Edgar Filing: BLOCKBUSTER INC - Form 10-Q

BLOCKBUSTER INC
Form 10-Q
August 14, 2001

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
FORM 10-0Q

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15 (d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended June 30, 2001
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 001-15153

BLOCKBUSTER INC.
(Exact name of registrant as specified in its charter)

Delaware 52-1655102
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

1201 Elm Street
Dallas, Texas 75270
Telephone (214) 854-3000
(Address, including zip code, and telephone number,
including area code, of registrant's principal executive offices)

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 [_]
Number of shares of common stock outstanding at August 1, 2001:

Class A common stock, par value $.01 per share: 31,592,750
Class B common stock, par value $.01 per share: 144,000,000

BLOCKBUSTER INC.
INDEX TO FORM 10-Q

PART I--FINANCIAL INFORMATION



Edgar Filing: BLOCKBUSTER INC - Form 10-Q

Item 1. Consolidated Financial Statements

Consolidated Statements of Operations
2000 and 2001

Consolidated Balance Sheets-—-at December 31,
Consolidated Statements of Cash Flows
(Unaudited)

Notes to Consolidated Financial Statements

2000 and June 30,

(Unaudited) -—-for the Six Months Ended June 30,

(Unaudited) -—-for the Three and Six Months Ended June 30,

2001 (Unaudited)

2000 and 2
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Ttem 1. Legal ProCeeding S . v v ittt ittt ettt et eeeeeeeeeeeeeeeeeeeeeeeeeeeeeeaeeeeeeeeeaseeeeneens
Item 4. Submission of Matters to a Vote of Security HoldersS. .. ... .ttt tmeeeeeeeenneeneneens
Item 6. Exhibits and Reports On FoOrm 8=K. ...t ittt ittt iiteeeeeeeeeeeeeeeeeaeeeeeeeeeaeeeeeneens
PART I--FINANCIAL INFORMATION
Item 1. Consolidated Financial Statements
BLOCKBUSTER INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(Unaudited)
(In millions, except per share amounts)
Three Months Six Mon
Ended June 30, Ended Ju
2000 2001 2000
Revenues:
RENEAL FOVENUE S e v vt vttt ettt ettt ettt ettt e eeeeeeeeeeneeens $1,029.4 $1,034.7 $2,053.8
Merchandise SaleS. ...t iin et ittt ettt eeeneeeeeeeanns 162.0 157.1 332.5
(@ ol o TSl o v o 6 = 23.0 34.2 39.2
1,214.4 1,226.0 2,425.5
Cost of sales:
Cost 0f rental revVeNUES . ...ttt ittt ettt eeeeeeeeeennenns 372.4 365.9 733.1
Cost of merchandise soOld........iiiiiiiiieineeeeennnnns 129.0 120.7 264.7
501.4 486.6 997.8
GroSs Profit ...ttt i et e e e e e e e e e e e 713.0 739.4 1,427.7
Operating expenses:
Selling, general and administrative.................0... 599.8 621.0 1,164.2
DepreCiation. ottt e e e e e e e e e e e e e e 62.2 58.7 123.3
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Amortization of intangibles........ ...t 44.0 43.5
706.0 723.2

Operating INCOmME. .ottt ittt ittt e e e e e ettt ae et 7.0 16.2
INtEeresSt EXPENSE . & it ittt ittt ettt ettt ee et (29.6) (20.1)
Interest INCOmME. ...ttt ittt ittt ettt ettt aeeeeeennn 1.9 1.6
Other items, Net ... ..ttt ittt et et e ee e eeaeenn 2.1 (0.2)
Income (loss) before INCOME LaAXEeS .. i ittt teteeeenenenenn (18.6) (2.5)
Provision for income taxes........oiiiiiiiinneeeeennnnns (8.9) (13.2)
Equity in income (loss) of affiliated companies, (0.4) 0.1
Net Of LaX. i ittt ittt it e ettt et eeeeeeeeaaaaae, ——mmm———— ————————

1 LS I = S (27.9) S (15.6)

Net loss per share:
Basic and diluted. . vttt it et e e e e e e e e S (0.16) S (0.09)

Weighted-average shares outstanding:
Basic and diluted......c. ittt ittt 175.0 175.3

Cash dividends per common Share.........ueeeeneeeeeeeeennns S 0.02 S 0.02

See notes to unaudited consolidated financial statements.

