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Special Note Regarding Forward-Looking Statements

This Annual Report on Form 10-K contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933, as amended (the "Securities Act") and Section 21E of the Securities Exchange Act of 1934, as amended (the "Exchange Act"). All statements contained in this Annual Report on Form 10-K, other than statements of historical fact, are forward-looking statements. Forward-looking statements generally can be identified by the words “may,” “will,” “expect,” “believe,” “anticipate,” “intend,” “could,” "would," "project," "plan," “estimate,” or “continue,” or the negative of these words or other similar terms or expressions that concern our expectations strategy, plans or intentions. Forward looking statements contained in this Annual Report on Form 10-K include, but are not limited to, statements about:

· our ability to attract and retain customers, including large enterprises;

· our approach to identifying, attracting and keeping new and existing customers, as well as our expectations regarding customer turnover;
· our beliefs regarding network traffic growth and other trends related to the usage of our products and services;

· our expectations regarding revenue, costs, expenses, gross margin, dollar based net retention rate, Adjusted EBITDA and capital expenditures;
· our beliefs regarding the growth of our business and how that impacts our liquidity and capital resources requirements;

· the sufficiency of our cash and cash equivalents to meet our liquidity needs;

· our ability to attract, train, and retain qualified employees and key personnel;

· our beliefs regarding the expense and productivity of and competition for our sales force;

· our expectations regarding headcount;

· our ability to maintain and benefit from our corporate culture;

· our plans to further invest in and grow our business, and our ability to effectively manage our growth and associated investments;
· our ability to introduce new products and services and enhance existing products and services;

· our ability to compete successfully against current and future competitors;

· the evolution of technology affecting our products, services and markets;

· the impact of certain new accounting standards and guidance as well as the time and cost of continued compliance with existing rules and standards;
· our beliefs regarding the use of non-GAAP financial measures;

· our ability to maintain, protect and enhance our intellectual property;

· our expectations regarding litigation and other pending or potential disputes;

· our ability to comply with modified or new laws and regulations; and

· the increased expenses associated with being a public company.

We caution you that the foregoing list may not contain all the forward-looking statements made in this Annual Report on Form 10-K.

You should not rely upon forward-looking statements as predictions of future events. We have based the forward-looking statements contained in this Annual Report on Form 10-K primarily on our current expectations and projections about future events and trends that we believe may affect our business, financial condition, results of operations and prospects. The outcome of the events described in these forward-looking statements is subject to risks, uncertainties and other factors described in the section titled "Risk Factors"
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and elsewhere in this Annual Report on Form 10-K. Moreover, we operate in a very competitive and rapidly changing environment. New risks and uncertainties emerge from time to time and it is not possible for us to predict all risks and uncertainties that could have an impact on the forward-looking statements contained in this Annual Report on Form 10-K. We cannot assure you that the results, events and circumstances reflected in the forward-looking statements will be achieved or occur, and actual results, events or circumstances could differ materially from those described in the forward-looking statements.

The forward-looking statements made in this Annual Report on Form 10-K relate only to events as of the date on which the statements are made. We undertake no obligation to update any forward-looking statements made in this Annual Report on Form 10-K to reflect events or circumstances after the date of this Annual Report on Form 10-K or to reflect new information or the occurrence of unanticipated events, except as required by law. We may not actually achieve the plans, intentions or expectations disclosed in our forward-looking statements and you should not place undue reliance on our forward-looking statements. Our forward-looking statements do not reflect the potential impact of any future acquisitions, mergers, dispositions, joint ventures or investments we may make.
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PART I

Item 1. Business

Overview

We are a leading cloud-based communications platform for enterprises in the United States. Our solutions include a broad range of software Application Programming Interfaces ("APIs") for voice and text functionality and our owned and managed, purpose-built Internet Protocol ("IP") voice network, one of the largest in the nation. Our sophisticated and easy-to-use software APIs allow enterprises to enhance their products and services by incorporating advanced voice and text capabilities. Companies use our platform to more frequently and seamlessly connect with their end users, add voice calling capabilities to residential Internet of Things ("IoT") devices, offer end users new mobile application experiences and improve employee productivity, among other use cases. By owning and operating a capital-efficient, purpose-built IP voice network, we are able to offer advanced monitoring, reporting and analytics, superior customer service, dedicated operating teams, personalized support, and flexible cost structures. Over the last ten years, we have pioneered the Communications Platform-as-a-Service ("CPaaS") space through our innovation-rich culture and focus on empowering enterprises with end-to-end communications solutions.

As technologies evolve and new mobile applications and connected devices proliferate, enterprises must adapt and innovate their communications solutions to create a “connected” experience anywhere, anytime, on any device. Enterprises looking to capitalize on trends such as voice as an interface and Application-to-Person ("A2P") messaging need solutions that are reliable, secure, scalable and cost-efficient. Most software-powered communications providers rely heavily on leased networks and cannot provide enterprise-grade service and support. We believe traditional large-scale network providers lack the capabilities to build robust software platforms for agile development of communications solutions. Enterprises focus on their core businesses, but lack the technical know-how or strategic flexibility to build the customized solutions they require in-house. As a result, enterprises need a third-party, end-to-end, cloud-based software solution that eliminates the complexity and expense of building and maintaining their own communications platform.

Our solutions address enterprises’ communications needs, which we believe are shaping the future of how enterprises connect through embedded voice and text for applications and devices. At the core of our solutions are our communications software APIs, which allow companies to build products and services on top of our cloud-based, out-of-the-box software. Our software APIs include pre-defined functions that are easily customizable for specific use cases without the challenge and expense of building and deploying complex code. Moreover, our platform collects and analyzes terabytes of call and messaging data records in real-time and provide a seamless integration to CRM and Business Intelligence analytics tools to provide meaningful data driven actionable insights for critical business decisions. Customers can then launch and scale applications and solutions with reliability using our own nationwide IP voice network. Our voice software APIs allow enterprises to make and receive phone calls and create advanced voice experiences. Integration with our purpose-built IP voice network ensures enterprise-grade functionality and secure, high-quality connections. Our messaging software APIs provide enterprises with advanced tools to connect with end users via messaging. Our customers also use our solutions to enable 911 response capabilities, real-time provisioning and activation of phone numbers, and toll-free number messaging.

We are the only CPaaS provider in the industry with our own nationwide IP voice network, which we have purpose-built for our platform. Our network is capital-efficient and custom-built to support the applications and experiences that make a difference in the way enterprises communicate. Since a communications platform is only as strong as the network that backs it, we believe our network provides a
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significant competitive advantage in the control, quality, pricing power and scalability of our offering. We are able to control the quality and provide the support our customers expect, as well as efficiently meet scalability and cost requirements.

Our customers currently include only enterprises, which includes large enterprises, small and medium-sized businesses, emerging technology companies and any other business. Our customers operate in a diverse set of industries, including technology, communications, hospitality and services, that need to launch and scale robust communications experiences. Our customers choose Bandwidth because we empower them to embed seamless communications within their products and services in a reliable, flexible, scalable and cost-efficient manner. Our customers include Google Voice, Microsoft Office 365 Skype for Business, Cisco-Webex, Dialpad, RingCentral, GoDaddy, Kipsu, Rover and ZipRecruiter, among many others. We do not currently have any consumer or residential customers, although our enterprise customers may utilize our solutions to serve their own consumer or residential customers or end users.

Our usage-based revenue model allows us to grow with our customers and increase our revenue base as our customers deepen their usage of our solutions. Our dollar-based net retention rate, which measures our customers’ increased utilization of our platform, was 115%, 111% and 107% for the years ended December 31, 2015, 2016 and 2017, respectively.

We have continued growing our business in recent periods. For the years ended December 31, 2015, 2016 and 2017, our revenue was $137.8 million, $152.1 million and $163.0 million, respectively, and our net (loss) income was $(6.7) million, $22.4 million and $6.0 million, respectively.

Segments

We have two reportable segments, CPaaS and Other. Segments are evaluated based on revenue and gross profit. We do not allocate operating expenses, interest expense or income tax expense to our segments. Accordingly, we do not report such information. We generate a majority of our revenue from our CPaaS segment. CPaaS revenue is derived from voice usage, phone number services, 911-enabled phone number services, messaging services and other services. We generate a portion of our CPaaS revenue from usage-based fees which include voice calling and messaging services. The remainder of our revenue is generated by our Other segment. Other revenue is composed of revenue earned from our legacy services and indirect revenue. See Note 9, "Segment and Geographic Information," in our consolidated financial statements included elsewhere in this Annual Report on Form 10-K, for additional information about our segments.

Our Platform

Our Bandwidth Communications Platform empowers enterprises to create and scale voice or text communications services across any application and device. Our software platform and IP voice network enable our enterprise customers to rapidly develop and deploy real-time and mission-critical, software-powered communications solutions. Our sophisticated and easy-to-use software APIs allow enterprises to enhance their products and services by incorporating advanced voice and text capabilities. By owning and operating a capital-efficient, purpose-built IP voice network, we are able to offer advanced monitoring, reporting and analytics, superior customer service, dedicated operating teams, personalized support and flexible cost structures.

Our cloud-based platform is a proprietary CPaaS offering consisting of voice and messaging solutions:

Voice Software API. We provide flexible software APIs that are used to build voice calling within applications, innovative call flows between users or machines, call recording, text-to-speech for interactive
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voice response, call detail records, conference calling or bridging and more. We provide the ability to have customized high-quality call routing for business voice use cases and global reach. Our voice quality monitoring service provides tools and processes for network quality tests and proactive tuning. While we provide a wide range of functionalities, some of the common use cases are:

· Enabling local and toll-free numbers via software API: Our platform empowers enterprises with a capability to activate and manage phone numbers instantly and at scale. Using our easy to use software APIs, our enterprise customers can easily add additional lines to their business as well as for their end users.

· Automating voice communication while preserving privacy: Our software APIs enable voice communication capabilities from a mobile application to an individual or a group with or without disclosing personal identity.

· Embedding ‘click-to-call’ communication feature: We enhance our enterprise customers mobile and web marketing capabilities by embedding click-to-call functionality in their customer outreach, including advertising campaigns that enables them to connect with consumers instantly.

· Real-time call analytics: We provide our enterprise customers with real-time call analytics through our dashboard that correlates the raw data from calls with CRM records, including the call duration, customer sentiment and other attributes, in order to provide meaningful contextual sales and other business insights.

Messaging API. Our software APIs for messaging deliver a complete wireless experience, including: delivery receipts,

SMS, MMS, long text support, emoji support and bi-directional unicode (international characters) and short codes interoperability.

While we provide a wide range of functionalities, some of the common use cases are:

· Automated real-time notification and alerts: Our software APIs empower our enterprise customers with predefined functionalities to send and receive text messages to and from an application to an individual or a group. Our customers often build more customized use cases on top of our predefined use cases. For instance, ZipRecruiter uses this functionality to update job seekers of available jobs in real time via automated text alerts.

· Two-factor authentication: We enable enterprises to verify the identity and maintain security of end users through our software-based SMS verification service that sends unique codes to end users in order to log in to mobile and web applications.

· Group messaging: Enterprises utilize our platform to collaborate with their end users on a real-time basis by enabling group messaging within their user community to share messages, videos, carry out polls and surveys amongst other uses without leaving the application.

911 Software API. We are the only software platform that provides complete communications solutions with integrated 911 services. We can instantly connect numbers or applications to emergency services with reliable and accurate emergency routing. Our Dynamic Geospatial Routing uses geocoding to enable real-time routing based on X,Y coordinates of the caller and defined Public Safety Access Point boundaries. Our Advanced “Next Generation 911” “i3”-ready NENA i2 “Enhanced” service network covers approximately 98% of the U.S.

Key Benefits of Our Software Platform
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Our Bandwidth Communications Platform provides the following benefits to the enterprises we serve:

· Easy to Build and Deploy. Our easy-to-use, intuitive software APIs are ready to launch and scale from day one. We enable enterprises to rapidly and easily scale communications functionalities to a vast range of applications and devices. Our technology requires minimal lines of code to build customized applications, which allows for rapid composition of customized solutions and seamless embedding within other applications.

· Easy to Scale. We enable enterprises to easily scale nationwide at launch, without sacrificing quality, while meeting the most stringent requirements. We can deliver full end-to-end automation for even the largest of enterprises using our IP voice network, which is the largest of any CPaaS provider based on the number of rate centers, a measure for the footprint covered by our IP voice network. We are able to support high user volumes without impacting deliverability. Our software, built on our own IP voice network, removes complexity, eliminates performance degradation and increases cost efficiencies at scale.

· Flexibility. Our software APIs are easy to deploy and use and allow for the creation of solutions to address a broad array of use cases. Our software can be implemented directly into product workflow for a variety of custom solutions such as creation of virtual call centers, group messaging and dynamic call location routing. We enable developers to easily and rapidly innovate with our platform.

Key Benefits of Our Network

Our owned and managed IP voice network provides the following benefits to the enterprises we serve:

· Enhanced Quality and Reliability. We offer greater levels of quality and delivery assurance than providers offering services across the public Internet or through partnerships. As a result, the enterprises we serve have enjoyed 99.9% network uptime in 2017 and we have not experienced any material system failures in the past three years.

· Total Accountability. The ability to vertically integrate our software platform with our own IP voice network provides us with a differentiated ability to continuously monitor, report and resolve any software- or network-related issues on a real-time basis. For our enterprise customers, having a single platform solution for their entire communications requirements, including software and network, provides tremendous value with respect to time and financial resources. Our service-level agreements with our enterprise customers assures that we provide high quality service and gives them peace of mind and confidence in our service.

· Lower Total Cost to Our Customers. The differentiated pairing of our software combined with owning the delivery capability through our IP voice network leads to significant savings for the enterprises we serve as compared to our competitors. Our IP voice network lowers total cost to our customers as compared to our competitors because of our reduced capital expenditure requirements and lower marginal costs at scale, which we are able to pass on to our customers.

Our Competitive Strengths

In our 19 years of business, we have prided ourselves on maintaining a start-up culture and our focus on continuous innovation. We have innovated on our CPaaS offerings to empower our enterprise customers with the most comprehensive software-powered communications platform that integrates seamlessly with one of the largest IP voice networks in the U.S. that we have built and operate. Our innovation-rich culture,

7

Table of Contents



customer-centric solutions and track record of successful execution provide us with the following competitive strengths:

· Highly Scalable Platform Built for the Enterprise. We built our Bandwidth Communications Platform from the ground up as an enterprise-grade cloud application. As a result, our deployment is fast, our software APIs are flexible and easy-to-use, and we enable enterprises to launch and scale on day one. Our software APIs allow the enterprise customers we serve to grow with flexibility and seamlessly embed communications in their applications or devices. Our scalable platform allows us to serve large-scale Internet companies and cloud service providers.

· Broadest, Most Complete Solutions in the Industry. We provide enterprises the broadest, most complete communications services solutions in the industry through our integrated software and IP voice network. Our large library of voice and text APIs enables our customers to incorporate into their products and services a broad range of capabilities not otherwise attainable.

· Purpose-Built IP Voice Network. Our Bandwidth Communications Platform’s IP voice network, which we own and operate nationwide, supports our ability to scale at a reliable and consistent quality for the enterprises we serve. The control and scale we have over our own IP voice network integrated with our Bandwidth Communications Platform provides us distinct competitive advantages that include consistent high quality, in-depth enterprise support, real-time network visibility and economies of scale.

· Deep Experience and Expertise in Voice and Messaging. The combination of our versatile software API platform and our IP voice network control allows us to offer not just best efforts, but best-in-class voice and messaging solutions for enterprises. Our senior leadership team has a combined 135 years of industry experience and an average tenure with Bandwidth of 10 years.

· Growing, Long-Term Relationships with Low Customer Churn. We deliver comprehensive solutions that address the unique and complex needs of the enterprises we serve. As a result, these enterprises have continued to innovate and grow with our platform over extended timeframes. Our relationship with each of the enterprises we serve often expands across different product suites, divisions and use cases over time. Our customers include large enterprises and small and medium-sized businesses across various industries, and we rarely lose customers that have been on our platform for more than three months. For example, our largest enterprise customer has been on our platform for more than ten years. Based on surveys conducted after customer interactions in 2017, our customers have expressed a 97% satisfaction rate.

· CPaaS-Based 911 Network Capabilities. We believe we are the only CPaaS software provider with 911 capabilities. We believe our 911 capabilities provide a significant advantage as compared to software platform providers that are enabling residential voice services through new connected device experiences. Moreover, our dynamic geospatial routing capability routes 911 calls based on a real-time location of the caller to produce industry-leading results.

Our Growth Strategy

· Expand Existing Enterprise Relationships. We will continue to expand our relationships with our existing enterprise customers. For example, enterprises often initially purchase only our voice solution and later expand to also purchase our messaging and 911 services. Additionally, we are able to help enterprises scale efficiently and offer their solutions to more of their customers as they grow.
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· Grow Our Enterprise Customer Base. We believe there is a substantial opportunity to increase our enterprise customer base across a broad range of industries and companies. We plan to continue to grow and invest in our direct sales force and marketing to increase our enterprise customer base.

· Continue to Innovate Our Platform. We are committed to building on our track record of leveraging our innovative product capabilities to meet our customers’ needs, just as we have done throughout our history, through dramatic waves of change in communications technology. We were early to deploy software-based networks and to offer hosted cloud-based voice services, while building out one of the fastest growing IP voice networks over the last ten years. Our team has continued to adapt to a dynamic environment to grow our business, and we intend to invest in continued development of our platform and product features to support new use cases such as virtual personal assistants ("VPAs") and help our enterprise customers succeed as communications technologies evolve.

· Continue Our Focus on Enterprise Customer Satisfaction. We intend to continue focusing on delivering world-class services and support to the enterprises we serve to ensure a high level of satisfaction. We believe that satisfied customers provide vital product feedback, purchase additional services, renew contracts at a high rate and provide broad advocacy and new customer referrals for our business.

· Explore the Development and Growth of Our International Offerings. Today, our international services are limited to outbound international calling and outbound international messaging. Some of our enterprise customers operate globally or have plans to so. While we do not have specific expansion plans, we are actively exploring opportunities, including those where we might have a cost or quality advantage in serving our customers.

· Pursue Acquisitions and Strategic Investments Selectively. We may selectively pursue acquisitions and strategic investments in businesses and technologies that strengthen our platform.

Our Customers

We have a broad and diversified customer base. We benefit from longstanding relationships with well-recognized enterprise customers, as well as small and medium-sized businesses. Many of our customers have multi-year contracts, with no single customer representing more than 8% of CPaaS revenue for the year ended December 31, 2017.

Our management is highly focused on creating and maintaining strategic partnerships beyond standard transactional customer relationships. We empower enterprises to create, scale and operate voice or text communications services across any mobile application or connected device and this reinforces our customer relationships.

The majority of our customers sign master service agreements (“MSAs”) that contain standard terms and conditions, including billing and payment, default, termination, limitations of liability, confidentiality, assignment and notification, and other key terms and conditions. Customers order specific services in separate service order forms that incorporate the applicable MSA. Each service order form details the minimum contract duration, any applicable monthly recurring charge and applicable non-recurring charges. The terms and conditions for each order are also specified in the applicable service order form.

Sales and Marketing

Our sales and marketing teams work together to identify and establish relationships with prospects,

9

Table of Contents



acquire new enterprise customers, expand relationships with existing enterprises and integrate them with our Bandwidth Communications Platform. Our marketing staff generates leads through our website, online marketing campaigns, webinars, sponsored events, white papers, public relations and other outbound lead development efforts. Our marketing staff also targets companies with products that could use our services for the first time or to displace our competitors. Our marketing initiatives enhance awareness and adoption of our services.

We engage potential customers and existing customers through an enterprise sales approach. Our sales executives directly engage C-level executives and other senior business, product and technical decision makers responsible for the end user experience and financial results at their enterprises. Our sales executives work to educate these decision makers and their teams about the benefits of using our Bandwidth Communications Platform to launch and scale robust communications experiences. Our sales team includes sales development, inside sales, field sales and sales engineering personnel.

As of December 31, 2017, we had 63 employees in our sales and marketing organization.

Research and Development

Our ability to compete depends in large part on our continuous commitment to research and development ("R&D"). We also seek to continuously enhance our existing services and develop new products and services. Our product and network teams are responsible for the design, development, testing and release of our platform. These teams closely coordinate with our executive management, which is responsible for creating a vision for our platform, and with our sales and marketing teams, which relay enterprise demands and possible new use cases or enhancements. Our development efforts focus on the availability and resiliency of our Bandwidth Communications Platform and our IP voice network, including infrastructure, ease-of-use and flexibility, end-user experience and ability to integrate with other enterprise systems.

As of December 31, 2017, we had 66 employees in our research and development organization.

Competition

The CPaaS market is rapidly evolving and increasingly competitive. We believe that the principal competitive factors in our market are:

· platform scalability, reliability and performance;

· network control and quality;

· completeness of offering;

· ease of integration and programmability;

· product features;

· customer support;

· ability to deliver measurable value and savings;

· the cost of deploying and using our service offerings;

· the strength of sales and marketing efforts;
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· brand awareness and reputation; and

· credibility with product executives and developers.

We believe that we compete favorably based on the factors listed above and believe that none of our competitors currently competes directly with us across all our product offerings.

Our competitors fall into two primary categories:

· CPaaS companies that offer a narrower set of software APIs, less robust customer support and fewer other features while relying on third-party networks and physical infrastructure; and

· network service providers that offer limited developer functionality on top of their own networks and physical infrastructure, such as AT&T, Level 3 and Verizon.

Some of our competitors have greater financial, technical and other resources, greater geographic reach, greater name recognition, larger sales and marketing budgets and larger intellectual property portfolios. As a result, certain of our competitors may be able to respond more quickly and effectively than we can to new or changing opportunities, technologies, standards or enterprise requirements. In addition, some competitors may offer products or services that address one or a limited number of functions at lower prices, with greater depth than our services or geographies where we do not operate. With the introduction of new products and services and new market entrants, we expect competition to intensify in the future. Moreover, as we expand the scope of our platform, we may face additional competition.

Intellectual Property

We rely on a combination of patent, copyright, trademark and trade secret laws in the United States and other jurisdictions, as well as license agreements and other contractual protections, to protect our proprietary technology. We also rely on registered and unregistered trademarks to protect our brand.

As of December 31, 2017, we had eight U.S. patents and five U.S. patent applications pending. In addition, as of December 31, 2017, we had fifteen registered trademarks and one pending trademark application in the United States.

We seek to protect our intellectual property rights by implementing a policy that requires our employees and independent contractors involved in development of intellectual property on our behalf to enter into agreements acknowledging that all works or other intellectual property generated or conceived by them on our behalf are our property, and assigning to us any rights, including intellectual property rights, that they may claim or otherwise have in those works or property, to the extent allowable under applicable law.

Despite our efforts to protect our technology and proprietary rights through intellectual property rights, licenses and other contractual protections, unauthorized parties may still copy or otherwise obtain and use our software and other technology. Any significant impairment of our intellectual property rights could harm our business or our ability to compete. Further, companies in the communications and technology industries may own large numbers of patents, copyrights and trademarks and may frequently threaten litigation, or file suit against us based on allegations of infringement or other violations of intellectual property rights. In the future, we may face allegations that we have infringed the intellectual property rights of third parties, including our competitors and non-practicing entities.
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Employees

As of December 31, 2017, we had a total of 378 employees, all of whom are located in the United States. None of our employees are represented by a labor union or covered by a collective bargaining agreement. We have not experienced any work stoppages, and we consider our relations with our employees to be good.

Information about Geographic Revenue

Information about geographic revenue is set forth in Note 9, "Segment and Geographic Information," in our consolidated financial statements included elsewhere in this Annual Report on Form 10-K.

Regulatory

General

We and the communications services that we provide through our software APIs are subject to many U.S. federal and state and foreign laws and regulations. These laws and regulations may involve telecommunications, as well as privacy, data protection, intellectual property, competition, consumer protection, taxation or other subjects. Many of the laws and regulations to which we and the communications services that we provide through our software APIs are subject are still evolving and being tested in courts and could be interpreted in ways that could harm our business. In addition, the application and interpretation of these laws and regulations often are uncertain, particularly in the new and rapidly evolving industry in which we operate. Because laws and regulations have continued to develop and evolve rapidly, it is possible that we may not be, or may not have been, compliant with each such applicable law or regulation.

Federal Telecommunications Regulation

The Federal Communications Commission ("FCC") has jurisdiction over interstate and international telecommunications services. We have obtained FCC authorization to provide services on a facilities and resale basis, as well as via a wireless telecommunications license.

Under the Communications Act of 1934, as amended by the Telecommunications Act of 1996 (the “1996 Act”), any entity, including cable television companies and electric and gas utilities, may enter any telecommunications market, subject to reasonable state regulation of safety, quality and consumer protection. The industry continues to evolve toward new services built upon IP technologies. With these technological advances, there have been challenges to the traditional regulatory structure under the 1996 Act. One of the challenges that has arisen is fraud and abuse in the form of illegal robocalling and unwanted text messaging. The FCC has initiated several proceedings to understand and address fraud and abuse, illegal robocalling and unwanted text messaging. Much of the FCC’s efforts to thwart illegal robocalling involve or relate to the Telephone Consumer Protection Act of 1991 (the "TCPA"), which restricts telemarketing calls and the use of automatic text messages without the recipient’s proper consent. The scope and interpretation of these laws and regulations continue to evolve and develop. If we do not comply with these laws or regulations or if we become liable under these laws or regulations due to the failure of our customers to comply with these laws by obtaining the recipient’s proper consent, we could face direct liability.

VoIP Regulation. Some of our communications services provided through our software APIs may qualify as Voice-over Internet Protocol ("VoIP"). The FCC has imposed various regulatory requirements on VoIP providers that previously applied only to traditional telecommunications providers, such as obligations to provide 911 functionality, to contribute to the federal universal service fund, to comply with regulations
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relating to local number portability, to abide by the FCC’s service discontinuance rules, to contribute to the Telecommunications Relay Services fund and to abide by the regulations concerning Customer Proprietary Network Information, outage reporting, access for persons with disabilities and the Communications Assistance for Law Enforcement Act. In some instances, these regulations indirectly affect us because they directly apply to our customers. Several state public utility commissions are conducting regulatory proceedings that could affect our rights and obligations, or the rights and obligations of our customers, with respect to IP-based voice applications. Specifically, some states have taken the position that the “local” component of VoIP service is subject to traditional regulations applicable to local telecommunications services, such as the obligation to pay intrastate universal service fees. We cannot predict whether the FCC or state public utility commissions will impose additional requirements, regulations or charges upon our provision of services related to IP communications.

Universal Service. Some of our services are subject to federal and state regulations that implement universal service support for access to communications services in rural and high-cost areas and to low-income consumers at reasonable rates; and access to advanced communications services by schools, libraries and rural health care providers. In some instances, these regulations indirectly affect us because they directly apply to our customers. The FCC assesses us a percentage of interstate and international revenue we receive from retail customers as our contribution to the Federal Universal Service Fund, which assessments we generally pass on to our customers. Additionally, the FCC has ruled that states may assess contributions to their state Universal Service Funds on VoIP providers’ intrastate revenue. Any change in the assessment methodology may affect our revenue and expenses, but at this time it is not possible to predict the extent we would be affected, if at all.

Intercarrier Compensation. Telecommunications carriers compensate one another for traffic carried on each other’s networks. Interexchange carriers pay access charges to local telephone companies for long distance calls that originate and terminate on local networks. Local telephone companies historically have charged one another for local and Internet-bound traffic terminating on each other’s networks. The methodology by which carriers have compensated one another for exchanged traffic, whether it be for local, intrastate or interstate traffic, has been under review by the FCC for over a decade and continues to be subject to on-going reform efforts.

In November 2011, the FCC released its Universal Service Fund/Intercarrier Compensation Transformation Order (the “USF/ICC Transformation Order”). Along with addressing other matters, the USF/ICC Transformation Order established a prospective intercarrier compensation framework for terminating switched access and VoIP traffic. Under the USF/ICC Transformation Order and subsequent related FCC orders, most terminating switched access charges and all reciprocal compensation charges were capped at then-current levels, and will be reduced to zero over, as relevant to us, generally a six-year transition period that began July 1, 2012.

Pursuant to the USF/ICC Transformation Order, VoIP, while remaining unclassified as either an information or a telecommunications service, was prospectively categorized as either local or non-local traffic. If “local”, then VoIP traffic is subject to reciprocal compensation; if “non-local”, then it is subject to interstate rates, thus eliminating any intrastate access rate applicable to VoIP. The USF/ICC Transformation Order did not address the treatment of VoIP retroactively. During 2015, the FCC issued clarifications concerning the rating of VoIP traffic that were favorable to us. Those clarifications were appealed, and in November 2016 the appellate court vacated the FCC’s 2015 clarification and ruled that additional action by the FCC is required. At this time, we cannot predict the outcome of the FCC actions.

State Telecommunications Regulation
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The 1996 Act intended to increase competition in the telecommunications industry, especially in the local market. With respect to local services, incumbent local exchange carriers (or “ILECs”) such as AT&T are required to allow interconnection to their incumbent networks and to provide access to network facilities, as well as several other pro-competitive measures.

