bundle. Wéedwe that downloads of this software ben
our business both directly and indirectly. Our hess benefits directly from increased revenues wiineniser downloads a fpay version. OL
business benefits indirectly when free or trialsiens are downloaded, as we believe such downloadsase our installed base and therefore
the demand for consumer hardware devices thaticoota technologies.

We derive revenue from advertisements or thirdypsoftware applications that we embed in or includh the software packages we
offer to consumers. In March 2009, we entered énteew promotion and distribution agreement with @eoPursuant to this new agreement,
we have agreed to distribute Google products, dintyGoogle’'s new web browser, Google Chrome, &rd3oogle Toolbar for Internet
Explorer, with our software products and Google &gieed to pay us fees based on successful actigadf these products. Pursuant to the
terms of the agreement with Google, this agreemegpires on February 28, 2011, or upon the achieménfea maximum distribution
commitment, however the agreement may be exteratagpfto two years beyond the original term at Gesgoption.

We derive revenue by acting as an application sempiovider for third party owners of digital videontent. We provide encoding,
content storage and distribution services to tlieise parties in exchange for a percentage of éivemue they receive from sales of digital
content to consumers. We also derive revenues tydamg third-party content into the DivX formataiow such content to be delivered more
efficiently via the Internet. Revenues for contdistribution and other services have declined fyjglor each of the last three years. We record
revenue related to content distribution arrangemetith consumer hardware OEMs who pay us a feedoh copy of DivX-encoded content
that is encoded on physical media and bundled thélr consumer hardware products.
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Cost of revenues

Our cost of revenues consists primarily of licefeses payable to providers of intellectual propéintt is included in our technologies.
Generally, royalties are due to our thpdrty intellectual property providers periodicalbgsed on when certain of our products are solgjest
to contractually agreed-upon limits. To a muchédegxtent, cost of revenues also includes depienian certain computing equipment and
related software, the compensation of related eypel®, Internet connectivity costs, third-party paptrprocessing fees and related overhead.
Although this may not be the case in the future, although we have experienced some variabilityuiocost of revenue structure in the pas
general our costs of revenues have not been higtilgble with revenue volumes. As a result, we galheexpect our overall gross margins to
fluctuate with revenues.

Selling, general and administrative

The majority of selling, general and administrattxpenses consists of employee compensation &sdting, general and administrative
expense also includes marketing expenses, busiaess costs, trade show costs, outside consuléeg and related overhead. Our headcount
for selling, general, and administrative relatetspanel, including employees and outside contraalecreased by 23 from 189 as of June 30,
2008 to 166 as of June 30, 2009, primarily dudéoreduction in our work force that we implemerite®ecember 2008. If the need arises, we
may hire additional employees or outside contractor our selling, general and administrative sséaffl may increase our selling, general and
administrative budget to meet future needs.

Product development

The majority of product development expense comsisemployee compensation for personnel respangiblthe development of new
technologies and products. Our headcount for progdienelopment related personnel, including emplsysel outside contractors increased by
13 from 155 as of June 30, 2008 to 168 as of JOn&M9, primarily to support our development @@t MainConcept. Product development
expense also includes depreciation of computerralated equipment, software license fees and elaterhead. If the need arises, we may
hire additional employees to meet our businesssidégermanent employees are not available fa, lvile may use outside contractors to fu
our labor needs when and as required to accomplislperating goals.

Critical accounting policies

This discussion and analysis of our financial ctiadiand results of operations is based on ounfiia statements, which have been
prepared in accordance with GAAP. The preparatfdhese financial statements in accordance with @A&quires us to use accounting
policies and make certain estimates and assumptiansiffect the reported amounts of assets abdities, the disclosure of contingencies as
of the date of the financial statements and thented amounts of revenue and expenses duringa fisciod. We consider an accounting
policy to be critical if it is important to our famcial condition and results of operations, antrquires significant judgment and estimates on
the part of management in its application. We hdigseussed the selection and development of thiearéiccounting policies with the audit
committee of our Board of Directors, and the aadinmittee has reviewed our related disclosurefiodigh we believe that our judgments and
estimates are appropriate and reasonable, actudigenay differ from those estimates.