BLOCKBUSTER INC.
CONSOLIDATED BALANCE SHEETS
(In millions, except per share amounts)

Assets

Current assets:
Cash and cash equivalent s. . ... ittt ittt ettt et ettt e eaeeeeeeeeneeeeeeeeenns
Receivables, less allowances of $8.6 and $8.3 (2000 and 2001, respectively)......
Merchandise InvVentoOrie s . @ittt ittt ittt et e et et e ettt eeeeeeeeeeaaeeeeenes
Prepaid assets and other CUrrent asSsSel S . ... ittt ittt ittt tneeeeeeeenneeeeeeeenns

Total CULTENE @S SEE S . it ittt ittt e e ettt e ettt ettt eaee e eeeeeeeeeeenaeeeens

F 2D o N = N R s I o o s Y
Receivable from ViaCom. ...ttt ittt ittt ettt et et et e et eeeeeeeeeeaeeeeeeeeenaneens
Property and equipment, Nel . ...ttt ittt ittt ettt ettt eeeeeeeeeeaeeeeeeeenaneens
Intangible s, N .. ittt it e ittt e e e e e ettt e e ettt eaeeeeeeeeneeeeeeeeaaaaaeeens
O ol o TS = i Y

December
2000

646.

1,079.
5,809.
79.

NN NN DO J
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$8,548.9
Liabilities and Stockholders' Equity
Current liabilities:
ACCOUNE S PAVAD L. i ittt ettt ettt et et et e ettt e e e $ 592.7
A CCIUEA XIS S v v v v v e v e e e e e e e e e e aae e e e e e eaeeeeeeeeeaeeeeeeeeeeeeeee e 473.7
Current portion of long-term debt ... ...ttt ittt ettt eeeeeeeeeeenns 8.0
Current portion of capital lease 0bligations....... ittt ittt eeneeeeeeeenns 24.8
| il ket =Y N it - = O 24.0
Total current 1iabilitde s . v i ittt it ittt ettt ettt ettt et taeteeeeeeeneeans 1,123.2
Long-term debt, 1less CUrrent POt ion. ... ittt ittt ittt ettt ettt eeeeeeeeeeanenns 1,039.0
Capital lease obligations, less current POrtion. ... ..ttt ittt ettt eennenns 97.5
D il k=Y N it - = 207.2
(O ol o XS e = o s 0 e Y 73.6
2,540.5
Commitments and contingencies (Note 4)
Stockholders' equity:
Preferred stock, par value $.01 per share; 100.0 shares authorized; no shares
issued Or OULSTANAING. . v v ittt it e et e ettt e et e ettt aeeee e eeaeeeeeeeennaeens —-
Class A common stock, par value $.01 per share; 400.0 shares authorized;
31.0 and 31.5 shares issued and outstanding (2000 and 2001, respectively)........ 0.3
Class B common stock, par value $.01 per share; 500.0 shares authorized;
144.0 shares issued and oUutstanding. ... ..ttt iii ittt ttneeeeeeeenneeeeeeeenns 1.4
Additional paid-—3n Capital. ...ttt ittt ettt ettt et 6,166.4
|2 S = o Y=Y N e (= i 1 1 (86.8
Accumulated COmMPrenensSive L1OS S . v vt ittt it ittt ettt et taeee e eneeeeeeeeaneeeeenes (72.9
Total stockholders' EQUIt Y ...ttt n ittt ittt et ettt eeeeeeeeeeenaaaeees 6,008.4
$8,548.9
See notes to unaudited consolidated financial statements.
4
BLOCKBUSTER INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)
(In millions)
Six

Cash flows from operating activities:
J N w0 = $
Adjustments to reconcile net loss to net cash flow provided
by operating activities:
Depreciation and amortization. ... ..ttt ittt ittt ettt eeaeeeeeeaan
LD b Yo = -
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Equity in income of affiliated companies, net of tax........ciiiiiiiiiiiino..
Common stock issued to non-employee direCtorS. ...ttt ittt teeeeeenneeeenns
Gain on sales Of sStore OPEeralfionNS . ...ttt ittt ittt ettt te e eaaeeeeees
Gain on sale of non—-core 1nvestment ... ...ttt ittt ittt teeeeeeeeeneeeeenns
Change in operating assets and liabilities:
(Increase) decrease 1N reCeivaAbD e S . v i it it ittt ittt et et et et ettt ettt
(Increase) decrease 1in receivable from ViaCoOmM. . v v it ittt et ettt eeeeeeeeeeeeeeneen
Decrease in merchandise 1nventories. ... ..ttt ittt ittt eeeeeeeeeeanns
(Increase) decrease in prepaid and other assetsS.......i ittt itteeneeeeenns
Decrease 1n accounts pavable. .. ..ttt ittt ittt ettt et aee et eeaeeeeeeeean
Decrease in accrued expenses and other liabilities..........iiiiiiiiiiinneeennnn

Net cash flow provided by operating activities. ... ...ttt eennenennn

Cash flows from investing activities:

Rental 1ibrary PUILCRASE S . v ittt ittt ettt e e e e e ettt ae e e et eeaeeeeeeeenaeeeeeeeanns
Capital exXPenditUre s . @ittt ittt ettt e et e ettt e ae ettt e
Cash used for acqUisition S . vt ittt ittt e et e et et ettt et aeeeeeeeeneeeeeeeeanns
Proceeds from sales of store operations. ... ...t ii ittt ttteeeeeeeeneeeeeeeenns
Proceeds from sale of non-core investment ...... ...ttt tiiii ittt eeneeeeeeeenns
Investments in affiliated companies. ... ...ttt ittt ittt e ettt aeeeeeeeeenaenns
Net cash flow used in investing activities. ... ..ttt ittt eeeeenenns

Cash flows from financing activities:

Proceeds from cCredif agreement . ... ittt ittt ittt ettt ettt eaeeeeeeeeeaeaeeeeeenns
Repayments on Credif agreement . ... ittt ittt ittt et ettt e eeeeeeeeeeeaeaeeeeeanns
Proceeds from OfLher NOLesS . ...ttt ittt it i ittt et ettt
Repayments ONn OLher NOteS. ..ttt it it ettt e et ettt et aeee e eeeeeeeeeeanns
Net proceeds from the exercise o0f stock OpPLiOoNS. ...ttt ittt i ettt
Cash divaidends . vttt ittt ettt ittt ettt i i ittt e e i e
Capital lease PaymMENE S . i i it ittt ettt e et ettt et ae e e eeaeeeeeseenaeaeeeeeenns
Net cash flow used in financing activities. ... ..ttt ittt et eeeeaeenns
Effect of exchange rate changes On Cash. ... ..ttt ittt ettt et ieeeeeeeaneens
Net increase (decrease) in cash and cash equivalents....... ..ottt eennnnennn
Cash and cash equivalents at beginning of period.......... ittt eennnnns
Cash and cash equivalents at end o0f Period. ... ..ttt ittt ettt ettt eeaneens

Supplemental cash flow information:
Cash payments for dnterest. ...ttt ittt e ettt ettt ettt eeeeeeeeeeanns

Non-cash investing and financing activities:
Property and equipment acquired under capitalized leases.........iiiiiiiiieeennnn

See notes to unaudited consolidated financial statements.

BLOCKBUSTER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
(Tabular amounts in millions, except per share amounts)

Note 1--Basis of Presentation

Il

Il

Il
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Blockbuster Inc. and its subsidiaries (the "Company" or "Blockbuster") operate
and franchise entertainment-related stores in the United States and a number of
other countries. The Company offers pre-recorded videocassettes and DVDs
primarily for rental and also offers titles for purchase on a "sell-through"
(retail) basis. In addition, the Company offers video games for rental and sale
and sells other entertainment-related merchandise.

In the opinion of management, the accompanying consolidated financial
statements include all recurring adjustments and normal accruals necessary to
present fairly the Company's financial position and its results of operations
and cash flows for the dates and periods presented. Results for interim periods
are not necessarily indicative of the results to be expected during the
remainder of the current year or for any future period. All significant
intercompany accounts and transactions have been eliminated in consolidation.

These unaudited consolidated financial statements should be read in
conjunction with the more detailed audited consolidated financial statements for
the year ended December 31, 2000, included in the Company's Annual Report on
Form 10-K as filed with the Securities and Exchange Commission (the "SEC") on
March 29, 2001. Accounting policies used in the preparation of these unaudited
consolidated financial statements are consistent in all material respects with
the accounting policies described in the Notes to Consolidated Financial
Statements included in the Company's Form 10-K.

Use of Estimates

The preparation of consolidated financial statements in conformity with
generally accepted accounting principles requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities,
disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.

Earnings Per Share

Basic earnings per share ("EPS") is computed by dividing the net income (loss)
applicable to common shares by the weighted-average number of common shares
outstanding during the period. Diluted EPS adjusts the basic weighted-average
number of common shares outstanding by the assumed exercise of stock options
only in periods in which such effect would have been dilutive. Options to
purchase approximately 9.8 million and 12.7 million shares of class A common
stock were outstanding as of June 30, 2000 and 2001, respectively, and were
excluded from the computation of the weighted-average shares for diluted EPS
because their inclusion would be anti-dilutive. The table below presents a
reconciliation of weighted-average shares used in the calculation of basic and
diluted EPS:

Three Months Ended Six Months Ended

June 30, June 30,
2000 2001 2000 2001
Weighted-average shares for basic EPS....... 175.0 175.3 175.0 175.1
Incremental shares for stock options........ - - - -
Weighted-average shares for diluted EPS..... 175.0 175.3 175.0 175.1