State regulatory agencies have jurisdiction when our facilities and services are used to provide intrastate telecommunications services. A portion of our traffic may be classified as intrastate telecommunications and therefore subject to state regulation. We are authorized to provide competitive local exchange telecommunications services in 49 states and the District of Columbia, and thus are subject to these additional regulatory regimes. Changes in applicable state regulations could affect our business.

In addition, we need to maintain interconnection agreements with ILECs where we wish to provide service, which are subject to approval by individual states and subject to state arbitration in the event of disputes. We expect that we should be able to negotiate or otherwise obtain renewals or successor agreements through adoption of others’ contracts or through arbitration proceedings, although the rates, terms and conditions applicable to interconnection and the exchange of traffic with certain ILECs could change significantly in certain cases.


Corporate Information

Bandwidth Inc. was founded in July 2000 and incorporated in Delaware on March 29, 2001. Our principal executive offices are located at 900 Main Campus Drive Raleigh, NC 27606, and our telephone number is (800) 808-5150. Our website address is www.bandwidth.com. Information contained on, or that can be accessed through, our website does not constitute part of this Annual Report on Form 10-K.

Available Information

The following information can be found, free of charge, on our corporate website at https://www.bandwidth.com/:

· our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and all amendments to those reports as soon as reasonably practicable after such material is electronically filed with or furnished to the Securities and Exchange Commission;

· our policies related to corporate governance, including our Code of Business Conduct and Ethics applying to our directors, officers and employees (including our principal executive officer and principal financial and accounting officer) that we have adopted to meet applicable rules and regulations;

· the charters of the Audit and Compensation Committees of our Board of Directors.

In addition, copies of our annual report will be made available, free of charge, upon written request.

We intend to satisfy the applicable disclosure requirements regarding amendments to, or waivers from, provisions of our Code of Business Conduct and Ethics by posting such information on our website. The information contained on our website or accessible through our website is not incorporated by reference into this Annual Report on Form 10-K and should not be considered part of this report.
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Item 1A. Risk Factors

A description of the risks and uncertainties associated with our business is set forth below. You should carefully consider the risks and uncertainties described below, together with all of the other information in this Annual Report on Form 10-K, including the section titled "Management's Discussion and Analysis of Financial Condition and Results of Operations" and our condensed consolidated financial statements and related notes appearing elsewhere in this Annual Report on Form 10-K. The risks and uncertainties described below may not be the only ones we face. If any of the risks actually occur, our business, financial condition, results of operations and prospects could be materially and adversely affected. In that event, the market price of our Class A common stock could decline.

Risks Related to Our Business

The success of our growth and expansion plans depends on a number of factors that are beyond our control.

We have grown our business considerably over the last several years. We cannot guarantee that we will be able to maintain our growth or that we will choose to target the same pace of growth in the future. Our success in achieving continued growth depends upon several factors including:

· the availability and retention of qualified and effective personnel with the expertise required to sell and operate effectively or successfully;

· the overall economic health of new and existing markets;

· the number and effectiveness of competitors;

· the pricing structure under which we will be able to purchase services required to serve our customers;

· the availability to us of technologies needed to remain competitive; and

· federal and state and regulatory conditions, including the maintenance of state regulation that protects us from unfair business practices by traditional network service providers or others with greater market power who have relationships with us as both competitors and suppliers.

The market in which we participate is highly competitive, and if we do not compete effectively, our business, results of operations and financial condition could be harmed.

The market for cloud communications is rapidly evolving, significantly fragmented and highly competitive, with relatively low barriers to entry in some segments. The principal competitive factors in our market include completeness of offering, credibility with developers, global reach, ease of integration and programmability, product features, platform scalability, reliability, security and performance, brand awareness and reputation, the strength of sales and marketing efforts, customer support, as well as the cost of deploying and using our services. Our competitors fall into two primary categories:

· CPaaS companies that offer a narrower set of software APIs, less robust customer support and fewer other features while relying on third-party networks and physical infrastructure; and

· network service providers that offer limited developer functionality on top of their own networks and physical infrastructure, such as AT&T, Level 3 and Verizon.

Some of our competitors and potential competitors are larger and have greater name recognition, longer operating histories, more established customer relationships, a larger global reach, larger budgets and
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significantly greater resources than we do. In addition, they have the operating flexibility to bundle competing products and services at little or no incremental cost, including offering them at a lower price as part of a larger sales transaction. As a result, our competitors may be able to respond more quickly and effectively than we can to new or changing opportunities, technologies, standards or customer requirements. In addition, some competitors may offer services that address one or a limited number of functions at lower prices, with greater depth than our services or in different geographies. Our current and potential competitors may develop and market new services with comparable functionality to our services, and this could lead to us having to decrease prices in order to remain competitive. In addition, some of our competitors have lower list prices than us, which may be attractive to certain customers even if those services have different or lesser functionality. If we are unable to maintain our current pricing due to the competitive pressures, our margins will be reduced and our business, results of operations and financial condition would be adversely affected. Customers utilize our services in many ways, and use varying levels of functionality that our services offer or are capable of supporting or enabling within their applications. Customers that use many of the features of our services or use our services to support or enable core functionality for their applications may have difficulty or find it impractical to replace our services with a competitor’s services, while customers that use only limited functionality may be able to more easily replace our services with competitive offerings.


With the introduction of new services and new market entrants, we expect competition to intensify in the future. In addition, some of our customers choose to use our services and our competitors’ services at the same time. Moreover, as we expand the scope of our services, we may face additional competition. Further, customers and consumers may choose to adopt other forms of electronic communications or alternative communication platforms, including developing necessary networks and platforms in-house.

Furthermore, if our competitors were to merge such that the combined entity would be able to compete fully with our service offering, then our business, results of operations and financial condition may be adversely effected. If one or more of our competitors were to merge or partner with another of our competitors, the change in the competitive landscape could also adversely affect our ability to compete effectively. In addition, pricing pressures and increased competition generally could result in reduced revenue, reduced margins, increased losses or the failure of our services to achieve or maintain widespread market acceptance, any of which could harm our business, results of operations and financial condition.

We presently operate in the United States and provide certain limited services in Canada. Our IP voice network, which is at the core of our product offerings, is located in the United States. Our current and potential competitors have developed and may develop in the future product solutions that are available internationally as well as domestically. To the extent that customers seek product solutions that include support and scaling internationally, they may choose to use other service providers to fill their communication service needs. Furthermore, while we believe the U.S. market is sufficiently large and expanding to allow us to continue to grow our business, we may face slower growth due to our relative lack of exposure to international markets. Each of these factors could lead to reduced revenue, slower growth and lower brand name recognition amongst our industry competitors, any or all of which could harm our business, results of operations and financial condition.

If we are unable to attract new customers in a cost-effective manner, then our business, results of operations and financial condition would be adversely affected.

In order to grow our business, we must continue to attract new customers in a cost-effective manner. We use a variety of marketing channels to promote our services, our Bandwidth Communications Platform, and we periodically adjust the mix of our marketing programs. If the costs of the marketing channels we use increase dramatically, then we may choose to use alternative and less expensive channels, which may not be
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as effective as the channels we currently use. As we add to or change the mix of our marketing strategies, we may need to expand into more expensive channels than those we are currently in, which could adversely affect our business, results of operations and financial condition. We will incur marketing expenses before we are able to recognize any revenue that the marketing initiatives may generate, and these expenses may not result in increased revenue or brand awareness. We have made in the past, and may make in the future, significant expenditures and investments in new marketing campaigns. We cannot assure you that any new investments in sales and marketing, including any increased focus on enterprise sales efforts, will lead to the cost-effective acquisition of additional customers or increased sales or that our sales and marketing efficiency will be consistent with prior periods. If we are unable to maintain effective marketing programs, then our ability to attract new customers could be materially and adversely affected, our advertising and marketing expenses could increase substantially and our results of operations may suffer.

The market for some of our services and platform is new and unproven, may decline or experience limited growth and is dependent in part on enterprises and developers continuing to adopt our platform and use our services.

We have been developing and providing a cloud-based platform that enables developers and organizations to integrate voice and messaging communications capabilities into their software applications. This market is relatively new and unproven and is subject to a number of risks and uncertainties. We believe that our future success will depend in large part on the growth, if any, of this market. For example, the utilization of software APIs by developers and organizations to build communications functionality into their applications is still relatively new, and developers and organizations may not recognize the need for, or benefits of, our services and platform. Moreover, if they do not recognize the need for and benefits of our services and platform, they may decide to adopt alternative services and/or develop the necessary services in-house to satisfy their business needs. In order to grow our business and expand our market position, we intend to focus on educating enterprise customers about the benefits of our services and platform, expanding the functionality of our services and bringing new technologies to market to increase market acceptance and use of our platform. Our ability to expand the market that our services and platform address depends upon a number of factors, including the cost, performance and perceived value associated with such services and platform. The market for our services and platform could fail to grow significantly or there could be a reduction in demand for our services and platform as a result of a lack of customer acceptance, technological changes or challenges, competing services, platforms and services, decreases in spending by current and prospective customers, weakening economic conditions and other causes. If our market does not experience significant growth or demand for our services and platform decreases, then our business, results of operations and financial condition could be adversely affected.


We must increase the network traffic and resulting revenue from the services that we offer to realize our targets for anticipated revenue growth, cash flow and operating performance.

We must increase the network traffic and resulting revenue from our inbound and outbound voice calling, text messaging, emergency voice functions, telephone numbers and related services at acceptable margins to realize our targets for anticipated revenue growth, cash flow and operating performance. If:

· we do not maintain or improve our current relationships with existing key customers;

· we are not able to expand the available capacity on our network to meet our customers’ demands in a timely manner;

· we do not develop new large wholesale and enterprise customers; or
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· our customers determine to obtain these services from either their own network or from one of our competitors, then we may be unable to increase or maintain our revenue at acceptable margins.

Our business depends on customers increasing their use of our services and any loss of customers or decline in their use of our services could materially and adversely affect our business, results of operations and financial condition.
Our ability to grow and generate incremental revenue depends, in part, on our ability to maintain and grow our relationships with existing customers and to have them increase their usage of our Bandwidth Communications Platform. If our customers do not increase their use of our services, then our revenue may decline and our results of operations may be harmed. Customers generally are charged based on the usage of our services. Most of our customers do not have long-term contractual financial commitments to us and, therefore, most of our customers may reduce or cease their use of our services at any time without penalty or termination charges. We cannot accurately predict customers’ usage levels and the loss of customers or reductions in their usage levels of our services may each have a negative impact on our business, results of operations and financial condition. If a significant number of customers cease using, or reduce their usage of, our services, then we may be required to spend significantly more on sales and marketing than we currently plan to spend in order to maintain or increase revenue from customers. Such additional sales and marketing expenditures could adversely affect our business, results of operations and financial condition.

If we are unable to increase the revenue that we derive from enterprises, our business, results of operations and financial condition may be adversely affected.

We currently generate all of our revenue from enterprise customers. Our ability to expand our sales to enterprise customers will depend, in part, on our ability to effectively organize, focus and train our sales and marketing personnel and to attract and retain sales personnel with experience selling to enterprises. We believe that there is significant competition for experienced sales professionals with the skills and technical knowledge that we require. Our ability to achieve significant revenue growth in the future will depend, in part, on our ability to recruit, train and retain a sufficient number of experienced sales professionals, particularly those with experience selling to enterprises. In addition, even if we are successful in hiring qualified sales personnel, new hires require significant training and experience before they achieve full productivity, particularly for sales efforts targeted at enterprises and new territories. Our recent hires and planned hires may not become as productive as quickly as we expect and we may be unable to hire or retain sufficient numbers of qualified individuals in the future in the markets where we do business.

With respect to enterprise customers, the decision to adopt our services may require the approval of multiple technical and business decision makers, including security, compliance, procurement, operations and IT. In addition, while enterprise customers may quickly deploy our services on a limited basis, before they will commit to deploying our services at scale, they often require extensive education about our services and significant customer support time, engage in protracted pricing negotiations and seek to secure readily available development resources. In addition, sales cycles for enterprises are inherently complex, and some enterprise customers may not generate revenue that justifies the cost to obtain such customers. In addition, these complex and resource-intensive sales efforts could place additional strain on our limited product and engineering resources. Further, enterprises, including some of our customers, may choose to develop their own solutions that do not include our services. They also may demand reductions in pricing as their usage of our services increases, which could have an adverse impact on our gross margin. Our efforts to sell to these potential customers may not be successful. If we are unable to increase the revenue that we derive from enterprises, then our business, results of operations and financial condition may be adversely affected.
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If we do not develop enhancements to our services and introduce new services that achieve market acceptance, our business, results of operations and financial condition could be adversely affected.

Our ability to attract new customers and increase revenue from existing customers depends in part on our ability to enhance and improve our existing services, increase adoption and usage of our services and introduce new services. The success of any enhancements or new services depends on several factors, including timely completion, adequate quality testing, actual performance quality, market-accepted pricing levels and overall market acceptance. Enhancements and new services that we develop may not be introduced in a timely or cost-effective manner, may contain errors or defects, may have interoperability difficulties with our Bandwidth Communications Platform or other services or may not achieve the broad market acceptance necessary to generate significant revenue. In certain instances, the introduction of new services requires the successful development of new technology. To the extent that upgrades of existing technology are required for the introduction of new services, the success of these upgrades may be dependent on reaching mutually acceptable terms with vendors and on vendors meeting their obligations in a timely manner.

Furthermore, our ability to increase the usage of our services depends, in part, on the development of new use cases for our services, which may be outside of our control. Our ability to generate usage of additional services by our customers may also require increasingly sophisticated and more costly sales efforts and result in a longer sales cycle. If we are unable to successfully enhance our existing services to meet evolving customer requirements, increase adoption and usage of our services or develop new services, or if our efforts to increase the usage of our services are more expensive than we expect, then our business, results of operations and financial condition would be adversely affected.

We have experienced rapid growth and expect our growth to continue, and if we fail to effectively manage our growth, then our business, results of operations and financial condition could be adversely affected.

We have experienced substantial growth in our business since inception, which has placed and may continue to place significant demands on our corporate culture, operational infrastructure and management. We believe that our corporate culture has been a critical component of our success. We have invested substantial time and resources in building our team and nurturing our culture. As we expand our business and mature as a public company, we may find it difficult to maintain our corporate culture while managing this growth. Any failure to manage our anticipated growth and organizational changes in a manner that preserves the key aspects of our culture could hurt our chance for future success, including our ability to recruit and retain personnel, and effectively focus on and pursue our corporate objectives. This, in turn, could adversely affect our business, results of operations and financial condition.

In addition, in order to successfully manage our rapid growth, our organizational structure has become more complex. In order to manage these increasing complexities, we will need to continue to scale and adapt our operational, financial and management controls, as well as our reporting systems and procedures. The expansion of our systems and infrastructure will require us to commit substantial financial, operational and management resources before our revenue increases and without any assurances that our revenue will increase.

Finally, continued growth could strain our ability to maintain reliable service levels for our customers. If we fail to achieve the necessary level of efficiency in our organization as we grow, then our business, results of operations and financial condition could be adversely affected.

Our pricing and billing systems are complex and errors could adversely affect our revenue and profits.

Our pricing and billing efforts are complex to develop and challenging to implement. To be profitable, we must have accurate and complete information about the costs associated with voice and text
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communications, and properly incorporate such information into our pricing model. Our pricing model must also reflect accurate and current information about the market for our services, including the pricing of competitive alternatives for our services, as well as reliable forecasts of traffic volume. We may determine pricing for our services based on data that is outdated or otherwise flawed. Even if we have complete and accurate market information, we may not set prices to optimize both revenue and profitability. If we price our services too high, the amount of traffic that our customers may route to our network may decrease and accordingly our revenue may decline. If we price our services too low, our margins may be adversely affected, which will reduce our ability to achieve and maintain profitability.

Additionally, we rely heavily on third parties to provide us with key software and services for our billing. If these third parties cease to provide those services to us for any reason, or fail to perform billing services accurately and completely, we may not be able to deliver accurate invoices promptly. Delays in invoicing can lead to delays in revenue recognition, and inaccuracies in our billing could result in lost revenue. If we fail to adapt quickly and effectively to changes affecting our costs, pricing and billing, our profitability and cash flow will be adversely affected.

We must continue to develop effective business support systems to implement customer orders and to provide and bill for services.

We depend on our ability to continue to develop effective business support systems. This complicated undertaking requires significant resources and expertise and support from third-party vendors. Following the development of the business support systems, the data migration must be completed for the full benefit of the systems to be realized. Business support systems are needed for:

· quoting, accepting and inputting customer orders for services;

· provisioning, installing and delivering services;

· providing customers with direct access to the information systems included in our Bandwidth Communications Platform so that they can manage the services they purchase from us, generally through web-based customer portals; and

· billing for services.

Because our business provides for continued rapid growth in the number of customers that we serve, the volume of services offered, as well as the integration of any acquired companies’ business support systems, if any, we must continue to develop our business support systems on a schedule sufficient to meet proposed milestone dates. If we fail to develop effective business support systems or complete the data migration into these systems, it could materially adversely affect our ability to implement our business plans, realize anticipated benefits from our acquisitions, if any, and meet our financial goals and objectives.

If we are not able to maintain and enhance our brand and increase market awareness of our company and services, then our business, results of operations and financial condition may be adversely affected.

We believe that maintaining and enhancing our brand identity and increasing market awareness of our company and services are critical to achieving widespread acceptance of our company and our Bandwidth Communications Platform, as well as to strengthen our relationships with our existing customers and to our ability to attract new customers. The successful promotion of our brand will depend largely on our continued marketing efforts, our ability to continue to offer high quality services and our ability to successfully differentiate our services from competing products and services. Our brand promotion activities may not be successful or yield increased revenue. In addition, independent industry analysts often provide reviews of
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our services and competing products and services, which may significantly influence the perception of our services in the marketplace. If these reviews are negative or not as strong as reviews of our competitors’ services, then our brand may be harmed.

From time to time, our customers have complained about our services, such as complaints about our pricing and customer support. If we do not handle customer complaints effectively, then our brand and reputation may suffer, our customers may lose confidence in us and they may reduce or cease their use of our services. In addition, many of our customers post and discuss on social media about products and services, including our services and our Bandwidth Communications Platform. Our success depends, in part, on our ability to generate positive customer feedback and minimize negative feedback on social media channels where existing and potential customers seek and share information. If actions we take or changes we make to our services or our Bandwidth Communications Platform upset these customers, then their online commentary could negatively affect our brand and reputation. Complaints or negative publicity about us, our services or our Bandwidth Communications Platform could materially and adversely affect our ability to attract and retain customers, our business, results of operations and financial condition.

The promotion of our brand also requires us to make substantial expenditures, and we anticipate that these expenditures will increase as our market becomes more competitive and as we expand into new markets. To the extent that these activities increase revenue, this revenue still may not be enough to offset the increased expenses we incur. If we do not successfully maintain and enhance our brand, then our business may not grow, we may see our pricing power reduced relative to competitors and we may lose customers, all of which would adversely affect our business, results of operations and financial condition.

Any failure to deliver and maintain high-quality customer support may adversely affect our relationships with our customers and prospective customers and could adversely affect our reputation, business, results of operations and financial condition.
Many of our customers depend on our customer support team to assist them in deploying or using our services effectively, to help them resolve post-deployment issues quickly and to provide ongoing support. If we do not devote sufficient resources or are otherwise unsuccessful in assisting our customers effectively, it could adversely affect our ability to retain existing customers and could prevent prospective customers from adopting our services. We may be unable to respond quickly enough to accommodate short-term increases in demand for customer support. We also may be unable to modify the nature, scope and delivery of our customer support to compete with changes in the support services provided by our competitors. Increased demand for customer support, without corresponding revenue, could increase costs and adversely affect our business, results of operations and financial condition. Our sales are highly dependent on our business reputation and on positive recommendations from existing customers. Any failure to deliver and maintain high-quality customer support, or a market perception that we do not maintain high-quality customer support, could adversely affect our reputation, business, results of operations and financial condition.

Our revenue is concentrated in a limited number of enterprise customers.

A significant portion of our revenue is concentrated among a limited number of enterprise customers. If we lost one or more of our top ten customers, or, if one or more of these major customers significantly decreased orders for our services, our business would be materially and adversely affected.

Breaches of our networks or systems, or those of third parties upon which we rely, could degrade our ability to conduct our business, compromise the integrity of our services and our Bandwidth Communications Platform, result in significant data losses and the theft of our intellectual property,
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damage our reputation, expose us to liability to third parties and require us to incur significant additional costs to maintain the security of our networks and data.

We depend upon our IT systems to conduct virtually all of our business operations, ranging from our internal operations and R&D activities to our marketing and sales efforts and communications with our customers and business partners. Cyber attacks, including through the use of malware, computer viruses, dedicated denial of services attacks, credential harvesting and other means for obtaining unauthorized access to or disrupting the operation of our networks and systems and those of our suppliers, vendors and other service providers, could cause harm to our business, including by misappropriating our proprietary information or that of our customers, employees and business partners or to cause interruptions of our services and our Bandwidth Communications Platform. Cyber attacks may cause equipment failures, loss of information, including sensitive personal information of customers or employees or valuable technical and marketing information, as well as disruptions to our or our customers’ operations. Cyber attacks against companies have increased in frequency, scope and potential harm in recent years. Further, the perpetrators of cyber attacks are not restricted to particular groups or persons. These attacks may be committed by company employees or external actors operating in any geography, including jurisdictions where law enforcement measures to address such attacks are unavailable or ineffective, and may even be launched by or at the behest of nation states. While, to date, we have not been subject to cyber attacks which, individually or in the aggregate, have been material to our operations or financial condition, the preventive actions we take to reduce the risks associated with cyber attacks, including protection of our systems and networks, may be insufficient to repel or mitigate the effects of a major cyber attack in the future. Because the techniques used by such individuals or entities to access, disrupt or sabotage devices, systems and networks change frequently and may not be recognized until launched against a target, we may be unable to anticipate these techniques, and we may not become aware in a timely manner of such a security breach which could exacerbate any damage we experience. Additionally, we depend upon our employees and contractors to appropriately handle confidential and sensitive data, including customer data and customer proprietary network information pursuant to applicable federal law, and to deploy our IT resources in a safe and secure manner that does not expose our network systems to security breaches or the loss of data. Any data security incidents, including internal malfeasance by our employees, unauthorized access or usage, virus or similar breach or disruption of us or our services providers, could result in a loss of confidential information, theft of our intellectual property, damage to our reputation, loss of customers, litigation, regulatory investigations, fines, penalties and other liabilities.


Our existing general liability insurance may not cover, or may cover only a portion of, any potential claims related to security breaches to which we are exposed or may not be adequate to indemnify us for all or any portion of liabilities that may be imposed. Accordingly, if our cybersecurity measures and those of our service providers, fail to protect against unauthorized access, attacks (which may include sophisticated cyber attacks) and the mishandling of data by our employees and contractors, then our reputation, business, results of operations and financial condition could be adversely affected.

We are currently subject to litigation related to taxes and charges associated with our provision of 911 services, which could divert management’s attention and adversely affect our results of operations.

We, along with many other telecommunications companies and similar service providers, currently are subject to litigation and a civil investigation regarding our billing, collection and remittance of non-income-based taxes and other similar charges regarding 911 services alleged to apply in certain states, counties, and municipalities located in Alabama, Georgia, Illinois, Minnesota, North Carolina, Pennsylvania, Rhode Island, South Carolina and the District of Columbia. See the section titled “Item 3. Legal Proceedings.” We may face similar litigation in other jurisdictions in the future. While we are vigorously defending these lawsuits, litigation is inherently uncertain. Tax assessments, penalties and interest or future requirements
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arising from these lawsuits, or any other lawsuits that may arise in other jurisdictions, may adversely affect our business, results of operations and financial condition.

We face a risk of litigation resulting from customer misuse of our services and software to make or send unauthorized calls and/or text messages in violation of the Telephone Consumer Protection Act.

Calls and/or text messages originated by our customers may subject us to potential risks. For example, the TCPA restricts telemarketing and the use of technologies that enable automatic calling and/or SMS text messages without proper consent. This may result in civil claims against us and requests for information through third-party subpoenas or regulatory investigations. The scope and interpretation of the laws that are or may be applicable to the making and/or delivery of calls and/or text messages are continuously evolving and developing. If we do not comply with these laws or regulations or if we become liable under these laws or regulations due to the failure of our customers to comply with these laws by obtaining proper consent, we could become subject to lawsuits, fines, civil penalties, potentially significant statutory damages, consent decrees, injunctions, adverse publicity, loss of user confidence in our services, loss of users and other adverse consequences, which could materially harm our business.

The communications industry faces significant regulatory uncertainties and the resolution of these uncertainties could harm our business, results of operations and financial condition.

If current or future regulations change, the FCC or state regulators may not grant us any required regulatory authorization or may take action against us if we are found to have provided services without obtaining the necessary authorizations, or to have violated other requirements of their rules and orders. Delays in receiving required regulatory approvals or the enactment of new adverse regulation or regulatory requirements may slow our growth and have a material adverse effect on our business, results of operations and financial condition.

Proceedings before the FCC could limit our access to various network services or further increase the rates we must pay for such services. Likewise, proceedings before the FCC could impact the availability and price of special access facilities. Other proceedings before the FCC could result in an increase in the amount we pay to other carriers or a reduction in the revenue we derive from other carriers in, or retroactive liability for, access charges and reciprocal compensation. Additionally, other proceedings before the FCC could result in increases in the cost of regulatory compliance. For example, the FCC has opened a proceeding to examine how to improve the delivery of emergency 911 services and whether to expand requirements to include communications services not currently subject to emergency calling obligations. A number of states also have proceedings pending that could impact our access to and the rates we pay for network services. Other state proceedings could limit our pricing and billing flexibility. Our business would be substantially impaired if the FCC, the courts or state commissions eliminated our access to the facilities and services we use to serve our customers, substantially increased the rates we pay for facilities and services, increased the costs or complexity associated with providing emergency 911 services or adversely affected the revenue we receive from other carriers or our customers. In addition, congressional legislative efforts to rewrite the Telecommunications Act of 1996 or enact other telecommunications legislation, as well as various state legislative initiatives, may cause major industry and regulatory changes. We cannot predict the outcome of these proceedings or legislative initiatives or the effects, if any, that these proceedings or legislative initiatives may have on our business and operations.

While we believe we are currently in compliance with all federal, state and local rules and regulations, these regulations are subject to interpretation and the relevant regulators may determine that our application of these rules and regulations is not consistent with their interpretation. Additionally, in certain instances,
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third parties or government agencies may bring action with federal, state or local regulators if they believe a provider has breached applicable rules and regulations.

The effects of increased regulation of IP-based service providers are unknown.

While the FCC has to date generally subjected IP-based service providers to less stringent regulatory oversight than traditional common carriers, the FCC has more recently imposed certain regulatory obligations on providers of VoIP services, including the obligations to contribute to the Universal Service Fund, to provide 911 services and/or to comply with the Communications Assistance for Law Enforcement Act. Some states have imposed taxes, fees and/or surcharges on VoIP telephony services. The imposition of additional regulations could have a material adverse effect on our business.

We must obtain and maintain permits and licenses to operate our network.

If we are unable, on acceptable terms and on a timely basis, to obtain and maintain the permits and licenses needed to expand and operate our network, our business could be materially adversely affected. In addition, the cancellation or non-renewal of the permits or licenses that are obtained could materially adversely affect our business. In particular, although we have received approval from the FCC, we are currently awaiting approval from the state public utility commissions of California and Hawaii in connection with our expected change of control (the “Necessary Approvals”). Holders of our Class B common stock are prohibited from converting their shares of Class B common stock to Class A common stock prior to the earlier of: (i) the receipt of the Necessary Approvals and (ii) the 181st day following our initial public offering (the “Conversion Commencement Date”). If we have not received the Necessary Approvals by the Conversion Commencement Date, we will not be able to restrict holders of our Class B common stock from converting their shares of Class B common stock to Class A common stock, which may result in a change of control. If a change of control occurs prior to receipt of regulatory approval in a jurisdiction, we may be subject to fines, penalties, enforcement actions or loss of our authorization in such jurisdiction. In the event we are the target of an acquisition, the regulatory agencies responsible for granting, renewing or transferring permits and licenses may delay or reject applications to transfer such permits or licenses and as a result these uncertainties, we may not be as attractive an acquisition target.

Our operations are subject to regulation and require us to obtain and maintain several governmental licenses and permits. If we violate those regulatory requirements or fail to obtain and maintain those licenses and permits, including payment of related fees, if any, we may not be able to conduct our business. Moreover, those regulatory requirements could change in a manner that significantly increases our costs or otherwise adversely affects our operations.

In the ordinary course of operating our network and providing our services, we must obtain and maintain a variety of telecommunications and other licenses and authorizations. We also must comply with a variety of regulatory obligations. There can be no assurance we can maintain our licenses or that they will be renewed upon their expiration. Our failure to obtain or maintain necessary licenses, authorizations or to comply with the obligations imposed upon license holders, including the payment of fees, may cause sanctions or additional costs, including the revocation of authority to provide services.