Our critical accounting policies are describedhia hotes to the audited consolidated financiaéstants as of and for the year ended
December 31, 2008 included in our Annual ReporForm 10-K filed with the SEC.

Recent Accounting Pronouncements

In June 2009, the Financial Accounting Standardsré&cor FASB, issued Statement of Financial AccimgnEtandards, or SFAS,
No. 168,The FASB Accounting Standards Codification andHiesarchy of Generally Accepted Accounting Prinegpt-a replacement of
FASB Statement No. 1¢or SFAS No. 168. SFAS No0.168 establishes the FA88oAnting Standards Codification as the source of
authoritative accounting principles recognizedHty EASB to be applied by n@overnmental entities in the preparation of finahstatement
in conformity with GAAP in the United States. SFA®. 168 is effective for financial statements isbée interim and annual periods ending
after September 15, 2009. We do not expect theteniopf SFAS No. 168 to have a material impact anapnsolidated results of operation:
financial condition.

Results of Operations
The following table presents our results of operaias a percentage of total net revenues fordtieds indicated:
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Net revenues:
Technology licensin
Media and other distribution and servit
Total net revenue
Cost of revenues
Cost of technology licensir

Cost of media and other distribution and serv

Total cost of revenue
Gross profil
Operating expenses
Selling, general and administrative:
Product development(:
Impairment of acquired intangibli
Total operating expens:
Income (loss) from operatiol
Interest income and expense,
Other income (expense), r
Income (loss) before income tax
Income tax provision (benefi
Net income (loss

consolidated statements of operations ab

Selling, general and administrati
Product developmel

Net Revenues

Three months ended June 3(

2009

(unaudited)

90%

10
10C

(15)%

(1) The following table presents details of tatack-based compensation expense included infeactional line item in the unaudited

12%

3

2008

7%
23
10C

4
1

5
95

8%

9%
3

Six months ended June 3(

2009 2008
(unaudited)
95% 77%
5 23
10C 10C
13 4
L 1
_ 14 _ 5
86 95
72 62
28 23
= __ 3
10C 88
(14) 7
3 6
= _ 1
(11) 14
= __ 5
(11)% 9%

11%
2

7%
2

The following table summarizes and analyzes themegs we earned for the three and six months ehded30, 2009 and 2008 (in

thousands):

Net revenues
Technology licensin
Consumer hardware devic
% of total net revenue
Software
% of total net revenue
Total technology licensin
% of total net revenue
Advertising and thir-party product distributio
% of total net revenue
Content distribution and related servit
% of total net revenue

Total net revenue

Three Months Ended

Six Months Ended

June 30, Change June 30, Change
2009 2008 $ % 2009 2008 $ %
$10,74C  $13,41.  $(2,67) (200% $24,44¢  $30,20.  $ (5,759 (19%
70% 63% 72% 65%
2,98t 2,99¢ (14) 0 7,88: 5,281 2,59¢ 49
20% 14% L 23% 12% L
13,72t 16,41( (2,685 (16) 32,33: 35,48¢ (3,157)  (9)
90 % 7% 95% 7%
1,38¢ 4,73¢ (3,346 (71) 1,39( 10,53: (9,143 (87)
9% 22% 4% 22%
12C 174 (54) (31) 19C 32C (130 (41)%
1% 1% L 1% 1% L
$15,23¢  $21,31¢  $(6,087) (29% $33,91:  $46,34  $(12,43) (21)%
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Technology licensing—consumer hardware devitas: $2.7 million, or 20%, decrease in net reverit@s technology licensing to
consumer hardware device manufacturers from theethmonths ended June 30, 2008 to the three momdesi dune 30, 2009, and the $5.8
million, or 19% decrease in net revenues from tetdgy licensing to consumer hardware device manufacs from the six months ended
June 30, 2008 to the six months ended June 30, 230@&ed primarily from a decrease in net royadtyenues associated with decreased
shipped-unit volumes of devices that incorporatetechnologies reported to us by our licensee pastn