Edgar Filing: BLOCKBUSTER INC - Form 10-Q

Comprehensive Loss

Comprehensive loss consists of net income (loss) and other gains and losses
affecting stockholders' equity that, under generally accepted accounting
principles, are excluded from net income (loss), such as unrealized gains and
losses on investments available for sale, foreign currency translation gains and
losses, the change in the fair values of interest rate swaps and minimum pension
liability. Currency translation and the change in the fair values of interest
rate swaps are the only items of comprehensive loss impacting the Company. The
balances in accumulated comprehensive loss consist of the following:

BLOCKBUSTER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
(Tabular amounts in millions, except per share amounts)

At December 31, 2000 At Ju
Change in fair value of interest rate swaps, net of deferred S -
S =
Foreign currency translation adjustment...................o... (72.9)
Accumulated comprehensive 10SS. ...ttt i it iteeeeeeeeenneeeens $(72.9)
Comprehensive loss was as follows:
Three Months Ended Six Months End
June 30, June 30,
2000 2001 2000 20
J N N T = $(27.9) $(15.6) $(32.0) S (1
Change in fair value of interest rate swaps, net - 0.3 - (
of deferred LaxXesS. ...ttt ittt
Foreign currency translation adjustment............ (23.2) 2.3 (23.6) (1
Total comprehensive 10SS. ...ttt eeeeeennneeeennn $(51.1) $(13.0) $(55.6)

Recent Pronouncements

On January 1, 2001, the Company adopted SFAS 133, "Accounting for Derivative
Instruments and Hedging Activities" ("SFAS 133"), as amended by Statements 137
and 138. These statements require companies to recognize all derivatives as
either assets or liabilities on the balance sheet and measure those instruments
at fair value. The statements also established new accounting rules for hedging
instruments which, depending on the nature of the hedge, require that changes in
the fair value of the derivatives either be offset against the change in fair
value of assets, liabilities or firm commitments through earnings, or be
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recognized in other comprehensive income (loss) until the hedged item is
recognized in earnings. The impact of adoption was immaterial on the Company's
consolidated results of operations and financial position.

The Company is exposed to fluctuations in interest rates. The Company uses
derivative instruments, including swaps, to manage certain of these exposures.
Derivative instruments used by the Company in its hedging activities are viewed
as risk management tools, involve little complexity and are not used for trading
or speculative purposes. In the first quarter of 2001, the Company entered into
two interest rate swaps that qualified as cash flow hedges. Included as a
component of accumulated other comprehensive loss was an after-tax gain of $0.3
million for the three months ended June 30, 2001 and an after-tax loss of $0.8
million for the six months ended June 30, 2001 associated with cash flow hedges.

On June 29, 2001, the Financial Accounting Standards Board ("FASB") approved
SFAS 141, "Business Combinations" ("SFAS 141"). SFAS 141 requires that the
purchase method of accounting be used for all business combinations initiated
after June 30, 2001. The Company is required to implement SFAS 141 for business
combinations entered into on or after July 1, 2001.

On June 29, 2001, the FASB also approved SFAS 142, "Goodwill and Other
Intangible Assets" ("SFAS 142"). SFAS 142 changes the accounting for goodwill
from an amortization method to an impairment-only approach. Amortization of
goodwill and intangible assets with indefinite lives, including such assets
recorded in past business combinations, will cease upon adoption of this
statement. On an annual basis, and when there is reason to suspect that their
values have been diminished or impaired, these assets must be tested for
impairment, and a write-down may be necessary. Intangible assets that have
finite useful lives will continue to be amortized over their useful lives, but
without the constraint of an arbitrary forty-year ceiling. The Company is
required to implement SFAS 142 on January 1, 2002 and it has not determined the
impact that this statement will have on its consolidated financial position or
results of operations.

BLOCKBUSTER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
(Tabular amounts in millions, except per share amounts)

Note 2--Related Party Transactions

The Company, through the normal course of business, is involved in
transactions with companies owned by or affiliated with Viacom Inc. ("Viacom").
The Company purchases certain videocassettes and DVDs for rental and sale
directly from Paramount Pictures Corporation ("Paramount"). Total purchases from
Paramount were $11.7 million and $20.7 million for the three months ended June
30, 2000 and 2001, respectively. Total purchases from Paramount were $48.5
million and $40.5 million for the six months ended June 30, 2000 and 2001,
respectively.

All other transactions with companies owned by or affiliated with Viacom did
not have a material impact on the financial position or results of operations
presented herein.