Our operations are subject to regulation at the national level and, often, at the state and local levels. Changes to existing regulations or rules, or the failure to regulate going forward in areas historically regulated on matters such as network neutrality, licensing fees, environmental, health and safety, privacy, intercarrier compensation, emergency 911 services interconnection and other areas, in general or particular to our industry, may increase costs, restrict operations or decrease revenue. Our inability or failure to comply with telecommunications and other laws and regulations could cause the temporary or permanent suspension of
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our operations, and if we cannot provide emergency calling functionality through our Bandwidth Communications Platform to meet any new federal or state requirements, the competitive advantages that we currently have may not persist, adversely affecting our ability to obtain and to retain enterprise customers which could have an adverse impact on our business.

The FCC recently repealed its Network Neutrality Rules. Our business could suffer with respect to the quality of the services we offer, our ability to maintain our internet-based services and our services offered through our Bandwidth Communications Platform, decrease our profitability or increase the price of our services making our offerings less competitive in the marketplace.

In January, 2018, the FCC adopted an order largely repealing its network neutrality rules. Among other things, the pre-existing network neutrality rules prevented providers of broadband internet access services - like cable and telephone companies - from blocking, impairing and degrading service offerings from non-affiliated third parties like us. The repeal of the pre-existing rules is not yet effective and several state attorneys’ general and associations have appealed the FCC’s repeal of the pre-existing network neutrality rules. There are also efforts in Congress to repeal the FCC’s January 2018 order. We cannot predict whether either the appeals or Congress will be successful and result in restoring the pre-existing network neutrality rules that prevent broadband internet access service providers from blocking, impairing and degrading offerings from third parties like us. If broadband providers were to block, impair or degrade our internet-based services or services we offer through our Bandwidth Communications Platform, or if broadband internet access providers were to charge us or our customers to access and use our internet-based services or services offered through our Bandwidth Communications Platform, we could lose customers, our profitability could decrease, or we may have to raise prices making our service less competitive in the marketplace. Most of the major broadband internet access providers have publicly stated that they will not block, impair or degrade third party offerings. We cannot predict the potential impact of the January, 2018, FCC network neutrality order on our offerings at this time.

We are subject to privacy and data security obligations in the U.S. The FCC, other Federal agencies or state attorneys’ general could fine or subject us to other adverse actions that may negatively impact our business reputation. If we are subject to an investigation or suffer a breach, we may incur costs or be subject to forfeitures and penalties that could reduce our profitability.

For certain of our internet-based and Bandwidth Communications Platform offerings, we are subject to individual or joint jurisdiction of the FCC, the Federal Trade Commission, and state attorneys’ general with respect to privacy and data security obligations. If we were to suffer or if one of our customers were to suffer a breach, we may be subject to the jurisdiction of a variety of federal agencies’ jurisdictions as well as state attorneys’ general. We may have to comply with a variety of data breach laws at the federal and state levels, comply with any resulting investigations, as well as offer mitigation to customers and potential end users of certain wholesale customers to which we provide services. We could also be subject to fines, forfeitures and other penalties that may adversely impact our business.

We are or may be subject to data privacy, security and transfer rules in the European Union. The current law governing the transfer of personal data from the European Union to the United States is ambiguous. We may be subject to enforcement actions or we may have to restructure our service offerings in order to comply with relevant law. Our business reputation could suffer, we could be subject to fines, penalties or forfeitures, and we could be subject to increased costs that could negatively impact our profitability or require us to increase the prices for our offerings making our services less competitive.

Like many other companies operating in the European Union (EU) and the U.S., we rely on certain methods to transfer personal data from the EU to the U.S. There has been considerable litigation and legal
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uncertainty associated with all established methods for transferring personal data from the EU to the U.S. As a result, there is substantial uncertainty as to the state of law governing the transfer of personal data between the EU and the U.S. for all companies engaged in such transfers including us. We cannot predict when or how this issue will be resolved nor can we predict its impact on us at this time. We may be subject to fines or penalties if the existing data transfer methods are invalidated or we may have to restructure our business operations. Depending on what we may have to do to comply with the law when and if it is ultimately resolved, we could incur increased operating costs which may decrease our profitability or we may increase the price of our services that may result in our services being less competitive in the marketplace.

The European Union’s General Data Protection Regulation (GDPR) becomes effective on May 25, 2018. If we are found to be in non-compliance with the GDPR, we could be subject to substantial monetary forfeitures and other penalties. Our business reputation could also suffer.

The EU adopted the General Data Protection Regulation (GDPR), which will become effective on May 25, 2018, replacing the Data Protection Directive 95/46/EC. The GDPR provides for far more significant forfeitures and penalties than the regulation it replaces for noncompliance. Much remains unknown with respect to how to interpret and implement the GDPR. Moreover, for our internet-based service offerings as well as those services we offer through the Bandwidth Communications Platform, there is substantial complexity associated with interpreting and implementing the GDPR. Should we be found to be not in compliance with the GDPR, we could be subject to substantial monetary forfeitures and other penalties that could negatively impact our operating results. Our business reputation could also suffer. We cannot evaluate our potential liability at this time.

Our business could suffer if we cannot obtain or retain local or toll-free numbers, are prohibited from obtaining local or toll-free numbers, or are limited to distributing local or toll-free numbers to only certain customers.

Our future success depends on our ability to procure large quantities of local and toll-free numbers in the United States in desirable locations at a reasonable cost and without restriction. Our ability to procure and distribute numbers depends on factors outside of our control, such as applicable regulations, the practices of the communications carriers that provide numbers to us in certain jurisdictions, the cost of these numbers and the level of demand for new numbers. Due to their limited availability, there are certain popular area code prefixes and specialized “vanity” toll-free numbers that we may not be able to obtain in desired quantities or at all. Our inability to acquire or retain numbers for our operations would make our services, including our Bandwidth Communications Platform, less attractive to potential customers that desire assignments of particular numbering resources. In addition, future growth of our customer base, together with growth of customer bases of other providers of communications services, has increased, which increases our dependence on needing large quantities of local and toll-free numbers associated with desirable area codes or specific toll-free numbering resources at a reasonable cost and without restriction. If we are not able to obtain or retain adequate local and toll-free numbers, or attractive subsets of such resources, our business, results of operations and financial condition could be materially adversely affected.

Intellectual property and proprietary rights of others could prevent us from using necessary technology to provide our services or subject us to expensive intellectual property litigation.

If technology that we require to provide our services, including our Bandwidth Communications Platform, was determined by a court to infringe a patent held by another entity that will not grant us a license on terms acceptable to us, we could be precluded by a court order from using that technology and we would likely be required to pay significant monetary damages to the patent holder. The successful enforcement of these patents, or our inability to negotiate a license for these patents on acceptable terms, could force us to
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cease (i) using the relevant technology and (ii) offering services incorporating the technology. If a claim of infringement was brought against us based on the use of our technology or against our customers based on their use of our services for which we are obligated to indemnify, we could be subject to litigation to determine whether such use or sale is, in fact, infringing. This litigation could be expensive and distracting, regardless of the outcome.

While our own limited patent portfolio may deter other operating companies from bringing such actions, patent infringement claims are increasingly being asserted by patent holding companies, which do not use technology and whose sole business is to enforce patents against operators, such as us, for monetary gain. Because such patent holding companies, commonly referred to as patent “trolls,” do not provide services or use technology, the assertion of our own patents by way of counter-claim would be largely ineffective.

Our use of open source software could negatively affect our ability to sell our services and subject us to possible litigation.

Our services, including our Bandwidth Communications Platform, incorporate open source software, and we expect to continue to incorporate open source software in our services in the future. Few of the licenses applicable to open source software have been interpreted by courts, and there is a risk that these licenses could be construed in a manner that could impose unanticipated conditions or restrictions on our ability to commercialize our services, including our Bandwidth Communications Platform. Moreover, although we have implemented policies to regulate the use and incorporation of open source software into our services, we cannot be certain that we have not incorporated open source software in our services in a manner that is inconsistent with such policies. If we fail to comply with open source licenses, we may be subject to certain requirements, including requirements that we offer our services that incorporate the open source software for no cost, that we make available source code for modifications or derivative works we create based upon, incorporating or using the open source software and that we license such modifications or derivative works under the terms of applicable open source licenses. If an author or other third-party that distributes such open source software were to allege that we had not complied with the conditions of one or more of these licenses, we could be required to incur significant legal expenses defending against such allegations and could be subject to significant damages, enjoined from generating revenue from customers using services that contained the open source software and required to comply with onerous conditions or restrictions on these services. In any of these events, we and our customers could be required to seek licenses from third parties in order to continue offering our services and to re-engineer our services or discontinue offering our services to customers in the event re-engineering cannot be accomplished on a timely basis. Any of the foregoing could require us to devote additional R&D resources to re-engineer our services, could result in customer dissatisfaction and may adversely affect our business, results of operations and financial condition.


Indemnity provisions in various agreements potentially expose us to substantial liability for intellectual property infringement and other losses.

Our agreements with customers and other third parties typically include indemnification or other provisions under which we agree to indemnify or otherwise be liable to them for losses suffered or incurred as a result of claims of intellectual property infringement, damages caused by us to property or persons or other liabilities relating to or arising from our services or platform or other acts or omissions. The term of these contractual provisions often survives termination or expiration of the applicable agreement. Large indemnity payments or damage claims from contractual breach could harm our business, results of operations and financial condition. Although we normally contractually limit our liability with respect to such obligations, we may still incur substantial liability related to them. Any dispute with a customer with respect to such obligations could have adverse effects on our relationship with that customer and other current and prospective
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customers, reduce demand for our services and adversely affect our business, results of operations and financial condition.

The storage, processing and use of personal information and related data subjects us to evolving governmental laws and regulation, commercial standards, contractual obligations and other legal obligations related to consumer and data privacy, which may have a material impact on our costs, use of our services, or expose us to increased liability.

Federal, state, local and foreign laws and regulations, commercial obligations and industry standards, each provide for obligations and restrictions with respect to data privacy and security, as well as the collection, storage, retention, protection, use, processing, transmission, sharing, disclosure and protection of personal information and other customer data, including customer proprietary network information under applicable federal law. The evolving nature of these obligations and restrictions subjects us to the risk of differing interpretations, inconsistency or conflicts among countries or rules, and creates uncertainty regarding their application to our business.

These obligations and restrictions may limit our ability to collect, store, process, use, transmit and share data with our customers, employees and third-party providers and to allow our customers to collect, store, retain, protect, use, process, transmit, share and disclose data with others through our services. Compliance with, and other burdens imposed by, such obligations and restrictions could increase the cost of our operations and impact our ability to market our services through effective segmentation.

Failure to comply with obligations and restrictions related to applicable data protection laws, regulations, standards, and codes of conduct, as well as our own posted privacy policies and contractual commitments could subject us to lawsuits, fines, criminal penalties, statutory damages, consent decrees, injunctions, adverse publicity, loss of user confidence in our services, and loss of users, which could materially harm our business. Because these obligations and restrictions have continued to develop and evolve rapidly, it is possible that we may not be, or may not have been, compliant with each such obligation and restriction. Additionally, third-party contractors may have access to customer or employee data. If these or other third-party vendors violate obligations and restrictions related to applicable data protection laws or our policies, such violations may also put our customers’ or employees’ information at risk and could in turn have a material and adverse effect on our business.

If we fail to protect our internally developed systems, technology and software and our patents and trademarks, we may become involved in costly litigation or our business or brand may be harmed.

Our ability to compete effectively is dependent in large part upon the maintenance and protection of systems and software that we have developed internally, including some systems and software-based on open standards. While we have eight U.S. patents and five pending U.S. patent applications, we cannot patent much of the technology that is important to our business. In addition, our pending patent applications may not be granted, and any issued patent that we own may be challenged, narrowed, invalidated or circumvented. To date, we have relied on patent, copyright and trade secret laws, as well as confidentiality procedures and licensing arrangements, to establish and protect our rights to our technology. While we typically enter into confidentiality agreements with our employees, consultants, customers, and vendors in an effort to control access to and distribution of technology, software, documentation and other information, these agreements may not effectively prevent disclosure of confidential information and may not provide an adequate remedy in the event of unauthorized disclosure of confidential information. Despite these precautions, it may be possible for a third-party to copy or otherwise obtain and use our technology without authorization. In addition, others may independently discover trade secrets and proprietary information, and in such cases we could not assert any rights against such party. Policing unauthorized use of our technology is difficult. The steps we
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take may not prevent misappropriation of the technology we rely on. In addition, effective protection may be unavailable or limited in some jurisdictions outside the United States. Litigation may be necessary in the future to enforce or protect our rights or to determine the validity and scope of the rights of others. That litigation could cause us to incur substantial costs and divert resources away from our daily business, which in turn could adversely affect our business, results of operations and financial condition.

The unlicensed use of our brands by third parties could harm our reputation, cause confusion among our customers or impair our ability to market our services. Accordingly, we have registered numerous trademarks and service marks and have applied for registration of our trademarks and service marks in the United States to establish and protect our brand names as part of our intellectual property strategy. We cannot assure you that our pending or future trademark applications will be approved. Although we anticipate that we would be given an opportunity to respond to any such rejections, we may be unable to overcome any such rejections. In addition, in proceedings before the United States Patent and Trademark Office third parties are given an opportunity to oppose pending trademark applications and seek to cancel registered trademarks. Opposition or cancellation proceedings may be filed against our trademarks, and our trademarks may not survive such proceedings. In the event that our trademarks are successfully challenged, we could be forced to rebrand our services, which could result in loss of brand name recognition. Moreover, successful opposition to our applications might encourage third parties to make additional oppositions or commence trademark infringement proceedings against us, which could be costly and time consuming to defend against. If we decide to take limited or no action to protect our trademarks, our trademark rights may be diluted and subject to challenge or invalidation, which could materially and adversely affect our brand in the marketplace. Certain of the trademarks we may use may become so well known by the public that their use becomes generic and they lose trademark protection. Over the long term, if we are unable to establish name recognition based on our trademark and tradenames, then we may not be able to compete effectively and our business may be adversely affected. Further, we cannot assure you that competitors will not infringe our trademarks or that we will have adequate resources to enforce our trademarks.


We are subject to litigation in the ordinary course of business, and uninsured judgments or a rise in insurance premiums may adversely affect our results of operations.

In the ordinary course of business, we are subject to various claims and litigation. Any such claims, regardless of merit, could be time-consuming and expensive to defend and could divert management’s attention and resources. In accordance with customary practice, we maintain insurance against some, but not all, of these potential claims. We may elect not to obtain insurance if we believe that the cost of available insurance is excessive relative to the risks presented. The levels of insurance we maintain may not be adequate to fully cover any and all losses or liabilities. Further, we may not be able to maintain insurance at commercially acceptable premium levels or at all. If any significant judgment, claim (or a series of claims) or other event is not fully insured or indemnified against, it could have a material adverse impact on our business, financial condition and results of operations. There can be no assurance as to the actual amount of these liabilities or the timing thereof. We cannot be certain that the outcome of current or future litigation will not have a material adverse impact on our business and results of operations.

We may be liable for the information that content owners or distributors distribute over our network.

The law relating to the liability of private network operators for information carried on or disseminated through their networks remains unsettled. While we disclaim any liability for third-party content in our services agreements, we may become subject to legal claims relating to the content disseminated on our network, even though such content is owned or distributed by our customers or a customer of our customers. For example, lawsuits may be brought against us claiming that material distributed using our network was
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inaccurate, offensive or violated the law or the rights of others. Claims could also involve matters such as defamation, invasion of privacy and copyright infringement. In addition, the law remains unclear over whether content may be distributed from one jurisdiction, where the content is legal, into another jurisdiction, where it is not. Companies operating private networks have been sued in the past, sometimes successfully, based on the nature of material distributed, even if the content is not owned by the network operator and the network operator has no knowledge of the content or its legality. It is not practical for us to monitor all of the content distributed using our network. We may need to take costly measures to reduce our exposure to these risks or to defend ourselves against such claims, which could adversely affect our results of operations and financial condition.

Third parties may fraudulently use our name to obtain access to customer accounts and other personal information, use our services to commit fraud or steal our services, which could damage our reputation, limit our growth or cause us to incur additional expenses.

Our customers may have been subject to “phishing,” which occurs when a third-party calls or sends an email or pop-up message to a customer that claims to be from a business or organization that provides services to the customer. The purpose of the inquiry is typically to encourage the customer to visit a bogus website designed to look like a website operated by the legitimate business or organization or provide information to the operator. At the bogus website, the operator attempts to trick the customer into divulging customer account or other personal information such as credit card information or to introduce viruses through “Trojan horse” programs to the customers’ computers. This could result in identity theft from our customers and the unauthorized use of our services. Third parties also have used our communications services to commit fraud. If we are unable to detect and prevent “phishing” and other similar methods, use of our services for fraud and similar activities, our brand reputation and growth may suffer and we may incur additional costs, including costs to increase security, or be required to credit significant amounts to customers.

Third parties also have used our communications services without paying, including by submitting fraudulent credit information and fraudulent credit card information. This has resulted in our incurring the cost of providing the services, including incurring call termination fees, without any corresponding revenue. We have implemented anti-fraud procedures in order to limit the expenses resulting from theft of service. If our procedures are not effective, theft of service could significantly increase our expenses and adversely affect our business, results of operations and financial condition.

If our customers or their end users do not accept the differences between our service and traditional telephone service, they may choose to remain with their current telephone service provider or may choose to return to service provided by traditional network service providers.

Aspects of our services based on VoIP, including our Bandwidth Communications Platform, are not the same as traditional network service providers. Our continued growth is dependent on the adoption of our services by mainstream customers and their end users, so these differences are important. For example:

· Our 911 calling services are different, in significant respects, from the 911 service associated with traditional wireline and wireless telephone providers and, in certain cases, with other VoIP providers.

· In the event of a power loss or Internet access interruption experienced by a customer, our service may be interrupted.

· Our customers’ end users may experience lower call quality than they are used to from traditional wireline or wireless telephone companies, including static, echoes and delays in transmissions.
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· Our customers’ end users may not be able to call premium-rate telephone numbers such as 1-900 numbers and 976 numbers.

We may lose customers if we experience failures of our system or Bandwidth Communications Platform that significantly disrupt the availability and quality of the services that we provide. Such failures may also cause interruptions to service delivery and the completion of other corporate functions.

Our operations depend on our ability to limit and mitigate interruptions or degradation in service for customers. Interruptions in service or performance problems, for whatever reason, could undermine our customers’ confidence in our services and cause us to lose customers or make it more difficult to attract new ones. Because many of our services are critical to the businesses or daily lives of many of our customers or our customers’ end users, any significant interruption or degradation in service also could result in lost profits or other losses to customers. Although our service agreements generally limit our liability for service failures and generally exclude any liability for “consequential” damages such as lost profits, a court might not enforce these limitations on liability, which could expose us to financial loss. We also sometimes provide our customers with committed service levels. If we fail to meet these committed service levels, we could be required to provide service credits or other compensation to our customers, which could adversely affect our results of operations.

The failure of any equipment or facility on our network, including our network operations control centers and network data storage locations, could interrupt customer service and other corporate functions until we complete necessary repairs or install replacement equipment. Our business continuity plans also may be inadequate to address a particular failure that we experience. Delays, errors or network equipment or facility failures could result from natural disasters, disease, accidents, terrorist acts, power losses, security breaches, vandalism or other illegal acts, computer viruses or other causes. These delays, errors or failures could significantly impair our business due to:

· service interruptions;

· misfunction of our Bandwidth Communications Platform on which our enterprise users rely for voice, messaging or 911 functionality;

· exposure to customer liability;

· the inability to install new service;

· the unavailability of employees necessary to provide services;

· the delay in the completion of other corporate functions such as issuing bills and the preparation of financial statements; or

· the need for expensive modifications to our systems and infrastructure.

Defects or errors in our services could diminish demand for our services, harm our business and results of operations and subject us to liability.

Our customers use our services for important aspects of their businesses, and any errors, defects or disruptions to our services and any other performance problems with our services could damage our customers’ businesses and, in turn, hurt our brand and reputation. We provide regular updates to our services, which have in the past contained, and may in the future contain, undetected errors, failures, vulnerabilities and bugs when first introduced or released. Real or perceived errors, failures or bugs in our services could result in negative publicity, loss of or delay in market acceptance of our platform, loss of competitive position, lower
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customer retention or claims by customers for losses sustained by them. In such an event, we may be required, or may choose, for customer relations or other reasons, to expend additional resources in order to help correct the problem. In addition, we may not carry insurance sufficient to compensate us for any losses that may result from claims arising from defects or disruptions in our services. As a result, our brand and reputation could be harmed, and our business, results of operations and financial condition may be adversely affected.

If our 911 services do not function properly, we may be exposed to significant liability from our users.

Certain of our IP telephony offerings, as well as the 911 solutions that we offer are subject to FCC rules governing the delivery of emergency calling services. Similar to other providers of IP telephony services, our 911 service are different from those associated with traditional telecommunications services. These differences may lead to an inability to make and complete calls that would not occur for users of traditional telephony services. For example, to provide the emergency calling services required by the FCC’s rules to our IP telephony consumers, we may use components of both the wireline and wireless infrastructure in unique ways that can result in failed connections and calls routed to incorrect emergency call centers. Routing emergency calls over the Internet may be adversely affected by power outages and network congestion that may not occur for users of traditional telephony services. Emergency call centers may not be equipped with appropriate hardware or software to accurately process and respond to emergency calls initiated by consumers of our IP telephony services, and calls routed to the incorrect emergency call center can significantly delay response times for first responders. Users of our IP telephony services from a fixed address are required to manually update their location information, and failure to do so may result in dispatching of assistance to the wrong location. Even manual updates made appropriately require a certain amount of time before the updated address appears in the relevant databases which could result in misrouting emergency calls to the wrong emergency calling center, dispatching first responders to the wrong address, or both. Moreover, the relevant rules with respect to what address information should be provided to emergency call centers when the call originates from a mobile application are unsettled. As a result, we could be subject to enforcement action by the FCC or other entities-possibly exposing us to significant monetary penalties, cease and desist orders, civil liability, loss of user confidence in our services, loss of users, and other adverse consequences, which could materially harm our business. The FCC’s rules, and some states, also impose other obligations on us, such as properly recording our customers’ registered locations, obtaining affirmative acknowledgement from customers that they are aware of the differences between emergency calling services associated with IP telephony as compared with traditional telecommunications services, and distribution of appropriate warning labels to place on or near hardware used to place IP telephony calls. Failure to comply with these requirements, or failure of our Bandwidth Communications Platform such that 911 calls did not complete or were misrouted, may result in FCC enforcement action, state attorneys’ general investigations, potential exposure to significant monetary penalties, cease and desist orders, civil liability to our users and their customers, loss of user confidence in our services, loss of users, and other adverse consequences, which could materially harm our business.


The FCC’s rules also require that we timely report certain 911 service outages. The FCC may make further inquiries regarding matters related to any reported 911 service outage. Any inquiry could result in FCC enforcement action, potential monetary penalties and other adverse consequences.

Termination of relationships with key suppliers could cause delay and additional costs.

Our business is dependent on third-party suppliers for fiber, computers, software, transmission electronics and related network components, as well as providers of network colocation facilities that are integrated into our network, some of which are critical to the operation of our business. If any of these critical relationships is terminated, a supplier either exits or curtails its business as a result of economic conditions,
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a supplier fails to provide critical services or equipment, or the supplier is forced to stop providing services due to legal constraints, such as patent infringement, and we are unable to reach suitable alternative arrangements quickly, we may experience significant additional costs or we may not be able to provide certain services to customers. If that happens, our business, results of operations and financial condition could be materially adversely affected.

Many of our third-party suppliers do not have long-term committed contracts with us and may terminate their agreements with us without notice or by providing 30 days prior written notice. Although we expect that we could receive similar services from other third-party suppliers, if any of our arrangements with our third-party suppliers are terminated, we could experience interruptions in our ability to make our services available to customers, as well as delays and additional expenses in arranging alternative providers. If a significant portion of our third-party suppliers fail to provide these services to us on a cost-effective basis or otherwise terminate these services, the delay caused by qualifying and switching to other providers could be time consuming and costly and could adversely affect our business, results of operations and financial condition.

One of our third-party suppliers, Level 3, provides us with certain 911 call routing and termination services. Pursuant to the agreement with Level 3, Level 3 is our preferred provider for these services until December 31, 2020, after which the agreement automatically renews for consecutive one-year periods, unless terminated by either Level 3 or us. After December 31, 2020, Level 3 may cancel the agreement upon two years’ notice and we may cancel the agreement upon one year’s notice. If our agreement with Level 3 terminates for any reason other than our default, Level 3 must continue to provide these services to us for at least two years to allow us to transition to another provider. We are obligated to pay Level 3 a minimum of $100,000 per month for as long as the agreement continues. Additionally, Level 3 has a right of first refusal to provide these 911 call routing and termination services to us in additional geographic areas.

Our growth and financial health are subject to a number of economic risks.

The financial markets in the United States have experienced substantial uncertainty during recent years. This uncertainty has included, among other things, extreme volatility in securities prices, drastically reduced liquidity and credit availability, rating downgrades of certain investments and declining values with respect to others. If capital and credit markets continue to experience uncertainty and available funds remain limited, we may not be able to obtain debt or equity financing or to refinance our existing indebtedness on favorable terms or at all, which could affect our strategic operations and our financial performance and force modifications to our operations. These conditions currently have not precluded us from accessing credit markets or financing our operations, but there can be no assurance that financial markets and confidence in major economies will not deteriorate. An extended period of economic deterioration could materially adversely affect our results of operations and financial condition and exacerbate some of the other risk factors contained in this Annual Report on Form 10-K. For example, our customers might defer or entirely decline purchases of our services due to tighter credit or negative financial news or reduce demand for our services. Our customers also may not be able to obtain adequate credit, which could adversely affect the timeliness of their payments to us or ultimately result in a filing by the customer for protection from creditors under applicable insolvency or bankruptcy laws. If our customers cannot make timely payments to us, our accounts receivable could increase. The demand for, and the prices of, our services also may decline due to the actions of our competitors or otherwise.

Key vendors upon which we rely also could be unwilling or unable to provide us with the materials or services that we need to operate our Bandwidth Communications Platform or otherwise on a timely basis or on terms that we find acceptable. Our financial counterparties, insurance providers or others also may
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default on their contractual obligations to us. If any of our key vendors fail, we may not be able to replace them without disruptions to, or deterioration of, our services and we also may incur higher costs associated with new vendors. Transitioning to new vendors also may result in the loss of the value of assets associated with our integration of third-party services into our network or service offerings.

Our customer churn rate may increase.

Customer churn occurs when a customer discontinues service with us, whether voluntarily or involuntarily, such as a customer switching to a competitor or going out of business. Changes in the economy, increased competition from other providers, or issues with the quality of service we deliver can impact our customer churn rate. We cannot predict future pricing by our competitors, but we anticipate that price competition will continue. Lower prices offered by our competitors could contribute to an increase in customer churn. We cannot predict the timing, duration or magnitude of any deteriorated economic conditions or its impact on our target of customers. Higher customer churn rates could adversely affect our revenue growth. Higher customer churn rates could cause our dollar-based net retention rate to decline. A sustained and significant growth in the churn rate could have a material adverse effect on our business.

The market prices for certain of our services have decreased in the past and may decrease in the future, resulting in lower revenue than we anticipate.

Market prices for certain of our services have decreased over recent years. These decreases resulted from downward market pressure and other factors including:

· technological changes and network expansions, which have resulted in increased transmission capacity available for sale by us and by our competitors; and

· some of our competitors have been willing to accept smaller operating margins in the short term in an attempt to increase long-term revenue.

To retain customers and revenue, we must sometimes reduce prices in response to market conditions and trends. We cannot predict to what extent we may need to reduce our prices to remain competitive or whether we will be able to sustain future pricing levels as our competitors introduce competing services or similar services at lower prices. Our ability to meet price competition may depend on our ability to operate at costs equal to or lower than our competitors or potential competitors. As our prices for some of our services decrease, our operating results may suffer unless we are able to either reduce our operating expenses or increase traffic volume from which we can derive additional revenue.

The need to obtain additional IP circuits from other providers increases our costs. In addition, the need to interconnect our network to networks that are controlled by others could increase our costs.

We lease over 150,000 IP circuits from third parties nationwide. We could incur material expenses if we were required to locate alternative IP circuits. We may not be able to obtain reasonable alternative IP circuits if needed. Failure to obtain usage of alternative IP circuits, if necessary, could have a material adverse effect on our ability to carry on business operations. In addition, some of our agreements with other providers require the payment of amounts for services whether or not those services are used. Our reliance on third-party providers may reduce our operating flexibility, ability to make timely service changes and ability to control quality of service.