Technology licensing—softwar&oftware licensing revenue from the three moetided June 30, 2008 to the three months ended
June 30, 2009, remained consistent at approxim&&{y million. The $2.6 million, or 49%, increasesoftware licensing revenue from the six
months ended June 30, 2008 to the six months ehdexl30, 2009 was primarily due to a $2.0 milliocréase from software development and
licensing revenues from licensing customers, ammiagmately $600,000 of additional revenue recogdimpon early termination of the
support period over which revenue is being recaghin a prior version of our website software essalt of our launch of a new version of
our website software in January 2009.

Advertising and third-party product distributiomhe $3.3 million, or 71%, decrease in advertising third-party product distribution
revenue from the three months ended June 30, 200& tthree months ended June 30, 2009, and the$Bion, or 87%, decrease in
advertising and thirgharty product distribution revenue from the six mienended June 30, 2008 to the six months ended3yr2009 resulte
primarily from the loss of revenue under our adgary services agreement with Yahoo!. Revenue filoerthree and six months ended Jun
2008 included $4.7 million and $10.3 million, restieely, of revenue from Yahoo! pursuant to oulopikgreement, under which Yahoo! paid
us fees based on the number of certain distribsitiorinstallations of the Yahoo! software by consusnin November 2008, Yahoo! notified
that they intended to breach this tyear advertising services agreement and would disage making payments required under the agree!
As a result, no revenue from Yahoo! was recordethduhe six months ended June 30, 2009. As weidenthe potential receipt of damages
from Yahoo! to be a gain contingency, no amountshseen recorded as of June 30, 2009. On Marc(®, 2ve entered into a promotion and
distribution agreement with Google, Inc., or Goeglersuant to which we agreed to distribute Goagbebducts with our software offerings.
Google has agreed to pay us fees under the agrébased on successful activations of Google’s prdDistribution revenue pursuant to the
agreement, starting with Google’s new browser, @leocommenced during the three months ended Jyr9890, during which revenue was
$1.3 million.

Content distribution and related servic&he $54,000, or 31%, decrease in content distobiaind related services revenue from the
three months ended June 30, 2008 to the three mentted June 30, 2009, and the $130,000, or 41éfeate in content distribution and
related services revenue from the six months eddad 30, 2008 to the six months ended June 30, 20®@rily reflects a decrease in sales
our Open Video System, or OVS, customers and inding revenues. Our OVS is a complete hosted sethit allows content creators to
deliver high-quality DivX video content over theémet. We use our OVS to provide content and sermpioviders with encoding services,
content storage and distribution services, andfiser DivX media format and digital rights managamtechnology. Using our OVS, a
content service provider can launch its own webesémd sell content online.

Gross profit

The following table shows the gross profit earnadeach of our revenue streams for the three anehsiths ended June 30, 2009 and
2008 in absolute dollars and as a percentage ateckrevenues (in thousands):

Three months endec Six months endec
June 30, Change June 30, Change
2009 2008 $ % 2009 2008 $ %
Gross profil
Technology licensin $11,55¢ $15,45¢ $(3,895) (25% $27,75¢ $33,49¢ $ (5,742 (17)%
Gross margin % 84% 94% 86% 94%
Advertising and thir-party distributior 1,30¢ 4,68 (3,380 (72) 1,20: 10,44( (9,237 (88
Gross margin % 94% 99% 87% 99%
Content distribution and related servi 69 38 31 82 66 55 11 20
Gross margin % 57% 22% . 35% 17% .
Total gross profi $12,93¢ $20,171 $(7,249) (36)% $29,02! $43,99! $(14,969) (349)%
Gross margin % 85% 95% 86 % 95%
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Technology licensingThe decrease in our technology licensing grosfit@nd the associated decrease in gross mardg.8fmillion, ol
25%, from the three months ended June 30, 200&tthtee months ended June 30, 2009, and $5.pmitr 17%, from the six months ended
June 30, 2008 and the six months ended June 30,@8@ due primarily to a decrease in our technolmgnsing revenue and the impact of
our H.264 license cost of approximately $1.3 millend $2.5 million, respectively, associated whth kaunch of the new version of our web
software during the first quarter of 2009.