Note 3--Credit Agreement and Other Debt
On June 21, 1999, Blockbuster entered into a $1.9 billion unsecured credit

agreement (the "Blockbuster Credit Agreement") with a syndicate of banks. The
Blockbuster Credit Agreement was initially comprised of a $700 million long-term
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revolver due July 1, 2004; a $600 million term loan due in quarterly
installments beginning April 1, 2002 and ending July 1, 2004; and a $600 million
short-term revolver, which was paid down during 2000. The repayment of the
short-term revolver permanently reduced the borrowing capacity under the
Blockbuster Credit Agreement from $1.9 billion to $1.3 billion. The Company had
$400.0 million of available borrowing capacity under the long-term revolver at
June 30, 2001. Interest rates under the Blockbuster Credit Agreement are based
on the prime rate in the United States or LIBOR (plus a margin based on leverage
ratios, which is currently 1.25%), at Blockbuster's option at the time of
borrowing. The weighted-average interest rate at June 30, 2001 for borrowings
under the Blockbuster Credit Agreement was 5.6%. A variable commitment fee based
on the total leverage ratio is charged on the unused amount of the revolver
(0.25% at June 30, 2001).

The Blockbuster Credit Agreement contains certain restrictive covenants,
which, among other things, relate to the payment of dividends, repurchase of
Blockbuster's common stock or other distributions and also require compliance
with certain financial covenants with respect to a maximum leverage ratio and a
minimum fixed charge coverage ratio. At June 30, 2001, the Company was in
compliance with all financial covenants under the Blockbuster Credit Agreement.

In March 2001, the Company entered into two interest rate swaps with Viacom
in order to obtain a fixed interest rate with respect to $400 million of the
Company's outstanding floating rate debt under the Blockbuster Credit Agreement,
and thereby reduce the Company's exposure to interest rate volatility. The swaps
fixed $200 million of the Company's outstanding debt at an interest rate of
5.01% for two years and the other $200 million at an interest rate of 5.12% for
two and one-half years. The Company's effective interest rates include a LIBOR
spread payable to the lenders under its credit facility, which spread is subject
to change under the terms of the Blockbuster Credit Agreement and is currently
1.25%. Including the effect of the LIBOR spread, the effective interest rates of
the swaps are currently 6.26% and 6.37%, respectively. The swaps are subject to
termination in the event that (i) Viacom ceases to own greater than 80% of the
Company's outstanding common stock or (ii) the Company no longer has any
obligations under the term loan portion of the Blockbuster Credit Agreement. The
interest rate swaps qualify as fully effective, cash-flow hedging instruments
under SFAS 133. Therefore, the gain or loss of the qualifying cash flow hedge is
reported in other comprehensive income (loss) and reclassified into earnings in
the same period in which the hedged transaction affects earnings.

BLOCKBUSTER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
(Tabular amounts in millions, except per share amounts)

Note 4--Commitments and Contingencies

In October 1998, BLOCKBUSTER MUSIC stores ("Music") were sold to Wherehouse
Entertainment Inc. ("Wherehouse"). Certain leases transferred in connection with
the sale of Music to Wherehouse had previously been guaranteed either by Viacom
or its affiliates. The remaining lease terms expire on various dates through
2007. Blockbuster has agreed to indemnify Viacom with respect to any amount paid
under these guarantees. At the time of the sale, the contingent liability for
base rent approximated $84 million, on an undiscounted basis, with respect to
these guarantees. The Company has not recognized any reserves related to this
contingent liability in the accompanying consolidated financial statements. If
Wherehouse defaults, related losses could materially affect future operating
income.
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As discussed in Blockbuster's Annual Report on Form 10-K filed with the SEC on
March 29, 2001, a lawsuit is pending against Blockbuster in the United States
District Court for the Western District of Texas that includes federal antitrust
and California state law claims regarding its revenue sharing arrangements, and
a similar lawsuit is also pending in California state court. On March 16, 2001,
the federal judge in the United States District Court for the Western District
of Texas denied the plaintiffs' request for class certification of both the
federal antitrust and California state law claims. The California state court
plaintiffs are now seeking restitution and injunctive relief in addition to
treble damages. In addition to any damage award to which Blockbuster might be
directly subject, if Viacom is required to pay any damage award as a result of
the federal or state court action, Viacom may seek indemnification for its
losses from Blockbuster under the release and indemnification agreement entered
into between Viacom and Blockbuster. Blockbuster believes the plaintiffs'
positions in both actions are without merit and intends to vigorously defend
itself in the litigation.

On May 7, 1999, Lynn Adams, Khristine Schoggins, and Debbie Lenke, purporting
to act as class representatives on behalf of themselves and for a class
comprised of certain Blockbuster store managers who worked in California, filed
a complaint in District Court in Orange County, California against Blockbuster.
The plaintiffs claim that they should be classified as non-exempt and are thus
owed overtime payments under California law. The dollar amount that plaintiffs
seek as damages to themselves and those similarly situated is not set forth in

the complaint. In January 2001, the trial court judge certified a class. In
February 2001, the California Court of Appeals denied Blockbuster's petition for
a writ of mandate. In April 2001, the Supreme Court of California denied

Blockbuster's petition for review. Blockbuster believes the plaintiffs'
position is without merit and intends to vigorously defend itself in the
litigation.