In the normal course of business, we need to enter into interconnection agreements with many local telephone companies, as well as the owners of networks that our customers desire to access to deliver their services. We are not always able to secure these interconnection agreements on favorable terms. Costs of
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obtaining service from other communications carriers comprise a significant proportion of the operating expenses of long distance carriers. Changes in regulation, particularly the regulation of telecommunication carriers and local access network owners, could indirectly, but significantly, affect our competitive position. These changes could increase or decrease the costs of providing our services. Further, if problems occur with our third-party providers or local telephone companies, it may cause errors or poor quality communications, and we could encounter difficulties identifying the source of the problem. The occurrence of errors or poor quality communications on our services, whether caused by our platform or a third-party provider, may result in the loss of our existing customers or the delay of adoption of our services by potential customers and may adversely affect our business, results of operations and financial condition.

We depend largely on the continued services of our senior management and other key employees, the loss of any of whom could adversely affect our business, results of operations and financial condition.

Our future performance depends on the continued services and contributions of our senior management and other key employees to execute on our business plan, to develop our platform, to deliver our services to customers, to attract and retain customers and to identify and pursue opportunities. The loss of services of senior management or other key employees could significantly delay or prevent the achievement of our development and strategic objectives. In particular, we depend to a considerable degree on the vision, skills, experience and effort of our Cofounder, Chief Executive Officer and Chairman, David A. Morken. The replacement of any of our senior management personnel would likely involve significant time and costs, and such loss could significantly delay or prevent the achievement of our business objectives. The loss of the services of our senior management or other key employees for any reason could adversely affect our business, results of operations and financial condition.

If we are unable to hire, retain and motivate qualified personnel, our business will suffer.

Our future success depends, in part, on our ability to continue to attract and retain highly skilled personnel. We believe that there is, and will continue to be, intense competition for highly skilled management, technical, sales and other personnel with experience in our industry in the Raleigh, North Carolina area, where our headquarters are located, and in other locations where we maintain offices. We must provide competitive compensation packages and a high-quality work environment to hire, retain and motivate employees. If we are unable to retain and motivate our existing employees and attract qualified personnel to fill key positions, we may be unable to manage our business effectively, including the development, marketing and sale of our services, which could adversely affect our business, results of operations and financial condition. To the extent we hire personnel from competitors, we also may be subject to allegations that they have been improperly solicited or hired, or that they divulged proprietary or other confidential information.

Volatility in, or lack of performance of, our stock price may also affect our ability to attract and retain key personnel. Many of our key personnel are, or will soon be, vested in a substantial amount of shares of Class A common stock, Class B common stock or stock options. Employees may be more likely to terminate their employment with us if the shares they own or the shares underlying their vested options have significantly appreciated in value relative to the original purchase prices of the shares or the exercise prices of the options, or, conversely, if the exercise prices of the options that they hold are significantly above the trading price of our Class A common stock. If we are unable to retain our employees, our business, results of operations and financial condition could be adversely affected.

Our management team has limited experience managing a public company.

Most members of our management team have limited, if any, experience managing a publicly-traded company, interacting with public company investors and complying with the increasingly complex laws
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pertaining to public companies. Our management team may not successfully or efficiently manage us as a public company. As a result of being a public company, we are subject to significant regulatory oversight and reporting obligations under the federal securities laws and the continuous scrutiny of securities analysts and investors. These new obligations and constituents require significant attention from our senior management and could divert their attention away from the day-to-day management of our business, which could adversely affect our business, results of operations and financial condition.

We could be subject to liability for historic and future sales, use and similar taxes, which could adversely affect our results of operations.

We conduct operations in many tax jurisdictions throughout the United States. In many of these jurisdictions, non-income-based taxes such as sales, use and telecommunications taxes, including those associated with (or potentially associated with) VoIP telephony services or 911 services, are or may be assessed on our operations. The systems and procedures necessary to comply in these jurisdictions are complex to develop and challenging to implement. Additionally, we rely heavily on third parties to provide us with key software and services for compliance. If these third parties cease to provide those services to us for any reason, or fail to perform services accurately and completely, we may not be able to accurately bill, collect or remit applicable non-income-based taxes. Historically, we have not billed or collected certain of these taxes and, in accordance with generally accepted accounting principles ("GAAP"), we have recorded a provision for our tax exposure in these jurisdictions when it is both probable that a liability has been incurred and the amount of the exposure can be reasonably estimated. These estimates include several key assumptions including, but not limited to, the taxability of our services, the jurisdictions in which we believe we have nexus, and the sourcing of revenue to those jurisdictions. In the event these jurisdictions challenge our assumptions and analysis, our actual exposure could differ materially from our current estimates.

Taxing authorities also may periodically perform audits to verify compliance and include all periods that remain open under applicable statutes, which customarily range from three to four years. At any point in time, we may undergo audits that could result in significant assessments of past taxes, fines and interest if we were found to be non-compliant. During the course of an audit, a taxing authority may, as a matter of policy, question our interpretation and/or application of their rules in a manner that, if we were not successful in substantiating our position, could potentially result in a significant financial impact to us.

Furthermore, certain jurisdictions in which we do not collect sales, use and similar taxes may assert that such taxes are applicable, which could result in tax assessments, penalties and interest, and we may be required to collect such taxes in the future. Such tax assessments, penalties and interest or future requirements may adversely affect our business, results of operations and financial condition.

We may be subject to significant U.S. federal income tax-related liabilities if certain ownership changes were to occur, including as a result of subsequent issuances or acquisitions of our stock, and we may determine to forego certain transactions in light of such liabilities as well as the restrictions and obligations imposed by and under the Tax Sharing Agreement.

We may be subject to significant U.S. federal income tax-related liabilities with respect to our prior distribution of all of the issued and outstanding shares of the common stock of Republic Wireless, Inc. (“Republic Wireless”), our former subsidiary, to our stockholders as of and on November 30, 2016 (the “Spin-Off”), if certain ownership changes were to occur. In particular, even if the Spin-Off otherwise qualifies as a tax-free transaction to us and our stockholders under Section 355, Section 368(a)(1)(D) and related provisions of the U.S. Internal Revenue Code of 1986, as amended (the “Code”), it may result in corporate-level taxable gain to us under Section 355(e) of the Code (“Section 355(e)”) if there is a 50% or greater change in ownership, by vote or value, of shares of our stock or Republic Wireless’s stock occurring as part
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of a plan or series of related transactions that includes the Spin-Off. In addition, pursuant to the Tax Sharing Agreement, dated November 30, 2016, between us and Republic Wireless (the “Tax Sharing Agreement”), we and Republic Wireless are each prohibited from taking or failing to take any action that prevents the Spin-Off from qualifying for tax-free treatment under Section 355, Section 368(a)(1)(D) and related provisions of the Code, and we and Republic Wireless must generally indemnify one another for any taxes or losses incurred by the other (or its respective subsidiaries), as applicable, resulting from the application of Section 355(e) to the Spin-Off as a result of subsequent actions we or Republic Wireless take or fail to take.

To preserve the tax-free nature of the Spin-Off to us as well as Republic Wireless (and its subsidiaries), we might forego certain transactions that might otherwise have been advantageous. In particular, we might continue to operate certain of our business operations for the foreseeable future even if a sale or discontinuance of such business might have otherwise been advantageous.

In addition, for purposes of Section 355(e), any acquisitions or issuances of our stock or Republic Wireless’s stock that occur within two years after the Spin-Off will generally be presumed to be part of a plan or series of related transactions with respect to the Spin-Off. Although we or Republic Wireless may be able to rebut that presumption, determining whether an acquisition or issuance is part of a plan or series of related transactions under these rules is generally complex, inherently factual and subject to interpretation of the facts and circumstances of a particular case. For this purpose, whether any increase in voting power by holders of our Class B common stock by reason of the conversion by other holders of our Class B common stock to our Class A common stock should be considered an acquisition of voting power as part of a plan or series of related transactions is unclear.

In light of the implications that would arise for us if Section 355(e) were to apply to the Spin-Off, we received an opinion from Kilpatrick Townsend & Stockton LLP, our special tax counsel, in conjunction with our initial public offering to the effect that

(i) as of November 9, 2017, we are not required to recognize gain with respect to the Spin-Off pursuant to Section 355(e) as a result of one or more persons directly or indirectly acquiring our stock, and (ii) any increases in voting power attributable to conversions of our Class B common stock to Class A common stock by those who hold our Class B common stock as of our initial public offering will not cause us to recognize gain with respect to the Spin-Off pursuant to Section 355(e) (the “Tax Opinion”). The Tax Opinion is not binding on the Internal Revenue Service (the “IRS”) or the courts, however, and the IRS or the courts may not agree with the conclusions reached in the Tax Opinion. Moreover, the Tax Opinion was based upon, among other things, then-current law and certain assumptions and representations as to factual matters made by us. Any change in currently applicable law, which may be retroactive, or the failure of any such assumptions or representations to be true, could adversely affect the validity of the conclusions reached in the Tax Opinion. If the conclusions in the Tax Opinion were not correct and Section 355(e) were to apply to the Spin-Off, we would be liable for significant U.S. federal income tax related liabilities and indemnity obligations under the Tax Sharing Agreement.


Even if Section 355(e) does not apply to the Spin-Off as of the date of our initial public offering or as a result of an increase in voting power attributable to conversions of our Class B common stock by those who hold such stock as of our initial public offering, subsequent acquisitions or issuances of our stock could be treated as part of a plan or series of related transactions with respect to the Spin-Off. Accordingly, in light of the requirements of Section 355(e), we might forego share repurchases, stock issuances and other strategic transactions for some period of time following our initial public offering. Notwithstanding the foregoing, it is possible that we, Republic Wireless or the holders of our respective stock might inadvertently cause, permit or otherwise not prevent a change in the ownership of our stock or Republic Wireless’s stock to occur, which would cause Section 355(e) to apply to the Spin-Off, thereby triggering significant U.S. federal income tax-related liabilities and indemnity obligations under the Tax Sharing Agreement of approximately $50 million.
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This approximation is based on our current expectations and the tax laws in effect as of our initial public offering. However, we cannot provide any assurance that this estimate will prove to be accurate in the event that Section 355(e) were to apply.

If our estimates or judgments relating to our critical accounting policies prove to be incorrect, our results of operations could be adversely affected.

The preparation of financial statements in conformity with GAAP requires management to make estimates and assumptions that affect the amounts reported in the consolidated financial statements and accompanying notes. We base our estimates on historical experience and on various other assumptions that we believe to be reasonable under the circumstances, as provided in “Management’s Discussion and Analysis of Financial Condition and Results of Operations.” The results of these estimates form the basis for making judgments about the carrying values of assets, liabilities and equity, and the amount of revenue and expenses that are not readily apparent from other sources. Significant assumptions and estimates used in preparing our consolidated financial statements include those related to revenue recognition, capitalized internal-use software costs, other non-income taxes, business combination and valuation of goodwill and purchased intangible assets and share-based compensation. Our results of operations may be adversely affected if our assumptions change or if actual circumstances differ from those in our assumptions, which could cause our results of operations to fall below the expectations of securities analysts and investors, resulting in a decline in the trading price of our Class A common stock.

If we fail to maintain an effective system of disclosure controls and internal control over financial reporting, our ability to produce timely and accurate financial statements or comply with applicable regulations could be impaired.
As a public company, we are subject to the reporting requirements of the Exchange Act, the Sarbanes-Oxley Act of 2002 (the “Sarbanes-Oxley Act”), and the rules and regulations of the applicable listing standards of the NASDAQ Global Select Market. We expect that the requirements of these rules and regulations will continue to increase our legal, accounting and financial compliance costs, make some activities more difficult, time-consuming and costly and place significant strain on our personnel, systems and resources.

The Sarbanes-Oxley Act requires, among other things, that we maintain effective disclosure controls and procedures and internal control over financial reporting. Our disclosure controls and other procedures are designed to ensure that information required to be disclosed by us in the reports that we will file with the Securities and Exchange Commission ("SEC") is recorded, processed, summarized and reported within the time periods specified in SEC rules and forms and that information required to be disclosed in reports under the Exchange Act is accumulated and communicated to our principal executive and financial officers, and we continue to evaluate how to improve controls. We are also continuing to improve our internal control over financial reporting. In order to develop, maintain and improve the effectiveness of our disclosure controls and procedures and internal control over financial reporting, we have expended, and anticipate that we will continue to expend, significant resources, including accounting-related costs and significant management oversight.

Our current controls and any new controls that we develop may become inadequate because of changes in conditions in our business. Further, weaknesses in our disclosure controls and internal control over financial reporting may be discovered in the future. Any failure to develop or maintain effective controls or any difficulties encountered in their implementation or improvement could harm our results of operations or cause us to fail to meet our reporting obligations and may result in a restatement of our consolidated financial statements for prior periods. Any failure to implement and maintain effective internal control over financial reporting could also adversely affect the results of periodic management evaluations and annual independent
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registered public accounting firm attestation reports regarding the effectiveness of our internal control over financial reporting that we will eventually be required to include in our periodic reports that will be filed with the SEC. Ineffective disclosure controls and procedures and internal control over financial reporting could also cause investors to lose confidence in our reported financial and other information, which would likely have a negative effect on the trading price of our Class A common stock. In addition, if we are unable to continue to meet these requirements, we may not be able to remain listed on the NASDAQ Global Select Market. We are not currently required to comply with the SEC rules that implement Section 404 of the Sarbanes-Oxley Act and are therefore not required to make a formal assessment of the effectiveness of our internal control over financial reporting for that purpose. As a public company, we are required to provide an annual management report on the effectiveness of our internal control over financial reporting commencing with our second Annual Report on Form 10-K.

Our independent registered public accounting firm is not required to attest to the effectiveness of our internal control over financial reporting until after we are no longer an “emerging growth company” as defined in the Jumpstart Our Business Startups Act of 2012 (the "JOBS Act"). At such time, our independent registered public accounting firm may issue a report that is adverse in the event it is not satisfied with the level at which our internal control over financial reporting is documented, designed or operating. Any failure to maintain effective disclosure controls and internal control over financial reporting could have a material and adverse effect on our business, results of operations and financial condition and could cause a decline in the trading price of our Class A common stock.

If our goodwill or intangible assets become impaired, we may be required to record a significant charge to earnings.

We review our intangible assets for impairment when events or changes in circumstances indicate the carrying value may not be recoverable. Goodwill is required to be tested for impairment at least annually. An adverse change in market conditions, particularly if such change has the effect of changing one of our critical assumptions or estimates, could result in a change to the estimation of fair value that could result in an impairment charge to our goodwill or intangible assets. Any such charges may adversely affect our results of operations.

We are an “emerging growth company” and we cannot be certain if the reduced disclosure requirements applicable to emerging growth companies will make our Class A common stock less attractive to investors.

We are an “emerging growth company,” as defined in the JOBS Act, and take advantage of certain exemptions from various reporting requirements that are applicable to other public companies that are not “emerging growth companies,” including not being required to comply with the auditor attestation requirements of Section 404 of the Sarbanes-Oxley Act, reduced disclosure obligations regarding executive compensation in our periodic reports and proxy statements, and exemptions from the requirements of holding a nonbinding advisory vote on executive compensation and stockholder approval of any golden parachute payments not previously approved. We may take advantage of these exemptions for so long as we are an “emerging growth company.” We cannot predict if investors will find our Class A common stock less attractive because we will rely on these exemptions. If some investors find our Class A common stock less attractive as a result, there may be a less active trading market for our Class A common stock and the trading price of our Class A common stock may be more volatile.

Earthquakes, hurricanes, fires, floods, power outages, terrorist attacks and other significant events could disrupt our business and ability to serve our clients.
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A significant event, such as an earthquake, hurricane, a fire, a flood or a power outage, could have a material adverse effect on our business, results of operations or financial condition. Our IP network is designed to be redundant and to offer seamless backup support in an emergency. While our network is designed to withstand the loss of any one data center at any point in time, the simultaneous failure of multiple data centers could disrupt our ability to serve our clients. Additionally, certain of our capabilities cannot be made redundant feasibly or cost-effectively. Acts of physical or cyber terrorism or other geopolitical unrest also could cause disruptions in our business. The adverse impacts of these risks may increase if our disaster recovery plans prove to be inadequate.

As we have elected to avail ourselves of the JOBS Act extended accounting transition period, our financial statements may not be easily comparable to other companies.

Pursuant to the JOBS Act, as an “emerging growth company,” we can elect to avail ourselves of the extended transition period for any new or revised accounting standards that may be issued by the Public Company Accounting Oversight Board or the SEC. We have elected to avail ourselves of such extended transition period, which means that when a standard is issued or revised and it has different application dates for public or private companies, we, as an “emerging growth company,” expect to adopt the standard on the timeline for private companies. This may make comparison of our financial statements with other public companies that are not emerging growth companies or emerging growth companies that have opted out of using the extended transition period difficult or impossible because of the potential differences in accounting standards used.

Our financial condition and growth may depend upon the successful integration of acquired businesses. We may not be able to efficiently and effectively integrate acquired operations, and thus may not fully realize the anticipated benefits from such acquisitions.

Achieving the anticipated benefits of any acquisitions depends in part upon whether we can integrate new businesses in an efficient and effective manner. The integration of any acquired businesses involves a number of risks, including, but not limited to:

· demands on management related to any significant increase in size after the acquisition;

· the disruption of ongoing business and the diversion of management’s attention from the management of daily operations to management of integration activities;

· failure to fully achieve expected synergies and costs savings;

· unanticipated impediments in the integration of departments, systems, including accounting systems, technologies, books and records and procedures, as well as in maintaining uniform standards, controls, including internal control over financial reporting required by the Sarbanes-Oxley Act, procedures and policies;

· loss of customers or the failure of customers to order incremental services that we expect them to order;

· failure to provision services that are ordered by customers during the integration period;

· higher integration costs than anticipated; and

· difficulties in the assimilation and retention of highly qualified, experienced employees, many of whom may be geographically dispersed.
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Successful integration of any acquired businesses or operations will depend on our ability to manage these operations, realize opportunities for revenue growth presented by strengthened service offerings and expanded geographic market coverage, obtain better terms from our vendors due to increased buying power, and eliminate redundant and excess costs to fully realize the expected synergies. Because of difficulties in combining geographically distant operations and systems which may not be fully compatible, we may not be able to achieve the financial strength and growth we anticipate from the acquisitions.

We may not realize our anticipated benefits from our acquisitions, if any, or may be unable to efficiently and effectively integrate acquired operations as planned. If we fail to integrate acquired businesses and operations efficiently and effectively or fail to realize the benefits we anticipate, we would be likely to experience material adverse effects on our business, financial condition, results of operations and future prospects.

Our credit facility contains restrictive and financial covenants that may limit our operating flexibility.

Our credit facility contains certain restrictive covenants that either limit our ability to, or require a mandatory prepayment in the event we, among other things, incur additional indebtedness, issue guarantees, create liens on assets, make certain investments, merge with or acquire other companies, change business locations, pay dividends or make certain other restricted payments, transfer or dispose of assets, enter into transactions with affiliates and enter into various specified transactions. We, therefore, may not be able to engage in any of the foregoing transactions unless we obtain the consent of our lenders or prepay the outstanding amount under our credit facility. Our credit facility also contains certain financial covenants and financial reporting requirements. Our obligations under our credit facility are secured by all of our property, with certain exceptions. We may not be able to generate sufficient cash flow or sales to meet the financial covenants or pay the principal and interest under our credit facility. Furthermore, future working capital, borrowings or equity financing could be unavailable to repay or refinance the amounts outstanding under our credit facility. In the event of a liquidation, all outstanding principal and interest would have to be repaid prior to distribution of assets to unsecured creditors, and the holders of our Class A and Class B common stock would receive a portion of any liquidation proceeds only if all of our creditors, including our lenders, were first repaid in full.

If we are unable to comply with the restrictive and financial covenants in our credit facility, there would be a default under the terms of that agreement, and this could result in an acceleration of payment of funds that have been borrowed.
If we were unable to comply with the restrictive and financial covenants in our credit facility, there would be a default under the terms of that agreement. As a result, any borrowings under other instruments that contain cross-acceleration or cross default provisions may also be accelerated and become due and payable. If any of these events occur, there can be no assurance that we would be able to make necessary payments to the lenders or that we would be able to find alternative financing. Even if we were able to obtain alternative financing, there can be no assurance that it would be on terms that are acceptable.

Risks Related to Ownership of Our Class A Common Stock

The trading price of our Class A common stock may be volatile, and you could lose all or part of your investment.

Prior to our initial public offering, there was no public market for shares of our Class A common stock. On November 10, 2017, we sold shares of our Class A common stock to the public at $20.00 per share. From November 10, 2017, the date that our Class A common stock began trading on the NASDAQ Global
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Select Market, through January 31, 2018, the trading price of our Class A common stock has ranged from $18.05 per share to $24.99 per share. The trading price of our Class A common stock may continue to be volatile and could fluctuate significantly in response to numerous factors, many of which are beyond our control, including:

· price and volume fluctuations in the overall stock market from time to time;

· volatility in the trading prices and trading volumes of technology stocks;

· volatility in the trading volumes of our Class A common stock;

· changes in operating performance and stock market valuations of other technology companies generally, or those in our industry in particular;

· sales of shares of our Class A common stock by us or our stockholders;

· failure of securities analysts to maintain coverage of us, changes in financial estimates by securities analysts who follow our company, or our failure to meet these estimates or the expectations of investors;

· the financial projections we may provide to the public, any changes in those projections or our failure to meet those projections;

· announcements by us or our competitors of new products or services;

· the public’s reaction to our press releases, other public announcements and filings with the SEC;

· rumors and market speculation involving us or other companies in our industry;

· actual or anticipated changes in our results of operations or fluctuations in our results of operations;

· actual or anticipated developments in our business, our competitors’ businesses or the competitive landscape generally;

· litigation involving us, our industry or both;

· regulatory actions or developments affecting our operations, those of our competitors or our industry more broadly;

· developments or disputes concerning our intellectual property or other proprietary rights;

· announced or completed acquisitions of businesses, products, services or technologies by us or our competitors;

· new laws or regulations or new interpretations of existing laws or regulations applicable to our business;

· changes in accounting standards, policies, guidelines, interpretations or principles;

· new rules adopted by certain index providers, such as S&P Dow Jones, that limit or preclude inclusion of companies with multi-class capital structures in certain of their indices;

· any significant change in our management; and

· general economic conditions and slow or negative growth of our markets.
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In addition, in the past, securities class action litigation has often been instituted following periods of volatility in the overall market and the market price of a particular company’s securities. This litigation, if instituted against us, could result in substantial costs and a diversion of our management’s attention and resources.

Substantial future sales of shares of our Class A common stock could cause the market price of our Class A common stock to decline.

The market price of our Class A common stock could decline as a result of substantial sales of our Class A common stock, particularly sales by our directors, executive officers and significant stockholders, or the perception in the market that holders of a large number of shares intend to sell their shares.

Additionally, the shares of Class A common stock subject to outstanding options and restricted stock unit awards under our equity incentive plans and the shares reserved for future issuance under our equity incentive plans will become eligible for sale in the public market upon issuance. Certain holders of our Class A common stock have rights, subject to some conditions, to require us to file registration statements covering their shares or to include their shares in registration statements that we may file for our stockholders or ourselves.

The dual class structure of our common stock has the effect of concentrating voting control with those stockholders who held our capital stock prior to the completion of our initial public offering, including our directors, executive officers and significant stockholders and their respective affiliates who held in the aggregate 89.6% of the voting power of our capital as of December 31, 2017. This limits or precludes your ability to influence corporate matters, including the election of directors, amendments to our organizational documents and any merger, consolidation, sale of all or substantially all of our assets, or other major corporate transaction requiring stockholder approval.

Our Class A common stock has one vote per share, and our Class B common stock has ten votes per share. As of December 31, 2017, our directors, executive officers and holders of more than 5% of our common stock, and their respective affiliates, hold in the aggregate 89.6% of the voting power of our capital stock. Because of the ten-to-one voting ratio between our Class B and Class A common stock, the holders of our Class B common stock collectively will continue to control a majority of the combined voting power of our common stock and therefore be able to control all matters submitted to our stockholders for approval. This concentrated control limits or precludes your ability to influence corporate matters for the foreseeable future, including the election of directors, amendments to our organizational documents, and any merger, consolidation, sale of all or substantially all of our assets, or other major corporate transaction requiring stockholder approval. In addition, this may prevent or discourage unsolicited acquisition proposals or offers for our capital stock that you may feel are in your best interest as one of our stockholders.

Future transfers by holders of Class B common stock will generally result in those shares converting to Class A common stock, subject to limited exceptions, such as certain transfers effected for estate planning purposes. The conversion of Class B common stock to Class A common stock will have the effect, over time, of increasing the relative voting power of those holders of Class B common stock who retain their shares in the long term.

We may become controlled by David A. Morken, our Cofounder and Chief Executive Officer, whose interests may differ from other stockholders.

If all or substantially all of the holders of our Class B common stock convert their shares into Class A common stock voluntarily or otherwise, David A. Morken, our Cofounder and Chief Executive Officer
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may control approximately 53% of the combined voting power of our outstanding capital stock. As a result, Mr. Morken may have the ability to control the appointment of our management, the entering into of mergers, sales of substantially all or all of our assets and other extraordinary transactions and influence amendments to our certificate of incorporation and bylaws. If Mr. Morken controls a majority of the voting power of our outstanding capital stock, he would have the ability to control the vote in any election of directors and would have the ability to prevent any transaction that requires shareholder approval regardless of whether other shareholders believe the transaction is in our best interests. In any of these matters, the interests of Mr. Morken may differ from or conflict with your interests. Moreover, this concentration of ownership may also adversely affect the trading price for our Class A common stock to the extent investors perceive disadvantages in owning stock of a company with a controlling shareholder.

To the extent we become a “controlled company,” we plan to take advantage of the applicable exemption to the corporate governance rules for NASDAQ-listed companies, which could make our Class A common stock less attractive to some investors or otherwise harm our stock price.

If all or substantially all of the holders of our Class B common stock convert their shares into Class A common stock voluntarily or otherwise, we may qualify as a “controlled company” under the corporate governance rules for NASDAQ-listed companies and expect to take advantage of related exemptions to the corporate governance rules. As a result, we will not be required to have a majority of our board of directors be independent, nor will we be required to have a compensation committee or an independent nominating function. Accordingly, should the interests of our controlling stockholder differ from those of other stockholders, the other stockholders may not have the same protections afforded to stockholders of companies that are subject to all of the corporate governance rules for NASDAQ-listed companies. Our status as a controlled company could make our Class A common stock less attractive to some investors or otherwise harm our stock price. If fewer shares of Class B common stock are converted into shares of Class A common stock than we expect, Mr. Morken may not control sufficient voting power of our outstanding capital stock for us to qualify as a “controlled company” under the corporate governance rules for NASDAQ-listed companies. If we are not a “controlled company” by the first anniversary of our listing on NASDAQ, we will have to comply with the corporate governance standards applicable to non-controlled companies, including with respect to independent directors, and we may not have a long-lead time to satisfy those standards.

We cannot predict the impact our capital structure may have on our stock price.

In July 2017, S&P Dow Jones, a provider of widely followed stock indices, announced that companies with multiple share classes, such as ours, will not be eligible for inclusion in certain of their indices. As a result, our Class A common stock will likely not be eligible for these stock indices. Additionally, FTSE Russell, another provider of widely followed stock indices, recently stated that it plans to require new constituents of its indices to have at least five percent of their voting rights in the hands of public stockholders. Many investment funds are precluded from investing in companies that are not included in such indices, and these funds would be unable to purchase our Class A common stock if we were not included in such indices. We cannot assure you that other stock indices will not take a similar approach to S&P Dow Jones or FTSE Russell in the future. Exclusion from indices could make our Class A common stock less attractive to investors and, as a result, the market price of our Class A common stock could be adversely affected.

If securities or industry analysts cease publishing research or reports about us, our business or our market, or if they change their recommendations regarding our Class A common stock adversely, the trading price of our Class A common stock and trading volume could decline.
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The trading market for our Class A common stock is influenced by the research and reports that securities or industry analysts may publish about us, our business, our market or our competitors. If any of the analysts who may cover us change their recommendation regarding our Class A common stock in an adverse manner, or provide more favorable recommendations about our competitors relative to us, the trading price of our Class A common stock would likely decline. If any analyst who covers us were to cease coverage of our company or fail to regularly publish reports on us, we could lose visibility in the financial markets, which in turn could cause the trading price of our Class A common stock or trading volume to decline.

Anti-takeover provisions contained in our second amended and restated certificate of incorporation and second amended and restated bylaws, as well as provisions of Delaware law, could impair a takeover attempt.

Our second amended and restated certificate of incorporation, second amended and restated bylaws and Delaware law contain provisions which could have the effect of rendering more difficult, delaying, or preventing an acquisition deemed undesirable by our board of directors. Among other things, our second amended and restated certificate of incorporation and second amended and restated bylaws include provisions:

· authorizing “blank check” preferred stock, which could be issued by our board of directors without stockholder approval and may contain voting, liquidation, dividend and other rights superior to our Class A and Class B common stock;

· limiting the liability of, and providing indemnification to, our directors and officers;

· limiting the ability of our stockholders to call and bring business before special meetings;

· providing for a dual class common stock structure in which holders of our Class B common stock have the ability to control the outcome of matters requiring stockholder approval, even if they own significantly less than a majority of the outstanding shares of our Class A and Class B common stock, including the election of directors and significant corporate transactions, such as a merger or other sale of our company or its assets;

· providing that our board of directors is classified into three classes of directors with staggered three-year terms;

· prohibiting stockholder action by written consent, which requires all stockholder actions to be taken at a meeting of our stockholders;

· requiring super-majority voting to amend some provisions in our second amended and restated certificate of incorporation and second amended and restated bylaws;

· requiring advance notice of stockholder proposals for business to be conducted at meetings of our stockholders and for nominations of candidates for election to our board of directors; and

· controlling the procedures for the conduct and scheduling of board of directors and stockholder meetings.