Advertising and third-party distributionThe decrease in our advertising and third-paidfridution gross profit and the associated gross
margin of $3.4 million, or 72%, from the three muniended June 30, 2008 to the three months ended3®y 2009, and $9.2 million or 88%
from the six months ended June 30, 2008 to Jun2(Y were primarily due to loss in toolbar revennder our advertising services
agreement with Yahoo!, offset during the three rher@nded June 30, 2009 by revenue under our agn¢evrite Google.

Content distribution and related service®ur content distribution and related servicesgnmargin increased $31,000, or 82% from the
three months ended June 30, 2008 to the three sentded June 30, 2009 and $11,000, or 20%, fromixtraonths ended June 30, 2008 tc
six months ended June 30, 2009, primarily duede@ease in Internet connectivity costs resultingifa change in service providers.

Operating expenses

The following table summarizes and analyzes ouraipegy expenses for the three and six months edded 30, 2009 and 2008 (in
thousands):

Three months endec Six months endec
June 30, Change June 30, Change
2009 2008 $ % 2009 2008 $ %
Operating expense
Selling, general and administrati $11,87¢ $12,57: $ (69¢) (6)% $24,58¢ $28,55( $(3,966) (14)%
% of total net revenue 78% 59% 72% 62%
Product developmel 4,63: 5,36¢ (739  (19% 9,33¢ 10,79 (1,457 (3%
% of total net revenue 30% 25% 28% 23%
Impairment of acquired intangibli — 25(C (250 (100% — 1,25( (1,250 (100)%
% of total net revenue — 1% — 3%
Total operating expens $16,50¢ $18,18¢ $(1,687) (9% $33,91¢ $40,59 $(6,679) (16)%

Selling, general and administrativé’he $700,000, or 6%, decrease in selling, ger@rdladministrative expenses from the three months
ended June 30, 2008 to the three months ended3D2809, was primarily due to a decrease of appravely $600,000 in compensation and
benefits expense primarily as a result of a redndti our workforce that we implemented in Decenit@8, a decrease in travel expense of
$300,000, and a decrease in facility costs of ¥830, These decreases were partially offset by &s&® in professional services, primarily le
expense, of $500,000, and marketing and promotipereses of $100,000.

The $4.0 million, or 14% decrease in selling, gahand administrative expenses from the six moattted June 30, 2008 to the six
months ended June 30, 2009, primarily includeda($}).6 million decrease in Internet connectivélated costs primarily associated with the
shutdown of our online video community service, Stage6February 29, 2008; (2) a decrease of $1.0aniil travel expenses, (3) a decre
of approximately $500,000 for office and equipmesmttal expenses, (4) a decrease of approximat€l@,880 for marketing and promotion
expenses, (5) a $900,000 decrease in compensatidbenefits expense, partially due to our shut-do@tage6 and the reduction in our
workforce that we implemented in December 2008; @)@ decrease of approximately $100,000 in athiscellaneous expenses. These
decreases were partially offset by an increas@pfaximately $800,000 in professional service esgsnprimarily legal service expenses, and
an increase of approximately $300,000 in shareebesmpensation expenses.