Blockbuster is a defendant in 19 putative class action lawsuits filed by
customers in state courts in Illinois, California, Ohio, Maryland, Texas, New
York, New Jersey, Tennessee, Delaware, Massachusetts, Washington, D.C., and
Pennsylvania between February 1999 and April 2001. These cases allege common law
and statutory claims for fraud and/or deceptive practices and/or unlawful
business practices regarding Blockbuster's policies for customers who choose to
keep rental product beyond the prepaid initial rental period. Some of the cases
also allege that these policies impose unlawful penalties and/or result in
unjust enrichment. The dollar amounts that plaintiffs seek as damages to
themselves and those similarly situated are not set forth in the complaints.
Blockbuster reached a preliminary settlement in two of the Texas cases and on
April 11, 2001, a Texas state court preliminarily approved the parties' proposed
settlement agreement, which provides for a national settlement class and does
not admit liability. The Texas court signed an order approving an addendum to
the settlement agreement on May 30, 2001. Under the proposed settlement,
Blockbuster would make certificates available to class members for rentals and
discounts and would pay up to $9.25 million in attorneys' fees in connection
with the settlement. Confirmation of a settlement is subject to a fairness
hearing, currently scheduled for December 10, 2001, and a final court order.
Blockbuster has the right to rescind the settlement agreement if more than 3,000
class members exclude themselves from the settlement. Either party will have
the right to terminate the settlement agreement if (i) the court does not
approve a settlement after the fairness hearing or (ii) the court does approve a
settlement, but enters a final order that is not substantially in the form
submitted to it, including changes to the order relating to the payment of
attorneys' fees. On April 23, 2001, an Illinois state court denied
Blockbuster's motion to stay the case based on the settlement in Texas. On April
25, 2001, the same Illinois state court entered a provisional order, subject to
further review and final determination, certifying

10
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BLOCKBUSTER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
(Tabular amounts in millions, except per share amounts)

plaintiff and defendant classes in order that putative class counsel in Illinois
would have an opportunity to be heard regarding the national class settlement.
Blockbuster sought an interlocutory appeal of the Illinois trial court's denial
of the motion to stay. On June 20, 2001, the Illinois Court of Appeals denied
Blockbuster's interlocutory appeal for lack of jurisdiction. On July 25, 2001,
Blockbuster filed its petition for leave to appeal in the Supreme Court of
Illinois. Blockbuster believes the plaintiffs' positions in these suits are
without merit and, if the settlement reached in Texas is not confirmed, it
intends to vigorously defend itself in the litigation.

The Company 1is a defendant from time to time in other lawsuits incidental to
its business. Based on currently available information, the Company believes
that resolution of these known contingencies would not have a material adverse
impact on the Company's consolidated financial statements or liquidity. However,
there can be no assurances that future costs would not be material to results of
operations or liquidity of the Company for a particular period. In addition, the
Company's estimates of future costs are subject to change as circumstances
change and additional information becomes available during the course of
litigation.

Note 5--Operating Segments and Geographic Area

Beginning in the fourth quarter of 1999, the Company began reporting in two
segments, (i) its video segment, which included its home wvideocassette, DVD and
video game rental and retail operations; and (ii) its new media segment, which
included its operations relating to its Internet site and to the exploration of
various forms of electronic entertainment delivery, including video-on-demand.
The Company's reportable operating segments are determined in accordance with
the Company's internal management of its operations. At the end of the fourth
quarter of 2000, the Company shifted the focus of its new media operations from
e-commerce offerings to other features designed to support its stores and
increase store revenues. As a result, effective January 1, 2001, the Company
began consolidating its new media operating results with its video operating
results, and no longer reports a separate segment for its new media operations.

10
Item 2. Management's Discussion and Analysis of Financial Condition and Results
of Operations
Management's discussion and analysis of financial condition and results of
operations should be read in conjunction with the Consolidated Financial
Statements and the related Notes.