These provisions, alone or together, could delay or prevent hostile takeovers and changes in control or changes in our management.

As a Delaware corporation, we are also subject to provisions of Delaware law, including Section 203 of the Delaware General Corporation law, which prevents certain stockholders holding more than 15% of our outstanding common stock from engaging in certain business combinations without approval of the holders of at least two-thirds of our outstanding common stock not held by such 15% or greater stockholder.
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Any provision of our second amended and restated certificate of incorporation, second amended and restated bylaws or Delaware law that has the effect of delaying, preventing or deterring a change in control could limit the opportunity for our stockholders to receive a premium for their shares of our Class A common stock and could also affect the price that some investors are willing to pay for our Class A common stock.

Our second amended and restated certificate of incorporation and our second amended and restated bylaws include super-majority voting provisions that will limit your ability to influence corporate matters.

Our second amended and restated certificate of incorporation and our second amended and restated bylaws include provisions that require the affirmative vote of two-thirds of all of the outstanding shares of our capital stock entitled to vote to effect certain changes. These changes include amending or repealing our second amended and restated bylaws or second amended and restated certificate of incorporation or removing a director from office for cause. If all or substantially all of the holders of our Class B common stock convert their shares into Class A common stock voluntarily or otherwise, Mr. Morken may control the majority of the voting power of our outstanding capital stock, and therefore he may have the ability to prevent any such changes, which will limit your ability to influence corporate matters.

Our amended and restated bylaws provide, subject to certain exceptions, that the Court of Chancery of the State of Delaware will be the sole and exclusive forum for certain stockholder litigation matters, which could limit our stockholders’ ability to obtain a favorable judicial forum for disputes with us or our directors, officers, employees or stockholders.

Our amended and restated bylaws provide, subject to limited exceptions, that the Court of Chancery of the State of Delaware will, to the fullest extent permitted by law, be the sole and exclusive forum for (i) any derivative action or proceeding brought on our behalf; (ii) any action asserting a claim of breach of a fiduciary duty owed by any of our directors, officers or stockholder to us or our stockholders; (iii) any action asserting a claim against us that is governed by the internal affairs doctrine; or (iv) any action arising pursuant to any provision of the Delaware General Corporation Law, our amended and restated certificate of incorporation or our amended and restated bylaws. If a stockholder files an action within the scope of the preceding sentence in any other court than a court located in Delaware, the stockholder shall be deemed to have consented to the provisions of our amended and restated bylaws described above. This choice of forum provision may limit a stockholder’s ability to bring a claim in a judicial forum that it finds favorable for disputes with us or any of our directors, officers, other employees or stockholders which may discourage lawsuits with respect to such claims. Alternatively, if a court were to find the choice of forum provision contained in our amended and restated bylaws to be inapplicable or unenforceable in an action, we may incur additional costs associated with resolving such action in other jurisdictions, which could materially adversely affect our business, financial condition and results of operations.

We may need additional capital in the future and such capital may be limited or unavailable. Failure to raise capital when needed could prevent us from growing in accordance with our plans.

We may require more capital in the future from equity or debt financings to fund our operations, finance investments in equipment and infrastructure, acquire complementary businesses and technologies, and respond to competitive pressures and potential strategic opportunities. If we are required to raise additional funds through further issuances of equity or other securities convertible into equity, our existing stockholders could suffer significant dilution, and any new shares we issue could have rights, preferences or privileges senior to those of the holders of our Class A common stock. The additional capital we may seek may not be available on favorable terms or at all. In addition, our credit facility limits our ability to incur additional indebtedness under certain circumstances. If we are unable to obtain capital on favorable terms or at all, we
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may have to reduce our operations or forego opportunities, and this may have a material adverse effect on our business, financial condition and results of operations.

We do not intend to pay dividends for the foreseeable future.

We have never declared or paid any cash dividends on our Class A common stock and do not intend to pay any cash dividends in the foreseeable future. We anticipate that we will retain all of our future earnings for use in the development of our business and for general corporate purposes. Any determination to pay dividends in the future will be at the discretion of our board of directors. In addition, the terms of our credit facility contain restrictions on our ability to declare and pay cash dividends on our capital stock. Accordingly, investors must rely on sales of their Class A common stock after price appreciation, which may never occur, as the only way to realize any future gains on their investments.

If a large number of shares of our Class A common stock is sold in the public market, the sales could reduce the trading price of our Class A common stock and impede our ability to raise future capital.

We cannot predict what effect, if any, future issuances by us of our Class A common stock will have on the market price of our Class A common stock. In addition, shares of our Class A common stock that we issue in connection with an acquisition may not be subject to resale restrictions. The market price of our Class A common stock could drop significantly if certain large holders of our Class A common stock, or recipients of our Class A common stock in connection with an acquisition, sell all or a significant portion of their shares of Class A common stock or are perceived by the market as intending to sell these shares other than in an orderly manner. In addition, these sales could impair our ability to raise capital through the sale of additional Class A common stock in the capital markets.


Item 1B. Unresolved Staff Comments

None.


Item 2. Properties

Our corporate headquarters is located in Raleigh, North Carolina, where we lease approximately 83,218 square feet of office space at 900 Main Campus Drive. We also lease approximately 40,657 square feet of space subject to a facilities sharing agreement with Republic Wireless. This operating space is leased under leases expiring in 2022. Additionally, on January 12, 2018, we entered into a seven-year office building lease with Keystone-Centennial II, LLC for approximately 40,000 square feet of additional office space on the Centennial Campus of North Carolina State University in Raleigh, North Carolina.

In addition to our headquarters, we lease space in Denver, CO and Rochester, NY, each of which are used for both our CPaaS and Other segments. We also maintain data centers located in Raleigh, NC (including our network operations center); Los Angeles, CA; Dallas, TX; Atlanta, GA; and New York, NY.

We lease all our facilities and do not own any real property. We may procure additional space in the future as we continue to add employees or expand geographically. We believe our facilities are adequate and suitable for our current needs, and to the extent we require it, we believe additional or alternative space will be readily available in the future to accommodate our operations.
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Item 3. Legal Proceedings

In April 2014, Phone Recovery Services, LLC (“Phone Recovery Services”) filed a complaint against us in the Superior Court of the District of Columbia. The complaint alleges that we failed to bill, collect and remit certain taxes and surcharges associated with the provision of 911 services pursuant to applicable laws of the District of Columbia. In November 2015, the Superior Court of the District of Columbia dismissed Phone Recovery Services’ complaint with prejudice. Phone Recovery Services subsequently appealed, and we are currently awaiting a decision regarding Phone Recovery Services’ appeal.

Phone Recovery Services, acting or purporting to act on behalf of applicable jurisdictions, or the applicable county or city itself, has filed similar lawsuits against us and/or one of our subsidiaries in the Superior Court of the State of Rhode Island, the Court of Common Pleas of Allegheny County, Pennsylvania and the District Court of Ramsey County, Minnesota that are currently in various stages of litigation. The case in Ramsey County, Minnesota was dismissed in November 2016; in August 2017, the Minnesota Court of Appeals affirmed that dismissal. On September 5, 2017, Phone Recovery Services filed a notice of appeal to the Minnesota Supreme Court. To date, we have not received any material adverse decision in connection with those matters.

We face similar lawsuits brought directly by various state and local governments alleging underpayment of 911 taxes and surcharges, although we understand that Phone Recovery Services is working in conjunction with each state or local government as a consultant on a contingency basis. The following county or municipal governments have named us in lawsuits associated with the collection and remittance of 911 taxes and surcharges: Birmingham Emergency Communications District, Alabama (the "Alabama Case"); Clayton County, Cobb County, DeKalb County, Fulton County, Gwinnett County, Macon-Bibb County, Georgia and Columbus Consolidated Government, Georgia (collectively, the “Georgia Cases”); Cook County and Kane County Illinois; City of Chicago, Illinois; the State of Illinois (collectively, the “Illinois Case”); Beaver County, Berks County, Bucks County, Butler County, Chester Co., Clarion County, Cumberland County, Dauphin County, Delaware County, Lancaster County, Lebanon County, Mercer County, Somerset County, Washington County, Westmoreland County, and York County, Pennsylvania (collectively, the “Pennsylvania Cases”); and Charleston County, South Carolina. The complaints allege that we failed to bill, collect and remit certain taxes and surcharges associated with 911 service pursuant to applicable laws. A claim in the Alabama Case was partially dismissed in December 2017; that partial dismissal is the subject of subsequent motions that have not yet been resolved. The Georgia Cases have been closed administratively during the appeal of a related case in the Georgia courts; the Georgia Cases may be reopened. We understand that Augusta-Richmond County, Bartow County, Chatham County, Cherokee County, City of Atlanta, City of Savannah, Forsyth County, Houston County and Spalding County, Georgia each intends to initiate legal proceedings against us with allegations substantially similar to those in the Georgia Cases. The Pennsylvania Case in Butler County, Pennsylvania was dismissed in August 2016 and that dismissal is currently pending appeal; the remaining Pennsylvania Cases have been stayed until the appeal of the dismissal of the Butler County, Pennsylvania Case is resolved. The Illinois Case was dismissed in December 2016; Phone Recovery Services timely filed a notice of appeal and the appeal is underway.

We intend to vigorously defend these lawsuits and believe we have meritorious defenses to each. However, litigation is inherently uncertain, and any judgment or injunctive relief entered against us or any adverse settlement could negatively affect our business, results of operations and financial condition.

In August 2016, we received a Civil Investigative Demand from the Consumer Protection Division of the North Carolina Department of Justice, though no formal complaint has been filed in connection with that investigation. The North Carolina Department of Justice is investigating the billing, collection and
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remission of certain taxes and surcharges associated with 911 service pursuant to applicable laws of the State of North Carolina.

At December 31, 2017, we had ongoing litigations against MCI Communications Services, Inc. d/b/a Verizon Business and Verizon Select Services, Inc. (collectively, “Verizon”) in the United States District Court for the Northern District of Texas. In April 2016, we filed counterclaims against Verizon. At December 31, 2017, we were pursuing collection of unpaid intercarrier compensation charges for providing switched access services related to the exchange of telecommunications traffic with Verizon entities across the United States. At December 31, 2017, Verizon had asserted counterclaims against us. See Note 17, "Subsequent Events," in our consolidated financial statements included elsewhere in this Annual Report on Form 10-K, for current developments.

In addition to the litigation discussed above, from time to time, we may be subject to legal actions and claims in the ordinary course of business. We have received, and may in the future continue to receive, claims from third parties asserting, among other things, infringement of their intellectual property rights. Future litigation may be necessary to defend ourselves, our partners and our customers by determining the scope, enforceability and validity of third-party proprietary rights, or to establish our proprietary rights. The results of any current or future litigation cannot be predicted with certainty, and regardless of the outcome, litigation can have an adverse impact on us because of defense and settlement costs, diversion of management resources, and other factors.


Item 4. Mine Safety Disclosures

Not applicable.


PART II

Item 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases of Equity Securities Market Information for Class A Common Stock
Our Class A common stock has been listed on the NASDAQ Global Select Market under the symbol "BAND" since November 10, 2017. Prior to that date, there was no public trading market for our Class A common stock. The following table sets forth for the periods indicated the high and low intraday sales prices per share of our Class A common stock as reported on the NASDAQ Global Select Market:

	
	Price
	

	
	
	

	Year ended December 31, 2017
	High
	Low

	
	
	
	
	

	Fourth Quarter (from November 10, 2017)
	$24.99
	
	
	$18.05

	
	
	
	
	



Stockholders

As of December 31, 2017, we had 110 holders of record of our Class A and Class B common stock. The actual number of stockholders is greater than this number of record holders and includes stockholders who are beneficial owners but whose shares are held in street name by brokers and other nominees.

Dividend Policy

49

Table of Contents



We have never declared or paid any cash dividend on our common stock. We currently intend to retain all of our future earnings, if any, generated by our operations for the development and growth of our business for the foreseeable future. The decision to pay dividends is at the discretion of our board of directors and depends upon our financial condition, results of operations, capital requirements, and other factors that our board of directors deems relevant.

Stock Performance Graph

The graph below compares the cumulative total return to our stockholders between November 10, 2017 (the date our Class A common stock commenced trading on the NASDAQ Global Select Market) through December 31, 2017 in comparison to the NASDAQ Composite Index and the S&P 500 Information Technology Index. The graph assumes $100 was invested in the Class A common stock of Bandwidth Inc., the NASDAQ Composite Index and the S&P 500 Information Technology Index, and assumes reinvestment of any dividends.

The comparisons in the graph below are based on historical data and are not indicative of, nor intended to forecast, the future performance of our Class A common stock.
[image: ]





























Securities Authorized for Issuance under Equity Compensation Plans

The information required by this item is incorporated by reference to our Proxy Statement relating to our 2018 Annual Meeting of Shareholders. The Proxy Statement will be filed with the Securities and Exchange Commission within 120 days of the fiscal year ended December 31, 2017.

Recent Sales of Unregistered Securities
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From January 1, 2017 through December 31, 2017, we sold the following securities on an

unregistered basis: (a) 47,760 shares of common stock upon the exercise of options under our 2001 and 2010 Plans, at exercise prices ranging from $4.70 to $6.74 per share, for an aggregate exercise price of $0.2 million; and (b) 17,260 shares of common stock upon the exercise of warrants, at exercise prices ranging from $5.80 to $6.57 per share, for an aggregate exercise price of $0.1 million.

Use of Proceeds from Public Offering of Common Stock

In November 2017, we sold 4,000,000 shares of our Class A common stock at a public offering price of $20.00 per share, including shares sold in connection with the exercise of the underwriters' option to purchase additional shares. The offer and sale of all the shares in the initial public offering were registered under the Securities Act pursuant to a registration statement on Form S-1 (File No. 333-220945), which was declared effective by the SEC on November 9, 2017. We received proceeds of $74.4 million, after deducting underwriting discounts and commissions of $5.6 million. In addition, we incurred expenses of approximately $5.4 million; thus, the net offering proceeds, after deducting underwriting discounts and offering expenses, were approximately $69.0 million. Upon the initial public offering and in accordance with David Morken's employment agreement, the Chief Executive Officer received a cash bonus of $750,000. No other payments were made to our directors or officers or their associates, holders of 10% or more of any class of our equity securities or any affiliates. The underwriters of our initial public offering were Morgan Stanley, KeyBank Capital Markets, Baird, Canaccord Genuity and JMP Securities.

There has been no material change in the planned use of proceeds from our initial public offering as described in our final prospectus filed with the SEC on November 13, 2017 pursuant to Rule 424(b) under the Securities Act.


Item 6. Selected Financial Data

The consolidated statements of operations data for the years ended December 31, 2015, 2016 and 2017 and the consolidated balance sheets as of December 31, 2016 and 2017, are derived from our audited consolidated financial statements included elsewhere in this Annual Report on Form 10-K. Our historical results are not necessarily indicative of the results that may be expected in the future. The following selected consolidated financial data should be read in conjunction with Item 7, "Management's Discussion and Analysis of Financial Condition and Results of Operations" and the consolidated financial statements and related notes included in Item 8, "Financial Statements and Supplementary Data," within this Annual Report on Form 10-K to fully understand factors that may affect the comparability of the information presented below.
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	Year Ended December 31,
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Consolidated Statements of Operations Data:
	
	2015
	
	
	2016
	
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	(In thousands)
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Revenue:
	
	
	
	
	
	
	
	
	
	
	

	CPaaS revenue
	$
	101,502
	
	$
	117,078
	
	$
	131,572
	

	
	
	
	
	
	
	
	
	
	
	
	

	Other revenue
	
	36,299
	
	
	35,057
	
	
	31,383
	

	Total revenue
	
	137,801
	
	
	152,135
	
	
	162,955
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Cost of revenue:
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	CPaaS cost of revenue
	
	64,760
	
	
	71,218
	
	
	75,859
	

	Other cost of revenue
	
	14,482
	
	
	14,000
	
	
	13,403
	

	
	
	
	
	
	
	
	
	
	
	
	

	Total cost of revenue
	
	79,242
	
	
	85,218
	
	
	89,262
	

	
	
	
	
	
	
	
	
	
	
	
	

	Gross profit
	
	58,559
	
	
	66,917
	
	
	73,693
	

	Operating expenses:
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Research and development
	
	7,375
	
	
	8,520
	
	
	10,789
	

	Sales and marketing
	
	8,620
	
	
	9,294
	
	
	11,218
	

	
	
	
	
	
	
	
	
	
	
	
	

	General and administrative
	
	34,602
	
	
	33,859
	
	
	37,069
	

	Total operating expenses
	
	50,597
	
	
	51,673
	
	
	59,076
	

	
	
	
	
	
	
	
	
	
	
	
	

	Operating income
	
	7,962
	
	
	15,244
	
	
	14,617
	

	Other expense:
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Interest expense, net
	
	(589)
	
	
	
	(908)
	
	
	(1,728)
	

	Total other expense
	
	(589)
	
	
	
	(908)
	
	
	(1,728)
	

	
	
	
	
	
	
	
	
	
	
	
	

	Income from continuing operations before income taxes
	
	7,373
	
	
	14,336
	
	
	12,889
	

	Income tax (provision) benefit
	
	(408)
	
	
	11,094
	
	
	(6,918)
	

	
	
	
	
	
	
	
	
	
	
	
	

	Income from continuing operations
	
	6,965
	
	
	25,430
	
	
	5,971
	

	Loss from discontinued operations, net of income taxes
	
	(13,665)
	
	
	(3,072)
	
	
	—
	

	
	
	
	
	
	
	
	
	
	
	
	

	Net (loss) income
	$
	(6,700)
	
	$
	22,358
	
	$
	5,971
	

	Earnings from continuing operations per share:
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Income from continuing operations
	$
	6,965
	
	$
	25,430
	
	$
	5,971
	

	Less: income from continuing operations allocated to participating securities
	
	931
	
	
	3,355
	
	
	644
	

	
	
	
	
	
	
	
	
	
	
	
	

	Income from continuing operations attributable to common stockholders
	$
	6,034
	
	$
	22,075
	
	$
	5,327
	

	Income from continuing operations per share:
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Basic
	$
	0.52
	
	$
	
	1.89
	
	$
	0.42
	

	Diluted
	$
	0.48
	
	$
	
	1.72
	
	$
	0.37
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Weighted average number of common shares outstanding:
	
	
	
	
	
	
	
	
	
	
	

	Basic
	
	11,497,727
	
	
	11,678,568
	
	
	12,590,221
	

	
	
	
	
	
	
	
	
	
	
	
	

	Diluted
	
	12,456,540
	
	
	12,870,632
	
	
	14,543,170
	

	
	
	
	
	
	
	
	As of December 31,
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Consolidated Balance Sheet Data:
	
	
	
	
	2016
	
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	(In thousands)
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Cash and cash equivalents
	
	$
	
	
	6,788
	$
	
	
	37,627
	

	Working capital
	
	
	
	
	
	(2,427)
	
	
	40,734
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Total assets
	
	
	
	
	
	
	69,973
	
	
	
	104,494
	

	Long-term debt and capital lease obligations, net of current portion
	
	
	
	
	
	37,738
	
	
	
	—
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	Series A redeemable convertible preferred stock
	
	
	
	
	
	21,818
	
	
	
	—
	

	Total stockholders’ (deficit) equity
	
	
	
	
	
	(22,374)
	
	
	76,711
	


[image: ][image: ][image: ]
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Non-GAAP Financial Measures

We use Non-GAAP gross profit, Non-GAAP gross margin, Adjusted EBITDA, Non-GAAP net income and free cash flow for financial and operational decision making and to evaluate period-to-period differences in our performance. Non-GAAP gross profit, Non-GAAP gross margin, Adjusted EBITDA, Non-GAAP net income and free cash flow are non-GAAP financial measures, which we believe are useful for investors in evaluating our overall financial performance. We believe these measures provide useful information about operating results, enhance the overall understanding of past financial performance and future prospects and allow for greater transparency with respect to key performance indicators used by management in its financial and operational decision making. For a reconciliation of each of the non-GAAP financial measures described below, see “Reconciliation of Non-GAAP Financial Measures.”

Non-GAAP Gross Profit and Non-GAAP Gross Margin

GAAP defines gross profit as revenue less cost of revenue. Cost of revenue includes all expenses associated with our various service offerings as more fully described under the caption “Key Components of Statement of Operations-Cost of Revenue and Gross Margin.” We define Non-GAAP gross profit as gross profit after adding back the following items:

· depreciation and amortization; and

· stock-based compensation.

We add back depreciation and amortization and stock-based compensation because they are non-cash items. We eliminate the impact of these non-cash items because we do not consider them indicative of our core operating performance. Their exclusion facilitates comparisons of our operating performance on a period-to-period basis. Therefore, we believe that showing gross margin, as Non-GAAP to remove the impact of these non-cash expenses, such as depreciation, amortization and stock-based compensation, is helpful to investors in assessing our gross profit and gross margin performance in a way that is similar to how management assesses our performance.

We calculate Non-GAAP gross margin by dividing Non-GAAP gross profit by revenue, expressed as a percentage of revenue.

Management uses Non-GAAP gross profit and Non-GAAP gross margin to evaluate operating performance and to determine resource allocation among our various service offerings. We believe that Non-GAAP gross profit and Non-GAAP gross margin provide useful information to investors and others to understand and evaluate our operating results in the same manner as our management and board of directors and allows for better comparison of financial results among our competitors. Non-GAAP gross profit and Non-GAAP gross margin may not be comparable to similarly titled measures of other companies because other companies may not calculate Non-GAAP gross profit and Non-GAAP gross margin or similarly titled measures in the same manner as we do.
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Consolidated

	
	
	
	Year Ended December 31,
	

	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	
	2016
	
	
	2017

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	(In thousands)
	
	

	
	
	
	
	
	
	
	
	
	

	Consolidated Gross Profit
	$
	58,559
	$
	66,917
	
	$
	73,693

	Depreciation
	
	5,258
	
	
	
	4,574
	
	
	4,315

	
	
	
	
	
	
	
	
	
	

	Stock-based compensation
	
	45
	
	
	
	61
	
	
	80

	Non-GAAP Gross Profit
	$
	63,862
	
	
	$
	71,552
	
	$
	78,088

	Non-GAAP Gross Margin %
	
	46%
	
	
	47%
	
	
	48%
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By Segment

CPaaS

	
	
	
	Year Ended December 31,
	

	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	
	2016
	
	
	2017

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	(In thousands)
	
	

	
	
	
	
	
	
	
	
	
	

	CPaaS Gross Profit
	$
	36,742
	$
	45,860
	
	$
	55,713

	Depreciation
	
	5,258
	
	
	
	4,574
	
	
	4,315

	
	
	
	
	
	
	
	
	
	

	Stock-based compensation
	
	45
	
	
	
	61
	
	
	80

	Non-GAAP Gross Profit
	$
	42,045
	
	
	$
	50,495
	
	$
	60,108

	Non-GAAP Gross CPaaS Margin %
	
	41%
	
	
	43%
	
	
	46%
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Other

There are no non-GAAP adjustments to gross profit for the Other segment.

Adjusted EBITDA

We define Adjusted EBITDA as net income or losses from continuing operations, adjusted to reflect the addition or elimination of certain income statement items including, but not limited to:

· income tax provision (benefit);

· interest expense, net;

· depreciation and amortization expense;

· stock-based compensation expense;

· impairment of intangible assets, if any; and

· loss (gain) on disposal of property and equipment.

Adjusted EBITDA is a key measure used by management to understand and evaluate our core operating performance and trends, to generate future operating plans and to make strategic decisions regarding the allocation of capital. In particular, the exclusion of certain expenses in calculating Adjusted EBITDA facilitates comparisons of our operating performance on a period-to-period basis.
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	Year Ended December 31,
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	2015
	
	
	2016
	
	
	2017

	
	
	
	
	
	
	
	

	
	
	
	
	
	(In thousands)
	
	

	
	
	
	
	
	
	
	
	
	

	Income from continuing operations
	$
	6,965
	
	$
	25,430
	
	$
	5,971

	Income tax provision (benefit)
	
	408
	
	
	(11,094)
	
	
	6,918

	
	
	
	
	
	
	
	
	
	

	Interest expense, net
	
	589
	
	
	908
	
	
	1,728

	Depreciation
	
	6,167
	
	
	5,251
	
	
	4,873

	
	
	
	
	
	
	
	
	
	

	Amortization
	
	908
	
	
	891
	
	
	839

	Stock-based compensation
	
	3,493
	
	
	1,370
	
	
	1,803

	
	
	
	
	
	
	
	
	
	

	Impairment of intangible asset
	
	—
	
	695
	
	
	—

	Loss on disposal of property and equipment
	
	382
	
	
	19
	
	
	91

	
	
	
	
	
	
	
	
	
	

	Adjusted EBITDA
	$
	18,912
	
	$
	23,470
	
	$
	22,223
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Non-GAAP Net Income

We define Non-GAAP net income as net income adjusted for certain items affecting period-to-period comparability. Non-

GAAP net income excludes:

· stock-based compensation;

· amortization of acquired intangible assets related to the Dash acquisition;

· impairment charges of intangibles assets, if any;

· loss (gain) on disposal of property and equipment;

· estimated tax impact of above adjustments;

· benefit resulting from the release of the valuation allowance on our deferred tax assets (DTA); and

· impact of remeasurement of DTA as a result of 2017 tax reform act

We calculate Non-GAAP basic and diluted shares by adding the weighted average of outstanding Series A redeemable convertible preferred stock to the weighted average number of outstanding basic and diluted shares, respectively.

We believe Non-GAAP net income is a meaningful measure because by removing certain non-cash and other expenses we are able to evaluate our operating results in a manner we believe is more indicative of the current period's performance. We believe the use of Non-GAAP net income may be helpful to investors because it provides consistency and comparability with past financial performance, facilitates period-to-period comparisons of results of operations and assists in comparisons with other companies, many of which may use similar non-GAAP financial information to supplement their GAAP results.
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	Year Ended December 31,
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	2015
	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	(In thousands)
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Net (loss) income
	$
	(6,700)
	
	$
	22,358
	
	$
	5,971
	

	Stock-based compensation
	
	3,493
	
	
	1,370
	
	
	1,803
	

	
	
	
	
	
	
	
	
	
	
	

	Amortization related to acquisitions
	
	520
	
	
	520
	
	
	520
	

	Impairment of intangible asset
	
	—
	
	695
	
	
	—
	

	
	
	
	
	
	
	
	
	
	
	

	Loss on disposal of property and equipment
	
	382
	
	
	19
	
	
	91
	

	Estimated tax effects of adjustments (1)
	
	—
	
	(994)
	
	
	(921)
	

	
	
	
	
	
	
	
	
	
	
	

	Release of valuation allowance (2)
	
	—
	
	(14,138)
	
	
	—
	

	Remeasurement of DTA associated with tax rate change (3)
	
	—
	
	—
	
	2,073
	

	
	
	
	
	
	
	
	
	
	
	

	Non-GAAP net (loss) income
	$
	(2,305)
	
	$
	9,830
	
	$
	9,537
	

	Non-GAAP net (loss) income per non-GAAP share
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Basic
	$
	(0.17)
	
	$
	0.73
	
	$
	0.68
	

	Diluted
	$
	(0.16)
	
	$
	0.67
	
	$
	0.59
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Non-GAAP Weighted Average Number of Shares outstanding
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Basic
	
	11,497,727
	
	
	11,678,568
	
	
	12,590,221
	

	Series A redeemable convertible preferred stock outstanding
	
	1,775,000
	
	
	1,775,000
	
	
	1,522,123
	

	
	
	
	
	
	
	
	
	
	
	

	Non-GAAP Basic Shares
	
	13,272,727
	
	
	13,453,568
	
	
	14,112,344
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Diluted
	
	12,456,540
	
	
	12,870,632
	
	
	14,543,170
	

	Series A redeemable convertible preferred stock outstanding
	
	1,775,000
	
	
	1,775,000
	
	
	1,522,123
	

	
	
	
	
	
	
	
	
	
	
	

	Non-GAAP Diluted Shares
	
	14,231,540
	
	
	14,645,632
	
	
	16,065,293
	

	________________________
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(1) The Company had a full valuation allowance against its deferred tax assets for the year ended December 31, 2015.

(2) The Company recognized a tax benefit of $14,138 due to the release of the deferred tax asset valuation allowance subsequent to the spin-off of Republic Wireless.
(3) On December 22, 2017, the Tax Cuts and Jobs Act was enacted into law. As a result of this change in tax law, the Company recorded a remeasurement of its deferred tax assets, which resulted in additional income tax expense of $2,073.