Product developmentThe $700,000, or 14%, decrease in product dewstop expenses from the three months ended Jur938,to
the three months ended June 30, 2009 was printhréyto a decrease of approximately $600,000 in emsgtion and benefits as a result of
shut-down of Stage6 and the reduction in our wadddhat we implemented in December 2008, and eedse of approximately $50,000 in
share-based compensation expenses.
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The $1.5 million, or 13%, decrease in product depelent expenses from the six months ended Jur2088,to the six months ended
June 30, 2009 was primarily due to a decreasembapnately $1.1 million in compensation and betsefis a result of our shdbwn of Stage
and the reduction in our workforce that we impletedrin December 2008, and a decrease of approXin280,000 in share-based
compensation expenses.

Impairment of acquired intangibledn the three and six months ended June 30, 2@0&worded an impairment charge of $250,000 and
$1.3 million, respectively related to the patentszhnology license intangible asset acquired imeotion with our acquisition of Veatros in
July 2007. The asset was fully impaired during 2808 no impairment charges were recorded in theetand six months ended June 30, 2009.

Interest income and expense, néie reported net interest income of approxima$90,000 for the three months ended June 30, 2009
compared to $1.1 million for the three months endiate 30, 2008 and for the six months ended Jun20B®, we reported approximately $1.0
million of net interest income compared to $2.8liol for the six months ended June 30, 2008. Tiweedses are reflective of lower interest
rates compared to the same period in the prior. year

Other income (expense), nalVe recorded approximately $500,000 of other inedar the three months ended June 30, 2009 as
compared to approximately $15,000 of other expémsthe same period in 2008. For the six monthsdntline 30, 2009, we recorded other
income of approximately $100,000 compared to agprately $500,000 of other income for the six morghded June 30, 2008. The
fluctuations in other income (expenses), net weiragrily due to foreign exchange fluctuations om Buro-based intercompany receivable
balance.

Income tax provisionWe recorded an income tax benefit of $255,00@Herthree months ended June 30, 2009, based upa¥h a
effective tax rate, compared to a provision of $hillion for the three months ended June 30, 20880 upon a 46% effective tax rate. For the
six months ended June 30, 2009, we recorded agiwovior income taxes of $61,000, based on a 2&ct¥e tax rate, compared to $2.5
million, or 38% effective tax rate for the six mbreénded June 30, 2008. The income tax provisioorded during the six months ended
June 30, 2009 included discrete items of approxdipail.2 million. These discrete items are madefugpproximately $750,000 relating to a
decrease to certain deferred tax assets as a oésualifornia tax law change that was enactdéahruary 2009 and recorded during the first
quarter of 2009. This change allows an electivglsigales factor for state apportionment for taxafglars beginning on or after January 1,
2011. We expect to benefit from the California séngples factor election for apportioning incomeyfears 2011 and beyond. As a result of its
anticipated election of the single sales factogdnordance with SFAS No. 109, we haveneasured our deferred tax assets taking into at
the reversal pattern and the expected Californiaate under the elective single sales factor. dikerete items also include an increase to
income tax provision of approximately $460,000 tieato the write-off of deferred tax assets asat@d with cancelled stock options recorded
during the six months ended June 30, 2009. Excutliase discrete items, our effective tax rataHerthree and six months ended June 30,
2009 was approximately 27% and 31%, respectivelijchvcompares to approximately 46% and 38% fothihee and six months ended
June 30, 2008, respectively.

The difference between our effective tax rate &ed35% U.S. federal statutory rate for the threesix month period ended June 30,
2009 was primarily due to permanent differencegjally offset by research and development credlitd the impact of the discrete items. The
difference between our effective tax rate and %% 8).S. federal statutory rate for the three ardreinth period ended June 30, 2008 was
primarily due to state income taxes and permaniffierences, partially offset by research and depelent credits.

The effective tax rate for the three and six momthded June 30, 2009 is based upon our estimatzad #009 income before income
taxes. To the extent the estimate of fiscal 20@8rme before income taxes changes, our provisiomémme taxes will change as well. The
effective tax rate for the full year 2009 is ex@etto be approximately 32%, excluding any discitetas.