Results of Operations

The following table sets forth consolidated results of operations and other
financial data (in millions, except margin and worldwide store data) :

Three Months Ended June 30,
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2000 2001

Statement of Operations Data:

ROV ENUE S e 4 v vttt et e et ttee et et eeeeeeeeeeeeeeeeeeeeneeens $1,214.4 $1,226.0
CoSt Of SAleS . i ittt ittt et e e e e et ettt e e e 501.4 486.6
GroSs Profit ..ttt it e e e e e e e e e e 713.0 739.4
Operating EXPENSE S . vt it ittt ettt et ettt ettt e 706.0 723.2
Operating INCOmME. . . i ittt ittt et e et ettt et e eeaeens 7.0 16.2
INtEeresSt EXPENS e . & it ittt ittt ettt ettt te ettt (29.6) (20.1)
Interest INCOmME. ...ttt ittt ittt ettt e ee e et aeeeeeeenn 1.9 1.6
Other items, Net ... ..ttt ittt ettt ee e eeaeeen 2.1 (0.2)
Income (loss) before INCOME LAXES . i i ittt it eeenenenn (18.6) (2.5)
Provision for income taxes........oiiiiiiinnneeeeennenns (8.9) (13.2)
Equity in income (loss) of affiliated companies, net of (0.4) 0.1
=ttt i
1 L= S 1N 7= S (27.9) S (15.6)
Cash Flow Data:

Cash flows provided by operating activities.............

Cash flows used in investing activities.................

Cash flows used in financing activities.................

Other Data:

JDJCY o Bat =Yl I il A o 3o NP $ 62.2 $ 58.7
Amortization of intangibles........ ... 44.0 43.5
EB T DA (L) ettt e e e e e e et et e ee e e eeeeeeeeeeeeeeenanaeeenens 113.2 118.4
Net loss plus intangible amortization, net of tax(1l) (2). 13.8 26.3
Margins:
Rental margin (3) v v vt i i it ittt ittt et eeeeeeeeeeaaenns 63.8% 64.6%
Merchandise margin(4) .. vttt ittt ittt eeeeeeeeeanns 20.4% 23.2%
GrosSs Margin (5) v v v vttt ittt e et ettt ettt 58.7% 60.3%
Worldwide Store Data:

Same store revenues increase (decrease) (0) «..vueveweeeenn. 11.0% (2.7)%
Total system-wide stores at end of period............... 7,376 7,781

(1) "EBITDA" and "Net income (loss) plus intangible amortization, net of tax"
are presented here to provide additional information about Blockbuster's
operations. These items should be considered in addition to, but not as a
substitute for, or superior to, operating income, net income (loss), cash
flow and other measures of financial performance prepared in accordance with
generally accepted accounting principles. EBITDA may differ in the method of
calculation from similarly titled measures used by other companies.

(2) Intangible amortization, net of tax, included in this item is primarily

related to goodwill.

Rental gross profit as a percentage of rental revenues.

Merchandise gross profit as a percentage of merchandise revenues.

Gross profit as a percentage of total revenues.

A store is included in the same store revenues calculation after it has been

opened and operated by us for more than 52 weeks. An acquired store becomes

part of the same store base in the 53rd week after its acquisition and
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conversion. The percentage change is computed by comparing total net
revenues for same stores at the end of the applicable reporting period with
total net revenues from these same stores for the comparable period in the
prior year.
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Three Months Ended June 30, 2001 Compared to Three Months Ended June 30, 2000

Revenues. Revenues of $1,226.0 million in the second quarter of 2001
increased $11.6 million, or 1.0%, from $1,214.4 million in the second quarter of
2000. The increase in revenues was primarily due to a net increase in the number
of company-operated stores of 222 to 6,314 at June 30, 2001 from 6,092 at June
30, 2000 and revenues from our DIRECTV initiative, which were not present in the
second quarter of 2000. These increases were partially offset by a decrease in
worldwide same store revenues of 2.7%. The decrease in worldwide same store
revenues was primarily due to a 5.3% decrease in same store revenues from our
domestic operations, which was partially offset by a 9.7% increase in same store
revenues from our international operations. The decrease in domestic same store
revenues, which constituted 80.0% of our consolidated revenues for the second
quarter, was primarily due to a box office disadvantage for the second quarter
of 2001. This decrease was partially offset by an increase in previously viewed
product sales. The increase in same store revenues from our international
operations was primarily due to the impact of revenue-sharing in key
international markets.

Rental Revenues. Rental revenues, which include previously viewed product
sales, of $1,034.7 million in the second quarter of 2001 increased $5.3
million, or 0.5%, from $1,029.4 million in the second quarter of 2000. The
increase in rental revenues was primarily due to the net increase in the
number of company-operated stores of 222, which was partially offset by a
decrease in worldwide same store rental revenues of 2.7%. The decrease in
worldwide same store rental revenues was due to a decrease in domestic same
store rental revenues of 4.9%, which was partially offset by an increase in
international same store rental revenues of 9.5%. The decrease in domestic
same store rental revenues was primarily due to a box office disadvantage
between titles that became available in the second quarter of 2001 as compared
to the titles that became available in the late first quarter and the second
quarter of 2000, which included The Sixth Sense, which is the top rental title
in our history. The decrease due to the box office disadvantage was partially
offset by (i) continued growth in DVD rental revenues, which increased from
6.4% of domestic rental revenues in the second quarter of 2000 to 16.0% of
domestic rental revenues in the second quarter of 2001; and (ii) a 22.2%
increase in worldwide previously viewed product sales for the second quarter
of 2001 as compared to the second quarter of 2000, driven by an increase in
previously viewed DVD sales. The increase in international same store rental
revenues was driven by the impact of revenue-sharing in key international
markets.