Free Cash Flow

Free cash flow represents net cash provided by operating activities from continuing operations less net cash used in investing activities from continuing operations. We believe free cash flow is a useful indicator of liquidity and provides information to management and investors about the amount of cash generated from our core operations that can be used for investing in our business. Free cash flow has certain limitations in that it does not represent the total increase or decrease in the cash balance for the period, nor does it represent the residual cash flows available for discretionary expenditures. Therefore, it is important to evaluate free cash flow along with our consolidated statements of cash flows.

	
	
	Year Ended December 31,
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	(In thousands)
	
	
	

	
	
	
	
	
	
	
	
	
	

	Net cash provided by operating activities from continuing operations
	$
	18,651
	
	$
	16,942
	
	$
	14,623
	

	Net cash used in investing activities from continuing operations(1)
	
	(5,102)
	
	
	(6,061)
	
	
	(7,963)
	

	
	
	
	
	
	
	
	
	
	

	Free cash flow
	$
	13,549
	
	$
	10,881
	
	$
	6,660
	

	________________________
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


[image: ][image: ]
(1) Represents the acquisition cost of property, equipment and capitalized development costs for software for internal use.
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Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis of our financial condition and results of operations should be read in conjunction with our consolidated financial statements and related notes that are included elsewhere in this Annual Report Form 10-K. This discussion contains forward-looking statements based upon current plans, expectations and beliefs that involve risks and uncertainties. Our actual results may differ materially from those anticipated in these forward-looking statements as a result of various factors, including those set forth under “Risk Factors” in this Annual Report Form 10-K. Our fiscal year ends on December 31.

Overview

We are a leading cloud-based communications platform for enterprises in the United States. Our solutions include a broad range of software APIs for voice and text functionality and our owned and managed, purpose- built IP voice network, one of the largest in the nation. Our sophisticated and easy-to-use software APIs allow enterprises to enhance their products and services by incorporating advanced voice and text capabilities. Companies use our platform to more frequently and seamlessly connect with their end users, add voice calling capabilities to residential IoT devices, offer end users new mobile application experiences and improve employee productivity, among other use cases. By owning and operating a capital-efficient, purpose-built IP voice network, we are able to offer advanced monitoring, reporting and analytics, superior customer service, dedicated operating teams, personalized support, and flexible cost structures. Over the last ten years, we have pioneered the CPaaS space through our innovation-rich culture and focus on empowering enterprises with end-to-end communications solutions.

Our voice software APIs allow enterprises to make and receive phone calls and create advanced voice experiences. Integration with our purpose-built IP voice network ensures enterprise-grade functionality and secure, high-quality connections. Our messaging software APIs provide enterprises with advanced tools to connect with end users via messaging. Our customers also use our solutions to enable 911 response capabilities, real-time provisioning and activation of phone numbers and toll-free number messaging.

We are the only CPaaS provider in the industry with our own nationwide IP voice network, which we have purpose-built for our platform. Our network is capital-efficient and custom-built to support the applications and experiences that make a difference in the way enterprises communicate. Since a communications platform is only as strong as the network that backs it, we believe our network provides a significant competitive advantage in the control, quality, pricing power and scalability of our offering. We are able to control the quality and provide the support our customers expect, as well as efficiently meet scalability and cost requirements.

For the years ended December 31, 2015, 2016 and 2017, total revenue was $137.8 million, $152.1 million and $163.0 million, respectively. CPaaS revenue for the years ended December 31, 2015, 2016 and 2017 was $101.5 million, $117.1 million and $131.6 million, respectively, representing an increased rate of 15% in 2016 and an increase of 12% in 2017. Net (loss) income for the years ended December 31, 2015, 2016 and 2017 was $(6.7) million, $22.4 million and $6.0 million, respectively. The number of active CPaaS customer accounts increased from 704 as of December 31, 2015, to 798 as of December 31, 2016, or 13%. The number of active CPaaS customer accounts further increased to 965 as of December 31, 2017, up 21% from December 31, 2016.
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Initial Public Offering

On November 10, 2017, we sold 4,000,000 shares of our Class A common stock at a public offering price of $20.00 per share. We received proceeds of $74,400, after deducting underwriting discounts and commissions of $5,600. Immediately prior to the pricing of the initial public offering on November 9, 2017, all shares of our then-outstanding Series A redeemable convertible preferred stock ("Series A preferred stock") converted into an aggregate of 1,775,000 shares of Class A voting common stock ("Old Class A common stock") and an aggregate of 13,586,485 shares of Old Class A common stock converted into Class B common stock. In addition, an aggregate of 34,840 shares of Class B non-voting common stock ("Old Class B common stock") converted into Class A common stock and warrants exercisable into shares of Old Class A common stock became exercisable into shares of Class B common stock. See Note 10, "Redeemable Convertible Preferred Stock and Stockholders' (Deficit) Equity," to the consolidated financial statements included elsewhere in this Annual Report on Form 10-K, for further discussion of Class A and B common stock.

Key Performance Indicators

We monitor the following key performance indicators ("KPIs") to help us evaluate our business, identify trends affecting our business, formulate business plans, and make strategic decisions. We believe the following KPIs are useful in evaluating our business:

	
	
	Year Ended December 31,
	

	
	
	
	
	
	
	

	
	
	2015
	
	2016
	
	2017

	
	
	
	
	

	
	
	
	(Dollars in thousands)
	

	
	
	
	
	
	
	

	Number of active CPaaS customers (as of period end)
	
	704
	
	798
	
	965

	Dollar-based net retention rate
	
	115%
	
	111%
	
	107%

	
	
	
	
	
	
	

	Adjusted EBITDA
	$
	18,912
	$
	23,470
	$
	22,223

	Free cash flow
	$
	13,549
	$
	10,881
	$
	6,660


[image: ][image: ]

Number of Active CPaaS Customer Accounts

We believe that the number of active CPaaS customer accounts is an important indicator of the growth of our business, the market acceptance of our platform and our future revenue trends. We define an active CPaaS customer account at the end of any period as an individual account, as identified by a unique account identifier, for which we have recognized at least $100 of revenue in the last month of the period. We believe that the use of our platform by active CPaaS customer accounts at or above the $100 per month threshold is a stronger indicator of potential future engagement than trial usage of our platform at levels below $100 per month. A single organization may constitute multiple unique active CPaaS customer accounts if it has multiple unique account identifiers, each of which is treated as a separate active CPaaS customer account. Customers who pay after using our platform and customers that have credit balances are included in the number of active CPaaS customer accounts. Customers from our Other segment are excluded in the number of active CPaaS customer accounts, unless they are also CPaaS customers.

In the years ended December 31, 2015, 2016 and 2017, revenue from active CPaaS customer accounts represented approximately 99% of total CPaaS revenue.
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Dollar-Based Net Retention Rate

Our ability to drive growth and generate incremental revenue depends, in part, on our ability to maintain and grow our relationships with our existing customers that generate CPaaS revenue and seek to increase their use of our platform. We track our performance in this area by measuring the dollar-based net retention rate for our customers who generate CPaaS revenue. Our dollar-based net retention rate compares the CPaaS revenue from customers in a quarter to the same quarter in the prior year. To calculate the dollar-based net retention rate, we first identify the cohort of customers that generate CPaaS revenue and that were customers in the same quarter of the prior year. The dollar-based net retention rate is obtained by dividing the CPaaS revenue generated from that cohort in a quarter, by the CPaaS revenue generated from that same cohort in the corresponding quarter in the prior year. When we calculate dollar-based net retention rate for periods longer than one quarter, we use the average of the quarterly dollar-based net retention rates for the quarters in such period.

Our dollar-based net retention rate increases when such customers increase usage of a product, extend usage of a product to new applications or adopt a new product. Our dollar-based net retention rate decreases when such customers cease or reduce usage of a product or when we lower prices on our solutions. As our customers grow their business and extend the use of our platform, they sometimes create multiple customer accounts with us for operational or other reasons. As such, when we identify a significant customer organization (defined as a single customer organization generating more than 1% of CPaaS revenue in a quarterly reporting period) that has created a new CPaaS customer, this new customer is tied to, and CPaaS revenue from this new customer is included with, the original CPaaS customer for the purposes of calculating this metric.

Key Components of Statements of Operations

Revenue

We generate a majority of our revenue from our CPaaS segment. CPaaS revenue is derived from voice usage, phone number services, 911-enabled phone number services, messaging services and other services. We generate a portion of our CPaaS revenue from usage-based fees which include voice calling and messaging services. For the years ended December 31, 2015, 2016 and 2017, we generated 55%, 56% and 58% of our CPaaS revenue, respectively, from usage-based fees. We also earn monthly fees from services such as phone number services and 911 access service. For the years ended December 31, 2015, 2016 and 2017, we generated 42%, 41% and 40% of our CPaaS revenue in each period from monthly per unit fees.

The remainder of our revenue is generated by our Other segment. Other revenue is composed of revenue earned from our legacy services and indirect revenue. Other revenue as a percentage of total revenue is expected to continue to decline over time.

We recognize accounts receivable at the time the customer is invoiced. Additionally, we record a receivable and revenue for unbilled revenue if the services have been delivered and are billable in subsequent periods. Unbilled revenue made up 47%, 44% and 41% of outstanding accounts receivable, net of allowance for doubtful accounts as of December 31, 2015, 2016 and 2017, respectively.
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Cost of Revenue and Gross Margin

CPaaS cost of revenue consists primarily of fees paid to other network service providers from whom we buy services such as minutes of use, phone numbers, messages, porting of customer numbers and network circuits. Cost of revenue also contains costs related to support of our IP voice network, web services, cloud infrastructure, capacity planning and management, rent for network facilities, software licenses, hardware and software maintenance fees and network engineering services. Personnel costs (including non-cash stock-based compensation expenses) associated with personnel who are responsible for the delivery of services, operation and maintenance of our communications network, and customer support as well as, third-party support agreements and depreciation of network equipment, amortization of internally developed software and gain (loss) on disposal of property and equipment are also included in cost of revenue.

Other cost of revenue consists of costs supporting non-CPaaS services including leased circuit costs paid to third party providers, internet connectivity expenses, minutes of use, direct operations, contractors, regulatory fees, surcharges and other pass-through costs and software and hardware maintenance fees.

Gross margin is calculated by subtracting cost of revenue from revenue, divided by total revenue, expressed as a percentage. Our cost of revenue and gross margin have been, and will continue to be, affected by several factors, including the timing and extent of our investments in our network, our ability to manage off-network minutes of use and messaging costs, the product mix of revenue, the timing of amortization of capitalized software development costs and the extent to which we periodically choose to pass on any cost savings to our customers in the form of lower usage prices.

Operating Expenses

The most significant components of operating expenses are personnel costs, which consist of salaries, benefits, bonuses, and stock-based compensation expenses. We also incur other non-personnel costs related to our general overhead expenses, including facility expenses, software licenses, web services, depreciation and amortization of assets unrelated to delivery of our services. We expect that our operating expenses will increase in absolute dollars.

Research and Development

R&D consist primarily of personnel costs (including non-cash stock-based compensation expenses), outsourced software development and engineering service and cloud infrastructure fees for staging and development of outsourced engineering services. We capitalize the portion of our software development costs in instances where we invest resources to develop software for internal use. We plan to continue to invest in R&D to enhance current product offerings and develop new services.

Sales and Marketing

Sales and marketing expenses consist primarily of personnel costs, including commissions for our sales employees and non-cash stock-based compensation expenses. Sales and marketing expenses also include expenditures related to advertising, marketing, our brand awareness activities, sales support and professional services fees.
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We focus our sales and marketing efforts on creating sales leads and establishing and promoting our brand. We plan to continue to invest in sales and marketing in order to expand our CPaaS customer base by growing headcount, driving our go-to-market strategies, building brand awareness, advertising and sponsoring additional marketing events.

General and Administrative

General and administrative expenses consist primarily of personnel costs, including stock-based compensation, for our accounting, finance, legal, human resources and administrative support personnel and executives. General and administrative expenses also include costs related to product management and reporting, customer billing and collection functions, information services, professional services fees, credit card processing fees, rent associated with our headquarters in Raleigh, North Carolina and our other offices, and depreciation and amortization. We expect that we will incur increased costs associated with supporting the growth of our business and to meet the increased compliance requirements associated with our transition to, and operation as, a public company.

Income Taxes

For the years ended December 31, 2015, 2016 and 2017, our effective tax rate was 5.5%, (77.4)% and 53.7%, respectively. The increase in our effective tax rate is due to the release of our valuation allowance against deferred tax assets in the fourth quarter of 2016 and the enactment of the Tax Cuts and Jobs Act (the “Act”) in the fourth quarter of 2017.
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Results of Operations

Consolidated Results of Operations

The following table sets forth the consolidated statements of operations for the periods indicated.

	
	
	
	Year Ended December 31,
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	2015
	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	(In thousands)
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Revenue:
	
	
	
	
	
	
	
	
	
	

	CPaaS revenue
	$
	101,502
	
	$
	117,078
	
	$
	131,572
	

	
	
	
	
	
	
	
	
	
	
	

	Other revenue
	
	
	36,299
	
	
	35,057
	
	
	31,383
	

	Total revenue
	
	
	137,801
	
	
	152,135
	
	
	162,955
	

	
	
	
	
	
	
	
	
	
	
	

	Cost of revenue:
	
	
	
	
	
	
	
	
	
	

	CPaaS cost of revenue
	
	
	64,760
	
	
	71,218
	
	
	75,859
	

	
	
	
	
	
	
	
	
	
	
	

	Other cost of revenue
	
	
	14,482
	
	
	14,000
	
	
	13,403
	

	Total cost of revenue
	
	
	79,242
	
	
	85,218
	
	
	89,262
	

	
	
	
	
	
	
	
	
	
	
	

	Gross profit:
	
	
	
	
	
	
	
	
	
	

	CPaaS
	
	
	36,742
	
	
	45,860
	
	
	55,713
	

	
	
	
	
	
	
	
	
	
	
	

	Other
	
	
	21,817
	
	
	21,057
	
	
	17,980
	

	Total gross profit
	
	
	58,559
	
	
	66,917
	
	
	73,693
	

	
	
	
	
	
	
	
	
	
	
	

	Operating expenses:
	
	
	
	
	
	
	
	
	
	

	Research and development
	
	
	7,375
	
	
	8,520
	
	
	10,789
	

	
	
	
	
	
	
	
	
	
	
	

	Sales and marketing
	
	
	8,620
	
	
	9,294
	
	
	11,218
	

	General and administrative
	
	
	34,602
	
	
	33,859
	
	
	37,069
	

	
	
	
	
	
	
	
	
	
	
	

	Total operating expenses
	
	
	50,597
	
	
	51,673
	
	
	59,076
	

	Operating income
	
	
	7,962
	
	
	15,244
	
	
	14,617
	

	
	
	
	
	
	
	
	
	
	
	

	Other expense:
	
	
	
	
	
	
	
	
	
	

	Interest expense, net
	
	
	(589)
	
	
	(908)
	
	
	(1,728)
	

	
	
	
	
	
	
	
	
	
	
	

	Income from continuing operations before income taxes
	
	
	7,373
	
	
	14,336
	
	
	12,889
	

	Income tax (provision) benefit
	
	
	(408)
	
	
	11,094
	
	
	(6,918)
	

	
	
	
	
	
	
	
	
	
	
	

	Income from continuing operations
	
	
	6,965
	
	
	25,430
	
	
	5,971
	

	Loss from discontinued operations, net of income taxes
	
	
	(13,665)
	
	
	(3,072)
	
	
	—
	

	
	
	
	
	
	
	
	
	
	
	

	Net (loss) income
	$
	(6,700)
	
	$
	22,358
	
	$
	5,971
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The following table sets forth our results of operations as a percentage of our total revenue for the periods presented. *


Year Ended December 31,
[image: ]

	2015
	
	
	2016
	
	2017

	
	
	
	
	
	

	Revenue:
	
	
	
	
	
	

	
	
	
	
	
	
	

	CPaaS revenue
	74 %
	
	77 %
	
	81 %

	Other revenue
	26 %
	
	23 %
	
	19 %

	
	
	
	
	
	
	

	Total revenue
	
	100 %
	
	100 %
	
	100 %

	Cost of revenue:
	
	
	
	
	

	
	
	
	
	
	
	

	CPaaS cost of revenue
	47 %
	
	47 %
	
	47 %

	Other cost of revenue
	11 %
	
	9 %
	
	8 %

	
	
	
	
	
	
	

	Total cost of revenue
	
	58 %
	
	56 %
	
	55 %

	Gross profit:
	
	
	
	
	

	
	
	
	
	
	
	

	CPaaS
	27 %
	
	30 %
	
	34 %

	Other
	16 %
	
	14 %
	
	11 %

	
	
	
	
	
	
	

	Total gross profit
	
	42 %
	
	44 %
	
	45 %

	Operating expenses:
	
	
	
	
	

	
	
	
	
	
	
	

	Research and development
	5 %
	
	6 %
	
	7 %

	Sales and marketing
	6 %
	
	6 %
	
	7 %

	
	
	
	
	
	
	

	General and administrative
	25 %
	
	22 %
	
	23 %

	Total operating expenses
	
	36 %
	
	34 %
	
	37 %

	
	
	
	
	
	
	

	Operating income
	
	6 %
	
	10 %
	
	9 %

	Other expense:
	
	
	
	
	

	
	
	
	
	
	
	

	Interest expense, net
	— %
	(1)%
	
	(1)%

	Income from continuing operations before income taxes
	
	5 %
	
	9 %
	
	8 %

	
	
	
	
	
	
	

	Income tax (provision) benefit
	— %
	7 %
	
	(4)%

	Income from continuing operations
	
	5 %
	
	17 %
	
	4 %

	
	
	
	
	
	
	

	Loss from discontinued operations, net of income taxes
	(10)%
	
	(2)%
	
	— %

	Net (loss) income
	
	(5)%
	
	15 %
	
	4 %


[image: ]

____________________

(*) Columns may not foot due to rounding.
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Comparison of the Years Ended December 31, 2016 and 2017

Revenue

	
	
	Year Ended December 31,
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	2016
	
	
	2017
	
	
	Change
	

	
	
	
	
	
	
	
	
	

	
	
	(In thousands)
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	CPaaS revenue
	$
	117,078
	
	$
	131,572
	
	$
	14,494
	
	12 %

	Other revenue
	
	35,057
	
	
	31,383
	
	
	(3,674)
	
	(10)%

	
	
	
	
	
	
	
	
	
	
	

	Total revenue
	$
	152,135
	
	$
	162,955
	
	$
	10,820
	
	7 %

	
	
	
	
	
	
	
	
	
	
	


[image: ]

In 2017, total revenue increased by $10.8 million, or 7%, compared to 2016, and CPaaS revenue increased by $14.5 million, or 12%. As a percentage of total revenue, CPaaS revenue increased from 77% to 81% from 2016 to 2017. The increase in CPaaS revenue was primarily attributable to an increase in the usage of all our service offerings, particularly our voice and messaging usage, which accounted for $21.4 million of the increase in CPaaS revenue, and our phone number services and 911-enabled phone number services, which accounted for $4.1 million of the increase in CPaaS revenue. This overall increase in CPaaS revenue was partially offset by $11.1 million related to pricing decreases that we have implemented over time with our customers in the form of lower usage prices to increase the reach and scale of our platform. The changes in usage and price in 2017 were reflected in our dollar-based net retention rate of 107%. The increase in usage was also attributable to a 21% increase in the number of active CPaaS customer accounts, from 798 as of December 31, 2016 to 965 as of December 31, 2017. In addition, revenue from new CPaaS customers contributed $5.7 million, or 5%, to CPaaS revenue for 2017 compared to $4.2 million, or 4% to CPaaS revenue in 2016. Other revenue decreased by $3.7 million, or 10%, due to expected declines in our legacy services of $3.1 million and a decrease in indirect revenue of $0.6 million.

Cost of Revenue and Gross Margin

	
	
	Year Ended December 31,
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	2016
	
	
	2017
	
	
	Change
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	(In thousands)
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Cost of revenue:
	
	
	
	
	
	
	
	
	
	
	

	CPaaS cost of revenue
	$
	71,218
	
	$
	75,859
	
	$
	4,641
	
	7 %
	

	
	
	
	
	
	
	
	
	
	
	
	

	Other cost of revenue
	
	14,000
	
	
	13,403
	
	
	(597)
	
	(4)%
	

	Total cost of revenue
	
	85,218
	
	
	89,262
	
	
	4,044
	
	5 %
	

	Gross profit
	$
	66,917
	
	$
	73,693
	
	$
	6,776
	
	10 %
	

	Gross margin:
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	CPaaS
	
	39%
	
	
	42%
	
	
	
	
	
	

	Other
	
	60%
	
	
	57%
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Total gross margin
	
	44%
	
	
	45%
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In 2017, total gross profit increased by $6.8 million, or 10%, compared to 2016. Total gross margin increased from 44% to 45% during the same period. In 2017, CPaaS cost of revenue increased by $4.6 million, or 7% compared 2016. CPaaS cost of revenue increased primarily due to an increase in voice usage costs of $1.9 million due to growth in minutes used by customers, partially offset by a decrease in the cost per minute from vendors. Cost of phone numbers increased by $0.8 million due to an increase in phone numbers used by customers. Cost of messaging increased by $0.6 million due to an increase in number of messages used by customers and a slight increase in the cost per message. Additional increases were due to network costs and 911 services which increased $1.0 million and $0.2 million respectively. In 2017, CPaaS gross margin increased from 39% to 42% compared to 2016. Excluding depreciation and stock-based compensation of $4.6 million and $4.4 million for 2016 and 2017, respectively, CPaaS Non-GAAP gross margin would have been 43% and 46% for 2016 and 2017, respectively, and total Non-GAAP gross margin would have been 47% and 48% for the same periods.

Other cost of revenue decreased by $0.6 million, which was due to a $1.3 million decrease as a result of churn in legacy services, partially offset by a $0.7 million increase in cost of indirect revenue related to an increase in cost of carrier access revenue and toll-free number registration fees.

Operating Expenses

	
	
	Year Ended December 31,
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	2016
	
	
	2017
	
	
	Change
	

	
	
	
	
	
	
	
	
	

	
	
	(In thousands)
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Research and development
	$
	8,520
	
	$
	10,789
	
	$
	2,269
	
	27%

	Sales and marketing
	
	9,294
	
	
	11,218
	
	
	1,924
	
	21%

	
	
	
	
	
	
	
	
	
	
	

	General and administrative
	
	33,859
	
	
	37,069
	
	
	3,210
	
	9%

	Total operating expenses
	$
	51,673
	
	$
	59,076
	
	$
	7,403
	
	14%
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In 2017, Research and development expenses increased by $2.3 million, or 27%, compared to 2016. This increase was primarily due to increased personnel costs of $2.2 million and professional fees of $0.1 million.

In 2017, sales and marketing expenses increased by $1.9 million, or 21%, compared to 2016 primarily due to an overall increase in sales personnel costs of $1.9 million.

General and administrative expenses increased by $3.2 million in 2017, or 9%, compared to 2016. This increase was due to increases of $1.2 million in facilities expenses, $1.0 million for hosted software costs, $0.4 million for professional expenses, partially offset by a $0.9 million decrease in depreciation and amortization expenses. An increase in personnel cost of $1.5 million also contributed the the overall general and administrative expenses.

Interest Expense, Net

In 2017, interest expense increased by $0.8 million compared to 2016, due to an increased balance outstanding of our credit facility that we entered into in November 2016. The balance of the credit facility was paid off in full in November 2017 with proceeds from the initial public offering.
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Income Tax Expense

In 2017, income tax expense increased by $18.0 million compared to 2016. The effective tax rate for 2017 was 53.7% compared to (77.4)% in 2016. During 2016, we had a full valuation against our deferred tax assets. The valuation allowance was released in December 2016 subsequent to the Spin-Off.

On December 22, 2017, the Tax Cuts and Jobs Act (the “Act”) was enacted into law. The income tax effects of changes in tax laws are recognized in the period when enacted. Among its numerous changes to the Internal Revenue Code, the Act reduces U.S. corporate rates from 35% to 21% for periods beginning on or after January 1, 2018. We have incurred additional income tax expense of $2,073 due to the re-measurement of our deferred tax assets at the lower corporate tax rate. Additional federal and state interpretive guidance is still forthcoming that could potentially affect the measurement of these balances or give rise to new deferred tax amounts. As such, the re-measurement of our deferred tax balance is provisional pending future guidance.

As a result of changes made by the Act, starting with compensation paid in 2018, Section 162(m) will limit us from deducting compensation, including performance-based compensation, in excess of $1 million paid to anyone who serves as the Chief Executive Officer, Chief Financial Officer, or who is among the three highest compensated executive officers. The only exception to this rule is for compensation that is paid pursuant to a binding contract in effect as of November 2, 2017 that would have otherwise been deductible under the prior Section 162(m) rules. Accordingly, any compensation paid in the future pursuant to new compensation arrangements entered into after November 2, 2017, even if performance-based, will count towards the $1 million fiscal year deduction limit if paid to a covered executive. Because many different factors influence a well-rounded, comprehensive executive compensation program, some of the compensation we provide to our executive officers may not be deductible under Code Section 162(m) if our Compensation Committee believes it will contribute to the achievement of our business objectives.

Loss from Discontinued Operations, Net of Income Tax

In 2017, loss from discontinued operations decreased by $3.1 million compared to 2016. The Spin-Off of Republic took place on November 30, 2016.


Comparison of the Years Ended December 31, 2015 and 2016

Revenue

	
	
	Year ended December 31,
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	Change
	

	
	
	
	
	
	
	
	
	

	
	
	(In thousands)
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	CPaaS revenue
	$
	101,502
	
	$
	117,078
	
	$
	15,576
	
	15 %

	Other revenue
	
	36,299
	
	
	35,057
	
	
	(1,242)
	
	(3)%

	
	
	
	
	
	
	
	
	
	
	

	Total revenue
	$
	137,801
	
	$
	152,135
	
	$
	14,334
	
	10 %
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In 2016, total revenue increased by $14.3 million, or 10%, compared to 2015. CPaaS revenue increased by $15.6 million, or 15% compared to the prior year. As a percentage of total revenue, CPaaS revenue increased from 74% to 77% year over year. The increase in CPaaS revenue was primarily attributable to an increase in the usage of all our products, particularly our voice and messaging services, and the adoption of additional services by our existing CPaaS customers. This increase was partially offset by pricing decreases that we have implemented over time with our customers in the form of lower usage prices to increase the reach and scale of our platform, as well as in exchange for contract renewals for certain key customers. The changes in usage and price for the year ended December 31, 2016 were reflected in our dollar-based net
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retention rate of 111%. The increase in usage was also attributable to a 13% increase in the number of active CPaaS customer accounts, from 704 as of December 31, 2015 to 798 as of December 31, 2016. Other revenue decreased by $1.2 million, or 3%, due to declines in our legacy services of $4.2 million, partially offset by a $3.0 million increase in indirect revenue related to new messaging and toll-free number registration fees.

Cost of Revenue and Gross Margin

	
	
	Years ended December 31,
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	Change
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	(In thousands)
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Cost of revenue:
	
	
	
	
	
	
	
	
	
	
	

	CPaaS cost of revenue
	$
	64,760
	
	$
	71,218
	
	$
	6,458
	
	10 %
	

	
	
	
	
	
	
	
	
	
	
	
	

	Other cost of revenue
	
	14,482
	
	
	14,000
	
	
	(482)
	
	(3)%
	

	Total cost of revenue
	$
	79,242
	
	$
	85,218
	
	$
	5,976
	
	8 %
	

	Gross profit
	$
	58,559
	
	$
	66,917
	
	$
	8,358
	
	14 %
	

	Gross margin:
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	CPaaS
	
	36%
	
	
	39%
	
	
	
	
	
	

	Other
	
	60%
	
	
	60%
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Total gross margin %
	
	42%
	
	
	44%
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Total gross profit increased by $8.4 million in 2016 as compared to 2015 and total gross margin increased from 42% to 44% from 2015 to 2016. CPaaS cost of revenue increased by $6.5 million, or 10%, in 2016. All CPaaS services saw an increase in cost of revenue but the overall increase was largely driven by the cost for minutes of use, which increased by $3.4 million due to growth in minutes used by customers, partially offset by a slight decrease in the cost per minute. Network costs increased by $2.0 million and cost of messaging increased by $0.5 million. Cost of phone numbers increased by $0.4 million due to an increase in phone numbers used by customers, partially offset by decreased cost per phone number. 911 costs remained constant due to an increase in 911-enabled phone numbers used by customers, partially offset by decreased cost per record. CPaaS gross margin increased from 36% in 2015 to 39% in 2016. Excluding depreciation and stock-based compensation of $5.3 million and $4.6 million for 2015 and 2016, respectively, CPaaS Non-GAAP gross margin would have been 41% and 43% for 2015 and 2016, respectively, and total Non-GAAP gross margin would have been 46% and 47% for the same periods.

Cost of Other revenue decreased by $0.5 million, or 3%, which was due to a $2.1 million decrease as a result of churn in legacy services, partially offset by a $1.6 million increase in cost of indirect revenue from 2015 to 2016 related to new required messaging and toll-free number registration fees. Total gross margin was affected by churn and a reduction in indirect margins.