Liquidity and capital resources
The following table presents data regarding owiddy and capital resources (in thousands):

December 31

June 30,
2009 2008
Cash, cash equivalents and s-term investment $135,93: $ 117,33¢
Working capital 135,89: 115,76:
Total asset 194,06¢ 193,40:
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Cash Flows(in thousands):

Six Months Ended

June 30,
2009 2008
Net cash provided by operating activit $ 4,05( $ 1,39:
Net cash (used in) provided by investing activi (25,364 32,18¢
Net cash provided by (used in) financing activi 96( (19,387
Effect of exchange rate changes on ¢ 11¢ 55
Net (decrease) increase in cash and cash equis (20,23¢) 14,25
Cash and cash equivalents at beginning of pe 43,44 14,53
Cash and cash equivalents at end of pe $ 23,20¢ $ 28,78

Cash provided by operating activitieShe $4.1 million of cash provided by operating\aties for the six months ended June 30, 2009
was primarily due to a decrease in accounts rebkivaf $5.9 million, non-cash share-based compansaf $4.6 million, and non-cash
depreciation and amortization expenses of $3.0anijlpartially offset by net loss of $3.8 millioan increase in prepaid and other assets of
million, an increase in income taxes receivabl@nd million, a decrease in accrued liabilitiessaf0 million, and a decrease in deferred
revenue of approximately $500,000.

The $1.4 million of cash provided by operatingati#s for the six months ended June 30, 2008 wiasapily due to net income of $4.2
million, non-cash share-based compensation of $dl#bn, and non-cash depreciation and amortizagrpenses of $2.3 million, offset by a
$5.2 million increase in accounts receivable, & $illion increase in deferred tax, and changesttier working capital accounts, primarily
decreases in accounts payable and accrued liabiliti

Cash (used in) provided by investing activiti€be $25.4 million of cash used in investing aciistfor the six months ended June 30,
2009 was due to purchases of investments of $7Bli6m offset by sales and maturities of investrigeof $53.8 million.

The $32.2 million provided by investing activitifs the six months ended June 30, 2008 was prigndtié to $105.8 million in proceeds
from sales and maturities of investments offse$69.4 million in purchases of investments, $1.8iarilof cash paid for the Veatros
acquisition, $1.3 million in purchases of propeatd equipment and $1.2 million of milestone payrmenade for the MainConcept acquisition.

Cash provided by (used in) financing activiti€ehe $960,000 cash provided by financing actisifer the six months ended June 30,
2009 was primarily due to the proceeds of $500fé@® shares issued under the employee stock pwgsian, and $400,000 from the excess
tax benefit from the exercise of stock options.

The $19.4 million net cash used in financing ati#gifor the six months ended June 30, 2008 wasapily due to the $20.0 million used
in the repurchase of our common stock offset by@pmately $700,000 in proceeds from the exercisgtack options and shares issued under
the employee stock purchase plan.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Market risk represents the risk of loss that magaot our financial position, results of operationgash flows due to adverse changes in
financial and commodity market prices and rates.aféeexposed to market risk primarily in the artehanges in United States interest rates
and foreign currency exchange rates as measuréusatiee U.S. dollar. These exposures are direethted to our normal operating and
funding activities. We have not used derivativafinial or commodity instruments or engaged in haglgictivities.