Merchandise Sales. Merchandise sales of $157.1 million in the second
quarter of 2001 decreased $4.9 million, or 3.0%, from $162.0 million in the
second quarter of 2000. The primary reason for the decrease in merchandise
sales was an 8.3% decrease in domestic same store merchandise sales, which was
partially offset by a net increase in company-operated stores of 222. The
decrease in domestic same store merchandise sales was driven by (i) a decrease
in retail VHS sales, (ii) a decrease in licensed merchandise sales, and (iii)
the discontinuation of music sales in our stores. These decreases were
partially offset by an increase in domestic retail DVD sales and a 10.6%
increase in international same store retail sales.

Cost of Sales. Cost of sales of $486.6 million in the second quarter of

13
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2001 decreased $14.8 million, or 3.0%, from $501.4 million in the second quarter
of 2000. Cost of sales as a percentage of total revenues improved to 39.7% in
the second quarter of 2001 from 41.3% in the second quarter of 2000. These
improvements were primarily due to (i) an increase in the percentage of rental
revenues from DVD rental product, which on average has a lower overall cost than
VHS rental product, (ii) an increase in margins on domestic game rentals, and
(iii) an increase in margins on previously viewed product sales generated by
higher average unit selling prices as a result of an increase in previously
viewed DVD sales as a percentage of total previously viewed product sales. These
items were partially offset by a decrease in international rental margins in the
second quarter of 2001 as compared to the second quarter of 2000, due to the
increase in revenues generated through revenue-sharing arrangements in key
international markets.

We are continually evaluating our product mix and product offerings, as
well as related strategic alliances, to try to optimize our stores' revenues and
gross profit. In 2000, we began marketing and soliciting DIRECTV system
equipment and DIRECTV (R) programming packages in our stores. In February 2001,
we entered into a strategic alliance with RadioShack under which RadioShack
would operate store-within-a-store areas inside selected Blockbuster locations.
During the second quarter of 2001, we launched Phase I of this concept and
RadioShack has opened approximately 120 RadioShack Cool Things stores in

12

four markets. Additionally, we intend to continue to increase our stores' depth
of DVDs in response to accelerated consumer acceptance of the DVD format. Our
initiatives to optimize our stores' revenues and gross profit may cause us to
alter the product mix in our stores. This may cause us to rationalize our
stores' existing product mix and/or change accounting estimates related to our
rental library, which could result in a non-cash charge.

Gross Profit. Gross profit of $739.4 million in the second quarter of 2001
increased $26.4 million, or 3.7%, from $713.0 million in the second quarter of
2000. For 2001, gross profit as a percentage of total revenues increased to
60.3% from 58.7% in the second quarter of 2000. The increase in gross margin
percentage was due to the decrease in cost of sales as a percentage of revenues
described above.

Operating Expenses. Total operating expenses of $723.2 million in the
second quarter of 2001 increased $17.2 million, or 2.4%, from $706.0 million in
the second quarter of 2000. This increase was primarily due to the net increase
of 222 company-operated stores and costs related to our DIRECTV initiative and
strategic investments in initiatives to improve customer service. Total
operating expenses as a percentage of total revenues was 59.0% in the second
quarter of 2001 compared to 58.1% in the second quarter of 2000. The increases
in total operating expenses also resulted from the following:

Selling, General and Administrative Expense. Selling, general and
administrative expense, which includes expenses incurred at the store,
regional, and corporate levels, as a percentage of total revenues increased to
50.7% for the second quarter of 2001 from 49.4% in the second quarter of 2000.
Selling, general and administrative expense of $621.0 million in the second
quarter of 2001 increased $21.2 million, or 3.5%, from $599.8 million in the
second quarter of 2000. The dollar increase in the second quarter of 2001
resulted from the following items. Compensation increased $18.5 million
primarily related to additional personnel needed to support our store growth,
increased health insurance costs, increased customer service initiatives and
our DIRECTV initiative. Occupancy costs increased $3.2 million primarily as a
result of an increase in the number of company-operated stores and leases that
expired and were renewed at increased rates. Other corporate and store

14
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expenses increased $0.9 million due primarily to the growth of our business,
including the increase in the number of company-operated stores. These
increases were partially offse