Operating Expenses


	
	
	Years ended December 31,
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	Change
	

	
	
	
	
	
	
	
	
	

	
	
	(In thousands)
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Research and development
	$
	7,375
	
	$
	8,520
	
	$
	1,145
	
	16 %

	Sales and marketing
	
	8,620
	
	
	9,294
	
	
	674
	
	8 %

	
	
	
	
	
	
	
	
	
	
	

	General and administrative
	
	34,602
	
	
	33,859
	
	
	(743)
	
	(2)%

	Total operating expenses
	$
	50,597
	
	$
	51,673
	
	$
	1,076
	
	2 %
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In 2016, R&D expenses increased by $1.1 million, or 16%, compared to 2015. This increase was due primarily to increases in hosting software costs and increased headcount.

In 2016, sales and marketing expenses increased by $0.7 million, or 8%, compared to 2015 due to an overall increase in sales headcount.

General and administrative expenses decreased by $0.7 million in 2016, or 2%, compared to 2015 mostly due to a decrease in stock-based compensation expenses. This decrease was partially offset by increases in headcount, increases from gains on fixed asset disposals, increases in consulting fees and increased rent.

Interest Expense, Net

In 2016, interest expense increased by $0.3 million compared to 2015 due to increased borrowings on our credit facility that we entered into in November 2016.

Income Tax Expense

In 2016, income tax expense decreased by $11.5 million compared to 2015 primarily due to the $14.1 million release of the valuation allowance in 2016 subsequent to the Republic Wireless Spin-Off. The effective tax rate for 2016 was (77.4)% compared to 5.5% for 2015.

Loss from Discontinued Operations, Net of Income Tax

In 2016, loss from discontinued operations decreased by $10.6 million compared to 2015 due to the Republic Wireless Spin-Off in December 2016.

Quarterly Results of Operations

The following tables set forth our unaudited quarterly statements of operations data for each of the eight quarters ended December 31, 2017. The information for each quarter has been prepared on a basis consistent with our audited consolidated financial statements included in this Annual Report on Form 10-K, and reflect, in the opinion of management, all adjustments of a normal, recurring nature that are necessary for a fair presentation of the financial information contained in those statements. Our historical results are not necessarily indicative of the results that may be expected in the future. The following quarterly financial data should be read in conjunction with our audited consolidated financial statements included in this Annual Report on Form 10-K.
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	Three Months Ended
	
	
	
	
	
	
	
	
	

	
	March 31, 2016
	
	June 30, 2016
	September 30,
	December 31,
	
	March 31,
	June 30, 2017
	September 30,
	December 31,
	

	
	
	
	
	
	2016
	
	
	2016
	
	
	2017
	
	
	
	2017
	
	
	2017
	

	Revenue:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	CPaaS revenue
	$
	27,735
	
	$
	28,916
	
	$
	30,249
	
	$
	30,178
	
	$
	31,647
	
	$
	31,547
	
	$
	33,397
	
	$
	34,981
	

	Other revenue
	
	9,204
	
	
	8,914
	
	
	8,354
	
	
	8,585
	
	
	7,978
	
	
	7,979
	
	
	7,941
	
	
	7,485
	

	Total revenue
	
	36,939
	
	
	37,830
	
	
	38,603
	
	
	38,763
	
	
	39,625
	
	
	39,526
	
	
	41,338
	
	
	42,466
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Cost of revenue:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	CPaaS cost of revenue
	
	17,220
	
	
	18,159
	
	
	18,197
	
	
	17,642
	
	
	18,228
	
	
	18,919
	
	
	19,247
	
	
	19,465
	

	Other cost of revenue
	
	3,792
	
	
	3,491
	
	
	3,317
	
	
	3,400
	
	
	3,338
	
	
	3,375
	
	
	3,324
	
	
	3,366
	

	Total cost of revenue
	
	21,012
	
	
	21,650
	
	
	21,514
	
	
	21,042
	
	
	21,566
	
	
	22,294
	
	
	22,571
	
	
	22,831
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Gross profit
	
	15,927
	
	
	16,180
	
	
	17,089
	
	
	17,721
	
	
	18,059
	
	
	17,232
	
	
	18,767
	
	
	19,635
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Operating expenses:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Research and development
	
	1,854
	
	
	1,913
	
	
	2,390
	
	
	2,363
	
	
	2,682
	
	
	2,409
	
	
	2,771
	
	
	2,927
	

	Sales and marketing
	
	2,189
	
	
	2,269
	
	
	2,418
	
	
	2,418
	
	
	2,558
	
	
	2,413
	
	
	3,128
	
	
	3,119
	

	General and administrative
	
	7,455
	
	
	8,217
	
	
	7,898
	
	
	10,289
	
	
	7,637
	
	
	8,257
	
	
	9,797
	
	
	11,378
	

	Total operating expenses
	
	11,498
	
	
	12,399
	
	
	12,706
	
	
	15,070
	
	
	12,877
	
	
	13,079
	
	
	15,696
	
	
	17,424
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Operating income
	
	4,429
	
	
	3,781
	
	
	4,383
	
	
	2,651
	
	
	5,182
	
	
	4,153
	
	
	3,071
	
	
	2,211
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Other (expense) income:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Interest expense, net
	
	(184)
	
	
	(185)
	
	
	(229)
	
	
	(310)
	
	
	(421)
	
	
	(438)
	
	
	(402)
	
	
	(467)
	

	Change in fair value of
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	stockholders’ anti-dilutive
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	arrangement
	
	—
	
	—
	
	—
	
	—
	
	—
	
	(553)
	
	
	(136)
	
	
	689
	

	Total other (expense) income
	
	(184)
	
	
	(185)
	
	
	(229)
	
	
	(310)
	
	
	(421)
	
	
	(991)
	
	
	(538)
	
	
	222
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Income from continuing operations
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	before income taxes
	
	4,245
	
	
	3,596
	
	
	4,154
	
	
	2,341
	
	
	4,761
	
	
	3,162
	
	
	2,533
	
	
	2,433
	

	Income tax (provision) benefit
	
	(182)
	
	
	(87)
	
	
	(137)
	
	
	11,500
	
	
	(1,772)
	
	
	(1,215)
	
	
	(899)
	
	
	(3,032)
	

	Income (loss) from continuing
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	operations
	
	4,063
	
	
	3,509
	
	
	4,017
	
	
	13,841
	
	
	2,989
	
	
	1,947
	
	
	1,634
	
	
	(599)
	

	(Loss) income from discontinued
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	operations, net of income taxes
	
	(1,028)
	
	
	(1,983)
	
	
	(728)
	
	
	667
	
	
	—
	
	—
	
	—
	
	—
	

	Net income (loss)
	$
	3,035
	
	$
	1,526
	
	$
	3,289
	
	$
	14,508
	
	$
	2,989
	
	$
	1,947
	
	$
	1,634
	
	$
	(599)
	

	Total comprehensive income (loss),
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	net of income tax
	$
	3,035
	
	$
	1,526
	
	$
	3,289
	
	$
	14,508
	
	$
	2,989
	
	$
	1,947
	
	$
	1,634
	
	$
	(599)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Net income (loss) per share:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Basic
	$
	0.23
	
	$
	0.11
	
	$
	0.25
	
	$
	1.07
	
	$
	0.22
	
	$
	0.14
	
	$
	0.12
	
	$
	(0.04)
	

	Diluted
	$
	0.21
	
	$
	0.10
	
	$
	0.22
	
	$
	0.97
	
	$
	0.20
	
	$
	0.13
	
	$
	0.11
	
	$
	(0.04)
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Liquidity and Capital Resources

To date, our principal sources of liquidity have been the proceeds of $74.4 million, net of underwriting discounts and commissions, from our initial public offering in November 2017, in addition to free cash flow driven by payments received from customers using our services, as well as borrowings under our senior secured credit facility. We believe that our cash and cash equivalents balances, our credit facility and the cash flows generated by our operations will be sufficient to satisfy our anticipated cash needs for working capital and capital expenditures for at least the next 12 months.

Statement of Cash Flows

The following table summarizes our cash flows from continuing operations for the periods indicated:

	
	
	Year Ended December 31,

	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	2017

	
	
	
	
	
	

	
	
	
	(In thousands)
	
	

	
	
	
	
	
	
	
	
	

	Net cash provided by operating activities from continuing operations
	$
	18,651
	$
	16,942
	
	$
	14,623

	Net cash used in investing activities from continuing operations
	
	(5,102)
	
	
	(6,061)
	
	
	(7,963)

	
	
	
	
	
	
	
	
	

	Net cash provided by (used in) financing activities from continuing operations
	
	11,038
	
	
	(1,053)
	
	
	24,179

	Net increase in cash and cash equivalents from continuing operations
	$
	24,587
	
	$
	9,828
	
	$
	30,839
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Cash Flows from Operating Activities

In 2017, cash provided by operating activities from continuing operations was $14.6 million, which primarily consisted of net income of $6.0 million, depreciation and amortization of $5.7 million, amortization of debt issuance costs of $0.4 million, stock-based compensation expenses of $1.8 million, deferred taxes of $6.2 million and loss on disposal of property and equipment of $0.1 million partially offset by a decrease in working capital of $5.5 million. Working capital consisted primarily of increases in accounts receivable of $4.4 million, prepaid expenses of $1.6 million, deferred costs of $0.9 million and $2.4 million in accounts payable offset by decreases in accrued expenses of $1.3 million and deferred revenue of $2.6 million.

In 2016, cash provided by operating activities from continuing operations was $16.9 million, which primarily consisted of net income from continuing operations of $22.4 million that includes $3.1 million net loss by discontinued operations, depreciation and amortization of $6.1 million, amortization of debt issuance costs of $0.1 million, $1.4 million of stock-based compensation expenses and impairment of intangible assets of $0.7 million partially offset by a decrease in deferred taxes of $11.1 million and working capital of $5.7 million. Working capital consisted primarily of increases in accounts receivable of $4.0 million, prepaid expenses of $0.8 million, deferred costs of $1.0 million and accrued expenses of $0.6 million, offset by increases in accounts payable of $0.2 million and deferred revenue of $0.5 million.

In 2015, cash provided by operating activities from continuing operations was $18.7 million due to net loss of $6.7 million that includes $13.7 million net loss by discontinued operations, depreciation and amortization of $7.1 million, $3.5 million of stock-based compensation expenses, loss on disposal of property and equipment of $0.4 million, deferred taxes of $0.3 million and an increase in working capital of $0.4 million. Working capital consisted of a decrease in deferred costs of $2.9 million, an increase in accounts payable of $1.0 million and a decrease in accrued expenses and other liabilities of $2.5 million, and increases in prepaid expenses of $0.6 million and accounts receivable of $0.5 million.
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As of December 31, 2017, we had an ongoing dispute and litigation with MCI Communications Services, Inc. d/b/a Verizon Business and Verizon Select Services, Inc. (collectively, “Verizon”), which is a carrier access billing (“CABS”) customer. Billings to Verizon were approximately $10.3 million and $9.6 million for the years ended December 31, 2016 and 2017, respectively. We recognize revenue for this customer only to the extent to which payments have been made. These outstanding amounts represent disputed and unpaid billings and were fully reserved within our allowance for doubtful accounts. We had not recognized revenue related to the outstanding and disputed balances. Only if and when we reached an agreement with Verizon to settle the outstanding and disputed billings which resulted in a payment for any or all amounts outstanding, would we recognize any revenue. Recognition of revenue as a result of a settlement of disputed balances would result in an increase in cash flows from operating activities for the relevant period. On January 29, 2018, we entered into a settlement with Verizon (for further information see Note 17, "Subsequent Events," to the consolidated financial statements included elsewhere in this Annual Report on Form 10-K).

Cash Flows from Investing Activities

In 2017, cash used in investing activities from continuing operations was $8.0 million from the purchase of property, plant and equipment and capitalized internally developed software costs.

In 2016, cash used in investing activities from continuing operations was $6.1 million used to purchase property, plant and equipment and capitalized internally developed software costs.

In 2015, cash used in investing activities from continuing operations was $5.1 million used to purchase property, plant and equipment and capitalized internally developed software costs.

Cash Flows from Financing Activities

In 2017, cash provided by financing activities from continuing operations was $24.2 million consisting primarily of $69.0 million from the net proceeds from the initial public offering, $0.2 million in proceeds from the issuances of common stock as a result of options exercised, and $0.1 million in proceeds from exercise of warrants, offset by net repayments of $5.0 million on our line of credit, $0.1 million in payments on capital leases, $40.0 million in payments on our term loan.

In 2016, cash used in financing activities from continuing operations was $1.1 million consisting primarily of $30.0 million in cash distributions to Republic Wireless, $0.6 million in payments of debt issuance costs, net repayments of $12.0 million on our line of credit, $0.1 million in payments on capital leases, offset by $40.0 million of borrowing on our term loan, $1.0 million in proceeds from the issuances of common stock as a result of options exercised, and $0.2 million in proceeds from exercise of warrants.

In 2015, cash provided by financing activities from continuing operations was $11.0 million due to the net $11.0 million in borrowings under our line of credit.

Debt

On November 4, 2016, we entered into a Credit and Security Agreement with a syndicate of four banks. The agreement includes a $40.0 million term loan and a $25.0 million revolving loan, which includes a swing line of up to $1.0 million and limits letters of credit commitments to a maximum of $2.5 million. Substantially all of our assets are pledged as security to the Credit and Security Agreement. The term of the Credit and Security Agreement is five years and matures on November 3, 2021. The interest rate used for the debt is based on our election to either apply the Federal Funds Effective Rate or LIBOR plus a stated margin, as defined in the Credit and Security Agreement. This agreement requires us to meet a certain leverage ratio and minimum debt service coverage ratio each quarter on a trailing 12-month basis.
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On November 14, 2017, we paid in full the term loan with proceeds from our initial public offering. The revolving loan was paid in full on August 31, 2017. There is no loan balance outstanding as of December 31, 2017. We were in compliance with all financial covenants as of December 31, 2017. The availability under the Credit and Security Agreement was $25.0 million as of December 31, 2017.

Contractual Obligations and Other Commitments

The following table summarizes our noncancellable contractual obligations as of December 31, 2017:

	
	
	
	
	
	Less
	
	
	
	
	
	
	
	More
	

	
	
	
	
	
	Than 1
	
	1 to 2
	
	3 to 5
	
	than 5
	

	
	
	Total
	
	Year
	
	Years
	
	Years
	
	years
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	As of December 31, 2017:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Operating leases(1)
	$
	17,060
	
	$
	3,631
	
	$
	7,538
	
	$
	5,890
	
	$
	—
	

	Capital leases
	
	92
	
	
	92
	
	
	—
	
	—
	
	—
	

	Purchase obligations(2)
	
	5,249
	
	
	4,144
	
	
	1,083
	
	
	23
	
	
	—
	

	Total
	$
	22,401
	
	$
	7,867
	
	$
	8,621
	
	$
	5,913
	
	$
	—
	

	________________________
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	


(1) Operating leases represent total future minimum rent payments under non-cancellable operating lease agreements.

(2) Purchase obligations represent total future minimum payments under contracts to various service providers. Purchase obligations exclude agreements that are cancellable without penalty.

Off-Balance Sheet Arrangements

We have not entered into any off-balance sheet arrangements and do not have any holdings in variable interest entities.

Critical Accounting Policies and Significant Judgments and Estimates

Our consolidated financial statements are prepared in accordance with GAAP. The preparation of these financial statements requires our management to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenue, costs, and expenses and related disclosures. Our estimates are based on our historical experience and on various other factors that we believe are reasonable under the circumstances, the results of which form the basis for making judgments about the carrying value of assets and liabilities that are not readily apparent from other sources. Actual results may differ from these judgments and estimates under different assumptions or conditions and any such differences may be material.

We believe the accounting policies discussed below are critical to the process of making significant judgments and estimates in the preparation of our financial statements, and to understanding our historical and future performance.


Revenue Recognition and Deferred Revenue

We generate revenue primarily from the sale of communication services to enterprise customers. We recognize revenue when all of the following criteria are met (i) persuasive evidence of an arrangement exists; (ii) delivery has occurred; (iii) the fee is fixed or determinable; and (iv) collection is reasonably assured. If collection is not reasonably assured, we defer revenue recognition until collectability becomes reasonably assured. Our arrangements do not contain general rights of return. We generally enter into arrangements with customers that are typically 2 to 3 years in length. Incremental direct costs incurred related to the acquisition of a customer contract are expensed as incurred.
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Stock-Based Compensation

Stock options awarded to employees, directors and non-employee third parties are measured at fair value on each grant date. Options subject to service-based vesting generally vest annually over a four-year period. The determination of the fair value of stock-based compensation arrangements on the grant date requires judgment. We recognize stock-based compensation expense using the Black-Scholes option-pricing model, net of estimated forfeitures, in order to determine the fair value of stock options, the output of which is affected by a number of variables. These variables include the fair value of our common stock, expected term of the options, expected stock price volatility, risk-free interest rate and expected dividends, which are estimated as follows:

· Fair value of our common stock. The fair value of the shares of our common stock underlying stock options had historically been established by our board of directors with the assistance of an independent third-party valuation firm. Because there had been no public market for our common stock, our board of directors had relied on this independent valuation and other factors to establish the fair value of our common stock at the time of grant of the option. The determination of the fair value of our common stock is discussed further below.

· Expected term. The expected term was estimated using the simplified method allowed under SEC guidance as we do not have sufficient historical data to use any other method to estimate the expected term.

· Expected volatility. The expected volatility is derived from an average of the historical volatilities of the common stock of several entities with characteristics similar to ours, such as the size, and operational and economic similarities to our principle business operations. We use this method because we have limited information on the volatility of our common stock.

· Risk-free interest rate. The risk-free interest rate is based on the yields of U.S. Treasury securities with maturities similar to the expected term of the options for each option group.

· Expected dividends. The expected dividend is assumed to be zero as we have never paid dividends and have no current plans to pay any dividends on our common stock.

In addition to the assumptions used in the Black-Scholes option-pricing model, we must also determine a forfeiture rate to calculate the stock-based compensation for awards. Through December 31, 2017, we recognized compensation for only the portion of options expected to vest using an estimated forfeiture rate that was derived from historical employee termination behavior.

Determination of the Fair Value of Common Stock

Prior to our initial public offering, we had periodically determined for financial reporting purposes the estimated per share fair value of our common stock at various dates using contemporaneous valuations performed in accordance with the guidance outlined in the American Institute of Certified Public Accountants Practice Aid, “Valuation of Privately-Held Company Equity Securities Issued as Compensation.” In conducting the contemporaneous valuations, we considered all objective and subjective factors that we believed to be relevant for each valuation conducted, including the following:

· contemporaneous unrelated third-party valuations of our common stock;

· the rights, preferences and privileges of our redeemable convertible preferred stock relative to those of our common stock;

· our results of operations, financial position and capital resources;

· current business conditions and projections;
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· the lack of marketability of our common stock;

· the hiring of key personnel and the experience of our management;

· the introduction of new products;

· the risk inherent in the development and expansion of our products;

· the fact that the option grants involve illiquid securities in a private company;

· the likelihood of achieving a liquidity event, such as an initial public offering or a sale of our company, given the prevailing market conditions;

· industry trends and competitive environment; and

· overall economic indicators, including gross domestic product, employment, inflation and interest rates.

In valuing our common stock, we had historically determined the equity value of our Company using both the income and the market approach valuation methods:


· The income approach estimates value based on the expectation of future cash flows that a company will generate. These future cash flows are discounted to their present values using a discount rate derived from an analysis of the cost of capital of comparable publicly traded companies in our industry as of each valuation date and is adjusted to reflect the risks inherent in our cash flows.

· The market approach estimates value based on a comparison of the subject company to comparable public companies in a similar line of business. From the comparable companies, a representative market value multiple is determined and then applied to the subject. The estimated value for our common stock is then discounted by a non-marketability factor (discount for lack of marketability) due to the fact that stockholders of private companies do not have access to trading markets similar to those enjoyed by stockholders of public companies, which affects liquidity.

As a result of the determination to pursue strategic financing through an initial public offering, in June 2017, we began using the Probability-Weighted Expected Return Method (“PWERM”) in order to estimate the value of our common stock based on various outcomes. Using the PWERM, the value of our common stock was estimated based upon a probability-weighted analysis of varying values for our common stock assuming possible future events for the company, including an initial public offering and a stay private company scenario in which operations continued as a privately held company. Application of this approach involved the use of estimates, judgment and assumptions that are highly complex and subjective, such as those regarding our expected future revenue, expenses and future cash flows, discount rates, market multiples, the selection of comparable companies and the probability of possible future events. Changes in any or all of these estimates and assumptions or the relationships between those assumptions impact our valuations as of each valuation date and may have a material impact on the valuation of our common stock.

The dates of our contemporaneous valuations have not always coincided with the dates of our stock-based compensation grants. In such instances, management’s estimates have been based on the most recent contemporaneous valuation of our shares of common stock and our assessment of additional objective and subjective factors we believed were relevant as of the grant date. The additional factors considered when determining any changes in fair value between the most recent contemporaneous valuation and the grant dates included our stage of development, our operating and financial performance, current business conditions and the market performance of comparable publicly traded companies.
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Following our initial public offering, it was no longer necessary to determine the fair value of our Class A common stock using these valuation techniques as shares of our Class A common stock are traded on the the NASDAQ Global Select Market.

Goodwill and Intangible Assets

Goodwill

Goodwill represents the excess of the aggregate fair value of consideration transferred in a business combination, over the fair value of assets acquired, net of liabilities assumed. Goodwill is not amortized, but is subject to an annual impairment test. We test goodwill for impairment annually on December 31 of each calendar year or more frequently if events or changes in business circumstances indicate the asset might be impaired. Goodwill is tested for impairment at the reporting unit level. In evaluating the recoverability of goodwill, we perform a qualitative analysis to determine whether events and circumstances exist that indicate that it is more likely than not that goodwill is impaired. The qualitative factors we consider include but are not limited to, macroeconomic conditions, industry and market conditions, company-specific events and changes in circumstances. We completed our annual goodwill impairment analysis in each of the years ended December 31, 2015, 2016 and 2017 and no impairment charges were recorded. As of December 31, 2017 goodwill was $6.9 million.

Long-Lived Assets

Long-lived assets, including intangible assets with definite lives, are amortized over their estimated useful lives and are reviewed for impairment if indicators of impairment arise.

We evaluate the recoverability of our long-lived assets for impairment whenever events or circumstances indicate that the carrying amount of the assets may not be recoverable. Recoverability of long-lived assets are measured by comparison of the carrying amount of the asset to the future undiscounted cash flows the asset is expected to generate. If the asset is considered to be impaired, the amount of any impairment is measured as the difference between the carrying value and the fair value of the impaired asset. As of December 31, 2017, intangible assets, net of accumulated amortization, were $7.6 million, which consists primarily of client relationships and client contracts. As part of our annual evaluation of intangibles, we re-evaluated our marketing and trade name assets and concluded that there was no further benefit to a trade name acquired in the Dash acquisition. As a result, we impaired the intangible asset and recognized a loss of $0.7 million in 2016. No indicators of impairment were identified for the years ended December 31, 2015 and 2017.

Internal-Use Software Development Costs

We capitalize qualifying internal-use software development costs that are incurred during the application development stage. Capitalization of costs begins when two criteria are met: (i) the preliminary project stage is completed and (ii) it is probable that the software will be completed and used for its intended function. Capitalization ceases when the software is substantially complete and ready for its intended use, including the completion of all significant testing. We also capitalize costs related to specific upgrades and enhancements when it is probable the expenditures will result in additional functionality and expense costs incurred for maintenance and minor upgrades and enhancements. Costs related to preliminary project activities and post-implementation operating activities are expensed as incurred.

Capitalized costs of platform and other software applications are included in property and equipment. These costs are amortized over the estimated useful life of the software on a straight-line basis over three years, which is recorded in cost of revenue in the statement of operations. We evaluate the useful life of these
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assets on an annual basis and test for impairment whenever events or changes in circumstances occur that could impact the recoverability of these assets.

Income Taxes

We account for income taxes under the asset and liability method, which requires the recognition of deferred tax assets and liabilities for the expected future tax consequences of events that are included in the financial statements. Under this method, deferred tax assets and liabilities are determined based on the differences between the financial statements and tax basis of assets and liabilities using enacted tax rates in effect for the year in which the differences are expected to reverse. The effect of a change in tax rates on deferred tax assets and liabilities is recognized in income in the period that includes the enactment date.

We reduce the measurement of a deferred tax asset, if necessary, by a valuation allowance if it is more likely than not that we will not realize some or all the deferred tax asset. Quarterly, we review the deferred tax assets for recoverability based on historical taxable income, projected future taxable income, the expected timing of the reversals of existing temporary differences, the implementation of prudent and feasible tax planning strategies, and results of recent operations. The evaluation of the recoverability of deferred tax assets requires judgment in assessing future profitability. Should there be a change in the ability to recover deferred tax assets, our income tax provision would increase or decrease in the period in which the assessment is changed.

We account for uncertain tax positions by recognizing the financial statement effects of a tax position only when, based upon technical merits, it is more likely than not that the position will be sustained upon examination. The tax benefit recognized is measured as the largest amount of benefit determined on a cumulative probability basis that we believe is more likely than not to be realized upon ultimate settlement of the position. We recognize potential accrued interest and penalties associated with unrecognized tax positions in income tax expense.

Other Contingencies

We are subject to legal proceedings and litigation arising in the ordinary course of business. Periodically, we evaluate the status of each legal matter and assess our potential financial exposure. If the potential loss from any legal proceeding or litigation is considered probable and the amount can be reasonably estimated, we accrue a liability for the estimated loss. Significant judgment is required to determine the probability of a loss and whether the amount of the loss is reasonably estimable. The outcome of any proceeding is not determinable in advance. As a result, the assessment of a potential liability and the amount of any accruals recorded are based only on the information available to us at the time. As additional information becomes available, we reassess the potential liability related to the legal proceeding or litigation, and may revise our estimates. Any revisions could have a material effect on our results of operations.

We conduct operations in many tax jurisdictions throughout the United States. In many of these jurisdictions, non-income-based taxes and fees, such as sales and use taxes, telecommunications taxes, and regulatory fees including those associated with (or potentially associated with) VoIP telephony services or 911 services, are assessed or may be assessed on our operations. We are subject to indirect taxes, and may be subject to certain other taxes and surcharges in some of these jurisdictions. We generally bill and collect from our customers these taxes and surcharges. We record a liability for tax collected from customers but not yet paid to the appropriate jurisdiction. In addition, we record a provision for non-income based taxes and fees in jurisdictions where it is both probable that liability has been incurred and the amount of the exposure can be reasonably estimated. As a result, we have recorded a liability of $4.6 million, $2.8 million and $3.0 million as of December 31, 2015, 2016 and 2017, respectively. These estimates are based on several key assumptions, including the taxability of our services, the jurisdictions in which we believe we have nexus
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and the sourcing of revenue to those jurisdictions. In the event these jurisdictions challenge our assumptions and analysis, our actual exposure could differ materially from our current estimates.
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Recently Issued Accounting Guidance

See Note 2, "Summary of Significant Accounting Policies," to the consolidated financial statements included elsewhere in this Annual Report on Form 10-K, for a summary of recent accounting pronouncements not yet adopted.

JOBS Act Accounting Election

We are an “emerging growth company,” as defined in the Jumpstart Our Business Startups Act of 2012 (the “JOBS Act”).

Section 107 of the JOBS Act provides that an “emerging growth company” can take advantage of the extended transition period provided in Section 7(a)(2)(B) of the Securities Act for complying with new or revised accounting standards. In other words, an “emerging growth company” can delay the adoption of certain accounting standards until those standards would otherwise apply to private companies. We have elected to use the extended transition period for complying with new or revised accounting standards under Section 102(b)(1) of the JOBS Act. This election allows us to delay the adoption of new or revised accounting standards that have different effective dates for public and private companies until those standards apply to private companies. As a result of this election, our financial statements may not be comparable to companies that comply with public company effective dates.

We also intend to take advantage of certain exemptions from various reporting requirements that are applicable to other public companies that are not “emerging growth companies,” including not being required to comply with the auditor attestation requirements of Section 404 of the Sarbanes-Oxley Act, reduced disclosure obligations regarding executive compensation in our periodic reports and proxy statements, and exemptions from the requirements of holding a nonbinding advisory vote on executive compensation and stockholder approval of any golden parachute payments not previously approved. We may take advantage of these exemptions for so long as we are an “emerging growth company.”

We will remain an emerging growth company until the earlier of (1) December 31, 2022 (the last day of the fiscal year following the fifth anniversary of our initial public offering), (2) the last day of the fiscal year in which we have total annual gross revenue of at least $1.07 billion, (3) the last day of the fiscal year in which we are deemed to be a “large accelerated filer,” as defined in the Exchange Act, and (4) the date on which we have issued more than $1.0 billion in nonconvertible debt during the prior three-year period. Any reference herein to “emerging growth company” has the meaning ascribed to it in the JOBS Act.
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Item 7A.Quantitative and Qualitative Disclosures about Market Risk

We are exposed to certain market risks in the ordinary course of our business. Market risk represents the risk of loss that may impact our financial position due to adverse changes in financial market prices and rates. Our market risk exposure is primarily the result of fluctuations in interest rates and, to a lesser extent, inflation.