Interest Rate Risk

All of our fixed income investments are classifelavailable-fosale and are therefore reported on the balance ahewrket value. Tk
fair values of our cash equivalents and investmargsubject to change as a result of changesikemiaterest rates and investment risk
related to the issuers’ credit worthiness. To min@rthese risks, we maintain an investment podfofivarious holdings, types and maturities.
We have established guidelines relative to divigadiion and maturities that attempt to maintairesaéind liquidity. These guidelines are
periodically reviewed and modified, if necessarye @ not utilize financial contracts to manage exposure in our investment portfolio to
changes in interest rates. At June 30, 2009, webhd@.0 million in cash, cash equivalents, sharitand long-term investments, all of which
are stated at fair value. Changes in market intea¢ss would not be expected to have a materiphanhon the fair value of $23.2 million of c
cash and cash equivalents at June 30, 2009, as thes
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consisted of securities with maturities of lessithaee months. The weighted-average maturity ofrorestments excluding auction rate
securities as of June 30, 2009 was approximatelgnenths. A 100 basis point increase or decreas#enest rates over a six month period
from those in effect at June 30, 2009 would, howetlecrease or increase, respectively, the rentabilri6.8 million of our investments by
approximately $700,000. While changes in interatts may affect the fair value of our investmentfpbo, any gains or losses will not be
recognized in our consolidated statements of ojgermuntil the investment is sold or if the redantin fair value was determined to be other
than temporary.

At June 30, 2009, we held approximately $4.5 milled municipal bond investments in par value, dfaexbas long-term assets, with an
auction reset feature, or auction rate securiie®\RS, whose underlying assets are student lo&ishvare substantially backed by the federal
government. Since February 2008, these auctions faéled and therefore continue to be illiquid amelwill not be able to access these funds
until a future auction of these investments is sastul or a buyer is found outside of the auctimtess. As a result, our ability to liquidate our
investment and fully recover the carrying valueof investment in the near term may be limited aymot exist. If the issuers are unable to
successfully close future auctions and their cnedihgs deteriorate, we may in the future be nexglifo record an impairment charge on these
investments.

In November 2008, we accepted an offer, from UBS AKGQUBS, entitling us to sell at par value ARSyarally purchased from UBS at
any time during a two-year period from June 30,@20tough July 2, 2012. If UBS has insufficient dimg to buy back the ARS and the
auction process continues to fail, then we mayrifietiher losses on the carrying value of the ARS.

We believe that, based on our total cash and imesstis position and our expected operating castsflowe are able to hold these
securities until there is a recovery in the audiorarket, which may be at final maturity. As a tgsve do not anticipate that the current
illiquidity of these ARS will have a material eftegn our cash requirement or working capital.

Foreign Currency Exchange Rate Risk

MainConcept generates revenues and incurs costhané denominated in local currencies. As exchaaigs vary, these results when
translated into U.S. dollars may vary from expectet and may adversely impact overall expectedtsesu

Additionally, at June 30, 2009, we had a receivélalance denominated in Euros due from MainCone@pt.outstanding receivable
balance is translated into U.S. dollars for finahogéporting purposes, with unrealized gains asdds included as a component of other income
(expense), net. A 100 basis point increase or dseri foreign currency exchange rates over a thaegh period from those in effect at
June 30, 2009 would not materially impact our ficiahposition, results of operations and cash flosring the six months ended June 30,
2009, we recorded approximately $26,000 of foreigrmency losses related to our foreign currencgixable denominated in Euros in other
income (expense), net on our consolidated statenérperations.

Item 4. Controls and Procedures

Evaluation of Disclosure Controls and ProceduresiWe maintain disclosure controls and proceduresatetiesigned to ensure that
information required to be disclosed in our repfifesi under the Securities Exchange Act of 193amended, is recorded, processed,
summarized and reported within the time periodsified in the Securities and Exchange Commission'as and forms and that such
information is accumulated and communicated tonoanagement, including our chief executive officed ahief financial officer, as
appropriate, to allow for timely decisions regagdnequired disclosure. In designing and evaluatirgdisclosure controls and procedures,
management recognizes that any controls and proegdwo matter how well designed and operatedpoaride only reasonable assurance of
achieving the desired control objectives, and mamamt is required to apply its judgment in evahmthe cost-benefit relationship of possible
controls and procedures.

As required by Securities and Exchange Commisside R3a-15(b), we carried out an evaluation, utldeisupervision and with the
participation of our management, including our €eieecutive officer and chief financial officer, tife effectiveness of the design and
operation of our disclosure controls and procedasesf the end of the period covered by this refBased on the foregoing, our chief
executive officer and chief f