Interest Rate Risk

Our primary exposure to market risk relates to interest rate changes. We had cash and cash equivalents totaling $37.6 million as of December 31, 2017, which were held for working capital purposes. Our cash and cash equivalents are comprised primarily of interest bearing checking accounts and money market accounts.

Such interest-earning instruments carry a degree of interest rate risk. To date, fluctuations in interest income have not been significant. The primary objective of our investment activities is to preserve principal while maximizing income without significantly increasing risk. We do not enter into investments for trading or speculative purposes and have not used any derivative financial instruments to manage our interest rate risk exposure. Due to the short-term nature of our investments, we have not been exposed to, nor do we anticipate being exposed to, material risks due to changes in interest rates.

Our debt is comprised of a revolving line of credit account, which had no amount outstanding as of December 31, 2017. The revolving line of credit has an interest rate based on the 1-month LIBOR rate plus 225 basis points as of December 31, 2017. A one-eighth percentage point increase or decrease in the applicable rate for our credit facility (assuming the revolving portion of the credit facility is fully drawn) would have an annual impact of less than $0.1 million on cash interest expense.

Foreign Currency Risk

Our customers consume our services primarily in the United States. Our revenue and expenses are denominated in U.S.

dollars and as a result we have no foreign currency risk.

Inflation

We do not believe inflation has had a material effect on our business, financial condition or results of operations. We continue to monitor the impact of inflation in order to minimize its effects through pricing strategies, productivity improvements and cost reductions. If our costs were to become subject to significant inflationary pressures, we may not be able to fully offset such higher costs through price increases. Our inability or failure to do so could harm our business, financial condition and results of operations.
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Report of Independent Registered Public Accounting Firm

To the Stockholders and the Board of Directors of Bandwidth Inc.

Opinion on the Financial Statements

We have audited the accompanying consolidated balance sheets of Bandwidth Inc. (the Company) as of December 31, 2017 and 2016, the related consolidated statements of operations and comprehensive (loss) income, changes in redeemable convertible preferred stock and stockholders' (deficit) equity and cash flows for each of the three years in the period ended December 31, 2017, and the related notes (collectively referred to as the “consolidated financial statements”). In our opinion, the consolidated financial statements present fairly, in all material respects, the financial position of the Company at December 31, 2017 and 2016, and the results of its operations and its cash flows for each of the three years in the period ended December 31, 2017, in conformity with U.S. generally accepted accounting principles.

Basis for Opinion

These financial statements are the responsibility of the Company's management. Our responsibility is to express an opinion on the Company’s financial statements based on our audits. We are a public accounting firm registered with the Public Company Accounting Oversight Board (United States) (PCAOB) and are required to be independent with respect to the Company in accordance with the U.S. federal securities laws and the applicable rules and regulations of the Securities and Exchange Commission and the PCAOB.

We conducted our audits in accordance with the standards of the PCAOB. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement, whether due to error or fraud. The Company is not required to have, nor were we engaged to perform, an audit of its internal control over financial reporting. As part of our audits we are required to obtain an understanding of internal control over financial reporting but not for the purpose of expressing an opinion on the effectiveness of the Company's internal control over financial reporting. Accordingly, we express no such opinion.

Our audits included performing procedures to assess the risks of material misstatement of the financial statements, whether due to error or fraud, and performing procedures that respond to those risks. Such procedures included examining, on a test basis, evidence regarding the amounts and disclosures in the financial statements. Our audits also included evaluating the accounting principles used and significant estimates made by management, as well as evaluating the overall presentation of the financial statements. We believe that our audits provide a reasonable basis for our opinion.

/s/ Ernst & Young LLP

We have served as the Company’s auditor since 2012.

Raleigh, North Carolina

February 26, 2018
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CONSOLIDATED BALANCE SHEETS

(In Thousands, Except Share and per Share Amounts)


	
	
	As of December 31,
	

	
	
	
	
	
	
	

	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	

	Assets
	
	
	
	
	
	

	Current assets:
	
	
	
	
	
	

	
	
	
	
	
	
	

	Cash and cash equivalents
	$
	6,788
	
	$
	37,627
	

	Accounts receivable, net of allowance for doubtful accounts
	
	16,838
	
	
	21,225
	

	
	
	
	
	
	
	

	Prepaid expenses and other current assets
	
	2,318
	
	
	3,767
	

	Deferred costs
	
	2,099
	
	
	2,633
	

	
	
	
	
	
	
	

	Total current assets
	
	28,043
	
	
	65,252
	

	
	
	
	
	
	
	

	Property and equipment, net
	
	11,180
	
	
	14,946
	

	Intangible assets, net
	
	8,482
	
	
	7,643
	

	
	
	
	
	
	
	

	Deferred costs, non-current
	
	1,696
	
	
	2,068
	

	Other long-term assets
	
	1,011
	
	
	1,192
	

	
	
	
	
	
	
	

	Goodwill
	
	6,867
	
	
	6,867
	

	Deferred tax asset
	
	12,694
	
	
	6,526
	

	
	
	
	
	
	
	

	Total assets
	$
	69,973
	
	$
	104,494
	

	Liabilities, redeemable convertible preferred stock and stockholders’ (deficit) equity
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Current liabilities:
	
	
	
	
	
	

	Accounts payable
	$
	4,688
	
	$
	3,025
	

	
	
	
	
	
	
	

	Accrued expenses and other current liabilities
	
	14,649
	
	
	15,633
	

	Current portion of deferred revenue and advanced billings
	
	4,032
	
	
	5,768
	

	
	
	
	
	
	
	

	Line of credit, current portion
	
	5,000
	
	
	—
	

	Current portion of long-term debt and capital lease obligations
	
	2,101
	
	
	92
	

	
	
	
	
	
	
	

	Total current liabilities
	
	30,470
	
	
	24,518
	

	
	
	
	
	
	
	

	Other liabilities
	
	609
	
	
	716
	

	Deferred revenue, net of current portion
	
	1,712
	
	
	2,549
	

	
	
	
	
	
	
	

	Long-term debt and capital lease obligations, net of current portion
	
	37,738
	
	
	—
	

	Total liabilities
	
	70,529
	
	
	27,783
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BANDWIDTH INC.

CONSOLIDATED BALANCE SHEETS

(In Thousands, Except Share and per Share Amounts)



	
	
	As of December 31,

	
	
	
	
	
	

	
	
	2016
	
	
	2017

	
	
	
	
	
	

	Redeemable convertible preferred stock:
	
	
	
	
	

	Series A redeemable convertible preferred stock; $0.001 par value; 1,200,000 shares authorized; 710,000 and 0
	
	
	
	
	

	shares issued and outstanding at December 31, 2016 and 2017, respectively
	
	21,818
	
	
	—

	
	
	
	
	
	

	Commitments and contingencies
	
	
	
	
	

	Stockholders’ (deficit) equity:
	
	
	
	
	

	
	
	
	
	
	

	Class A voting common stock; $0.001 par value; 0 and 100,000,000 shares authorized as of December 31, 2016 and
	
	
	
	
	

	2017, respectively; 0 and 4,197,831 shares issued and outstanding as of December 31, 2016 and 2017, respectively
	
	—
	
	4

	Class B voting common stock, $0.001 par value; 0 and 20,000,000 shares authorized as of December 31, 2016 and
	
	
	
	
	

	2017, respectively; 0 and 13,440,725 shares issued and outstanding as of December 31, 2016 and 2017, respectively
	
	—
	
	13

	
	
	
	
	
	

	Old Class A voting common stock; $0.001 par value; 20,000,000 and 0 shares authorized as of December 31, 2016
	
	
	
	
	

	and 2017, respectively; 11,779,975 and 0 shares issued and outstanding as of December 31, 2016 and 2017,
	
	
	
	
	

	respectively
	
	12
	
	
	—

	Old Class B non-voting common stock, $0.001 par value; 3,341,275 and 0 shares authorized as of December 31,
	
	
	
	
	

	2016 and 2017, respectively; 18,590 and 0 shares issued and outstanding as of December 31, 2016 and 2017,
	
	
	
	
	

	respectively
	
	—
	
	—

	
	
	
	
	
	

	Preferred stock; $0.001 par value; 0 and 10,000,000 shares authorized as of December 31, 2016 and 2017,
	
	
	
	
	

	respectively; 0 shares issued and outstanding as of December 31, 2016 and 2017
	
	—
	
	—

	Additional paid-in capital
	
	9,356
	
	
	102,465

	
	
	
	
	
	

	Accumulated deficit
	
	(31,742)
	
	
	(25,771)

	Total stockholders’ (deficit) equity
	
	(22,374)
	
	
	76,711

	
	
	
	
	
	

	Total liabilities, redeemable convertible preferred stock and stockholders’ (deficit) equity
	$
	69,973
	
	$
	104,494

	
	
	
	
	
	



See accompanying notes.
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BANDWIDTH INC.

CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE (LOSS) INCOME

(In Thousands, Except Share and per Share Amounts)



	
	
	Year Ended December 31,
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	

	Revenue:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	CPaaS revenue
	$
	101,502
	
	$
	117,078
	
	$
	131,572
	

	
	
	
	
	
	
	
	
	
	

	Other revenue
	
	36,299
	
	
	35,057
	
	
	31,383
	

	Total revenue
	
	137,801
	
	
	152,135
	
	
	162,955
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Cost of revenue:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	CPaaS cost of revenue
	
	64,760
	
	
	71,218
	
	
	75,859
	

	Other cost of revenue
	
	14,482
	
	
	14,000
	
	
	13,403
	

	
	
	
	
	
	
	
	
	
	

	Total cost of revenue
	
	79,242
	
	
	85,218
	
	
	89,262
	

	
	
	
	
	
	
	
	
	
	

	Gross profit
	
	58,559
	
	
	66,917
	
	
	73,693
	

	
	
	
	
	
	
	
	
	
	

	Operating expenses:
	
	
	
	
	
	
	
	
	

	Research and development
	
	7,375
	
	
	8,520
	
	
	10,789
	

	
	
	
	
	
	
	
	
	
	

	Sales and marketing
	
	8,620
	
	
	9,294
	
	
	11,218
	

	General and administrative
	
	34,602
	
	
	33,859
	
	
	37,069
	

	
	
	
	
	
	
	
	
	
	

	Total operating expenses
	
	50,597
	
	
	51,673
	
	
	59,076
	

	
	
	
	
	
	
	
	
	
	

	Operating income
	
	7,962
	
	
	15,244
	
	
	14,617
	

	Other expense:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Interest expense, net
	
	(589)
	
	
	(908)
	
	
	(1,728)
	

	Total other expense
	
	(589)
	
	
	(908)
	
	
	(1,728)
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Income from continuing operations before income taxes
	
	7,373
	
	
	14,336
	
	
	12,889
	

	
	
	
	
	
	
	
	
	
	

	Income tax (provision) benefit
	
	(408)
	
	
	11,094
	
	
	(6,918)
	

	Income from continuing operations
	
	6,965
	
	
	25,430
	
	
	5,971
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Loss from discontinued operations, net of income taxes
	
	(13,665)
	
	
	(3,072)
	
	
	—
	

	
	
	
	
	
	
	
	
	
	

	Net (loss) income
	$
	(6,700)
	
	$
	22,358
	
	$
	5,971
	

	Total comprehensive (loss) income
	
	
	
	
	
	
	
	
	

	
	$
	(6,700)
	
	$
	22,358
	
	$
	5,971
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Earnings (loss) per share:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Income from continuing operations
	$
	6,965
	
	$
	25,430
	
	$
	5,971
	

	Less: income allocated to participating securities
	
	931
	
	
	3,355
	
	
	644
	

	
	
	
	
	
	
	
	
	
	

	Income from continuing operations attributable to common stockholders
	$
	6,034
	
	$
	22,075
	
	$
	5,327
	

	
	
	
	
	
	
	
	
	
	

	Income (loss) from continuing operations per share:
	
	
	
	
	
	
	
	
	

	Basic
	$
	0.52
	
	$
	1.89
	
	$
	0.42
	

	
	
	
	
	
	
	
	
	
	

	Diluted
	$
	0.48
	
	$
	1.72
	
	$
	0.37
	

	
	
	
	
	
	
	
	
	
	

	Net (loss) income
	$
	(6,700)
	
	$
	22,358
	
	$
	5,971
	

	Less: (loss) income allocated to participating securities
	
	(896)
	
	
	2,950
	
	
	644
	

	
	
	
	
	
	
	
	
	
	

	Net (loss) income attributable to common stockholders
	$
	(5,804)
	
	$
	19,408
	
	$
	5,327
	

	
	
	
	
	
	
	
	
	
	

	Net (loss) income per share:
	
	
	
	
	
	
	
	
	

	Basic
	$
	(0.50)
	
	$
	1.66
	
	$
	0.42
	

	
	
	
	
	
	
	
	
	
	

	Diluted
	$
	(0.47)
	
	$
	1.51
	
	$
	0.37
	

	
	
	
	
	
	
	
	
	
	

	Weighted average number of common shares outstanding:
	
	
	
	
	
	
	
	
	

	Basic
	
	11,497,727
	
	
	11,678,568
	
	
	12,590,221
	

	
	
	
	
	
	
	
	
	
	

	Diluted
	
	12,456,540
	
	
	12,870,632
	
	
	14,543,170
	

	
	
	
	
	
	
	
	
	
	



See accompanying notes.
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BANDWIDTH INC.

Consolidated Statements of Changes in Redeemable Convertible Preferred Stock and Stockholders’ (Deficit) Equity

(In Thousands Except Share Amounts)


	
	Series A
	Class A voting
	Class B voting
	Old Class A voting
	Old Class B non-
	
	
	
	
	
	
	
	Total
	

	
	redeemable convertible
	
	
	
	voting
	
	
	Additional
	
	
	
	
	
	

	
	preferred stock
	common Stock
	common Stock
	common Stock
	common Stock
	
	
	
	
	stockholders’
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	paid-in
	Accumulated
	
	(deficit)
	

	
	Shares
	Amount
	Shares
	Amount
	Shares
	Amount
	Shares
	Amount
	Shares
	Amount
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	capital
	
	deficit
	
	equity
	

	Balance at December 31,
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	2014
	710,000
	$
	21,818
	
	—
	$
	—
	—
	$
	—
	11,455,615
	$
	12
	
	14,060
	$
	—
	$
	31,060
	
	$
	(47,820)
	
	$
	(16,748)
	

	Issuance of Old Class A
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	voting common stock
	—
	
	—
	—
	
	—
	—
	
	—
	69,405
	
	—
	4,530
	
	—
	
	113
	
	
	—
	
	113
	

	Issuance of Old Class B
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	non-voting common
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	stock
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	48
	
	
	—
	
	48
	

	Exercise of warrants to
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	purchase common stock
	—
	
	—
	—
	
	—
	—
	
	—
	17,138
	
	—
	—
	
	—
	
	—
	
	—
	
	—
	

	Stock-based
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	compensation
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	4,213
	
	
	—
	
	4,213
	

	Net loss
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	—
	
	(6,700)
	
	
	(6,700)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance at December 31,
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	2015
	710,000
	
	21,818
	
	—
	
	—
	—
	
	—
	11,542,158
	
	12
	
	18,590
	
	—
	
	35,434
	
	
	(54,520)
	
	
	(19,074)
	

	Issuance of Old Class A
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	voting common stock
	—
	
	—
	—
	
	—
	—
	
	—
	218,345
	
	—
	—
	
	—
	
	1,111
	
	
	—
	
	1,111
	

	Exercise of warrants to
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	purchase common stock
	—
	
	—
	—
	
	—
	—
	
	—
	19,472
	
	—
	—
	
	—
	
	150
	
	
	—
	
	150
	

	Distribution of
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Republic
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	(28,899)
	
	
	—
	
	(28,899)
	

	Shareholders’ anti-
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	dilutive arrangement
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	(324)
	
	
	—
	
	(324)
	

	Cumulative effect of
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	change in accounting
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	principle
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	—
	
	420
	
	
	420
	

	Stock-based
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	compensation
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	1,884
	
	
	—
	
	1,884
	

	Net income
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	—
	
	22,358
	
	
	22,358
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance at December 31,
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	2016
	710,000
	
	21,818
	
	—
	
	—
	—
	
	—
	11,779,975
	
	12
	
	18,590
	
	—
	
	9,356
	
	
	(31,742)
	
	
	(22,374)
	

	Issuance of Old Class A
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	voting common stock
	—
	
	—
	—
	
	—
	—
	
	—
	31,510
	
	—
	—
	
	
	
	
	94
	
	
	—
	
	94
	

	Issuance of Old Class B
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	non-voting common
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	stock
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	16,250
	
	—
	
	109
	
	
	—
	
	109
	

	Exercise of warrants to
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	purchase common stock
	—
	
	—
	—
	
	—
	17,260
	
	—
	—
	
	—
	—
	
	—
	
	91
	
	
	—
	
	91
	

	Stock-based
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	compensation
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	1,803
	
	
	—
	
	1,803
	

	Purchase of common
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	stock
	—
	
	—
	—
	
	—
	(29)
	
	—
	—
	
	—
	—
	
	—
	
	—
	
	—
	
	—
	

	Conversion of Series A
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	preferred stock to Old
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Class A voting
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	common stock
	(710,000)
	
	(21,818)
	
	—
	
	—
	—
	
	—
	1,775,000
	
	1
	
	—
	
	—
	
	21,817
	
	
	—
	
	21,818
	

	Conversion of Old
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Class A voting
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	common stock to Class
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	B voting common stock
	—
	
	—
	—
	
	—
	13,586,485
	
	13
	
	(13,586,485)
	
	(13)
	
	—
	
	—
	
	—
	
	—
	
	—
	

	Conversion of Old
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Class B non-voting
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	common stock to Class
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	A voting common stock
	—
	
	—
	34,840
	
	—
	—
	
	—
	—
	
	—
	(34,840)
	
	—
	
	—
	
	—
	
	—
	

	Issuance of common
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	stock in connection
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	with initial public
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	offering, net of
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	underwriting discounts
	—
	
	—
	4,000,000
	
	4
	
	—
	
	—
	—
	
	—
	—
	
	—
	
	74,396
	
	
	—
	
	74,400
	

	Costs in connection
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	with initial public
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	offering
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	(5,385)
	
	
	—
	
	(5,385)
	

	Conversion of Class B
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	voting common stock
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	to Class A voting
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	common stock
	—
	
	—
	162,991
	
	—
	(162,991)
	
	—
	—
	
	—
	—
	
	—
	
	—
	
	—
	
	—
	

	Termination of
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Shareholders’ anti-
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	dilutive arrangement
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	—
	
	—
	
	184
	
	
	—
	
	184
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Net income
	—
	
	—
	
	—
	
	—
	
	—
	
	—
	
	—
	
	—
	
	—
	
	—
	
	
	—
	
	
	5,971
	
	
	5,971
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance at December 31,
	—
	$
	—
	4,197,831
	$
	4
	
	13,440,725
	$
	13
	
	—
	$
	—
	—
	$
	—
	$
	102,465
	
	$
	(25,771)
	
	$
	76,711
	

	2017
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



See accompanying notes.
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BANDWIDTH INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In Thousands)


	
	
	Year Ended December 31,
	

	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	

	Operating activities
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Net (loss) income
	$
	(6,700)
	
	$
	22,358
	
	$
	5,971
	

	
	
	
	
	
	
	
	
	
	

	Loss from discontinued operations, net of income taxes
	
	13,665
	
	
	3,072
	
	
	—
	

	Adjustments to reconcile net (loss) income to net cash provided by (used in) operating activities:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Depreciation and amortization
	
	7,075
	
	
	6,142
	
	
	5,712
	

	Amortization of debt issuance costs
	
	49
	
	
	52
	
	
	376
	

	
	
	
	
	
	
	
	
	
	

	Stock-based compensation
	
	3,493
	
	
	1,370
	
	
	1,803
	

	Deferred taxes
	
	304
	
	
	(11,086)
	
	
	6,168
	

	
	
	
	
	
	
	
	
	
	

	Loss on disposal of property and equipment
	
	382
	
	
	19
	
	
	91
	

	Impairment of intangible asset
	
	—
	
	695
	
	
	—
	

	
	
	
	
	
	
	
	
	
	

	Changes in operating assets and liabilities:
	
	
	
	
	
	
	
	
	

	Accounts receivable
	
	(533)
	
	
	(4,043)
	
	
	(4,387)
	

	
	
	
	
	
	
	
	
	
	

	Prepaid expenses and other assets
	
	(570)
	
	
	(848)
	
	
	(1,622)
	

	Deferred costs
	
	2,877
	
	
	(975)
	
	
	(906)
	

	
	
	
	
	
	
	
	
	
	

	Accounts payable
	
	1,041
	
	
	243
	
	
	(2,429)
	

	Accrued expenses and other liabilities
	
	(2,540)
	
	
	(567)
	
	
	1,273
	

	
	
	
	
	
	
	
	
	
	

	Deferred revenue and advanced billings
	
	108
	
	
	510
	
	
	2,573
	

	Net cash provided by operating activities from continuing operations
	
	18,651
	
	
	16,942
	
	
	14,623
	

	
	
	
	
	
	
	
	
	
	

	Net cash used in operating activities from discontinued operations
	
	(22,460)
	
	
	(11,788)
	
	
	—
	

	Net cash (used in) provided by operating activities
	
	(3,809)
	
	
	5,154
	
	
	14,623
	

	
	
	
	
	
	
	
	
	
	

	Investing activities
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Purchase of property and equipment
	
	(2,091)
	
	
	(3,831)
	
	
	(5,021)
	

	
	
	
	
	
	
	
	
	
	

	Capitalized software development costs
	
	(3,011)
	
	
	(2,230)
	
	
	(2,942)
	

	Net cash used in investing activities from continuing operations
	
	(5,102)
	
	
	(6,061)
	
	
	(7,963)
	

	
	
	
	
	
	
	
	
	
	

	Net cash used in investing activities from discontinued operations
	
	(860)
	
	
	(1,311)
	
	
	—
	

	Net cash used in investing activities
	
	(5,962)
	
	
	(7,372)
	
	
	(7,963)
	

	
	
	
	
	
	
	
	
	
	

	Financing activities
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Borrowings on line of credit
	
	43,500
	
	
	56,950
	
	
	4,000
	

	
	
	
	
	
	
	
	
	
	

	Repayments on line of credit
	
	(32,500)
	
	
	(68,950)
	
	
	(9,000)
	

	Payments on capital leases
	
	(155)
	
	
	(102)
	
	
	(73)
	

	
	
	
	
	
	
	
	
	
	

	Borrowings on term loan
	
	—
	
	40,000
	
	
	—
	

	Repayments on term loan
	
	—
	
	—
	
	(40,000)
	

	
	
	
	
	
	
	
	
	
	

	Payment of debt issuance costs
	
	(52)
	
	
	(554)
	
	
	(25)
	

	Payment of costs related to the initial public offering
	
	—
	
	—
	
	(5,385)
	

	
	
	
	
	
	
	
	
	
	

	Proceeds from the initial public offering, net of underwriting discounts
	
	—
	
	—
	
	74,400
	

	Proceeds from issuances of common stock
	
	129
	
	
	974
	
	
	174
	

	
	
	
	
	
	
	
	
	
	

	Proceeds from exercises of warrants
	
	—
	
	150
	
	
	91
	

	Cash distribution to Republic
	
	—
	
	(30,000)
	
	
	—
	

	
	
	
	
	
	
	
	
	
	

	Decrease (increase) in restricted cash
	
	116
	
	
	479
	
	
	(3)
	

	Net cash provided by (used in) financing activities from continuing operations
	
	11,038
	
	
	(1,053)
	
	
	24,179
	

	
	
	
	
	
	
	
	
	
	

	Net increase (decrease) in cash and cash equivalents
	
	1,267
	
	
	(3,271)
	
	
	30,839
	

	Cash and cash equivalents, beginning of period
	
	8,792
	
	
	10,059
	
	
	6,788
	

	
	
	
	
	
	
	
	
	
	

	Cash and cash equivalents, end of period
	$
	10,059
	
	$
	6,788
	
	$
	37,627
	

	Supplemental disclosure of cash flow information
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Cash paid during the year for interest
	$
	1,103
	
	$
	1,314
	
	$
	1,535
	

	Cash paid for taxes
	
	
	
	
	
	
	
	
	

	
	$
	73
	
	$
	6
	
	$
	855
	

	
	
	
	
	
	
	
	
	
	

	Supplemental disclosure of noncash financing activities
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Non-cash distribution of net liabilities to Spin-Off
	$
	—
	$
	1,101
	
	$
	—
	

	Acquisition of equipment through capital leases
	$
	32
	
	$
	132
	
	$
	—
	

	
	
	
	
	
	
	
	
	
	





See accompanying notes.
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Bandwidth Inc.

Notes to Consolidated Financial Statements

(In Thousands Except Share and per Share Amounts)

1. Organization and Description of Business

Bandwidth Inc. (together with its subsidiaries, “Bandwidth” or the “Company”) was founded in July 2000 and incorporated in Delaware on March 29, 2001. The Company’s headquarters are located in Raleigh, North Carolina. The Company is a cloud-based, software-powered communications platform-as-a-service (“CPaaS”) provider that enables enterprises to create, scale and operate voice or text communications services across any mobile application or connected device.

The Company has two operating and reportable segments, CPaaS and Other. CPaaS revenue is derived from usage and monthly services fees charged for usage of Voice, Messaging, 911 and Phone Numbers solutions through the Company’s proprietary CPaaS software application programming interfaces. Other revenue consists of fees charged for services provided such as: SIP trunking, data resale, and a hosted Voice-over Internet Protocol (“VoIP”). The Other segment also includes revenue from traffic generated by other carriers, SMS registration fees and other miscellaneous product lines.

Initial Public Offering

On November 9, 2017, the Company's Registration Statement on Form S-1 relating to the initial public offering (“IPO”) of its Class A common stock was declared effective by the SEC. Immediately prior to the closing of the IPO, the Company’s certificate of incorporation was amended such that (i) each share of the Company’s then-outstanding Class A voting common stock (“Old Class A common stock”) was reclassified as one share of Class B voting common stock (“Class B common stock”), which has ten votes per share, (ii) each share of the Company’s then-outstanding Class B non-voting common stock (“Old Class B common stock”) was reclassified as one share of Class A voting common stock ("Class A common stock"), which has one vote per share and (iii) options and warrants exercisable into the Company’s Old Class A common stock and Old Class B common stock became exercisable into Class B common stock and Class A common stock, respectively. In addition, immediately prior to pricing of the IPO, all shares of the Company’s then-outstanding Series A redeemable convertible preferred stock were converted into Old Class A common stock, which then converted into Class B common stock. In connection with the Company’s IPO, 4,000,000 shares of the Company's Class A common stock were sold at an initial public offering price of $20.00 per share for proceeds of approximately $74,400, net of underwriting discounts and commissions of $5,600. On November 14, 2017, the outstanding term loan of $38,500 was paid in full with proceeds from the IPO.
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NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(In Thousands Except Share and per Share Amounts)

2. Summary of Significant Accounting Policies

Basis of Presentation

The consolidated financial statements and accompanying notes were prepared in accordance with accounting principles generally accepted in the United States of America (“U.S. GAAP”). The Company had no components of other comprehensive income (loss) during any of the periods presented, as such, a consolidated statement of comprehensive income (loss) is not presented.

Reclassification

The Company reclassified certain prior year amounts to conform to the current year presentation. These reclassifications had no impact on the previously reported total assets, liabilities, stockholder's deficit or net income.

Principles of Consolidation

The consolidated financial statements include the accounts of Bandwidth Inc. and its wholly owned subsidiaries. All intercompany accounts and transactions have been eliminated in consolidation.

Use of Estimates

The preparation of the Company’s consolidated financial statements in conformity with U.S. GAAP requires the Company to make estimates and judgments that affect the amounts reported in these financial statements and accompanying notes. Although the Company believes that the estimates it uses are reasonable, due to the inherent uncertainty involved in making these estimates, actual results reported in future periods could differ from those estimates. These estimates in the consolidated financial statements include, but are not limited to, allowance for doubtful accounts, recoverability of long lived and intangible assets, customer relationship period, valuation allowances on tax assets, certain accrued expenses, and contingencies.

Revenue Recognition

Revenue consists primarily of the sale of communications services offered through API software solutions to large enterprise, as well as small and medium-sized business, customers and are generally derived from usage and monthly service fees for both the CPaaS and Other segments. Usage revenue includes voice communication (primarily driven by inbound minutes, outbound minutes, toll-free minutes) and messaging communication (driven by the number of messages) that traverse the platform and network. Revenue for these services is recognized in the period the usage occurs. Monthly service fees include the provision and management of phone numbers and emergency services access, which is recognized as the service is provided. In addition, the Company earns Carrier Access Billings ("CABS") revenue by allowing interconnected telecommunication carriers to pass traffic through its network and, as such the Company is the principal in delivering communication services to such carriers. Due to the lack of timeliness of payments and the frequency of carrier disputes, the Company recognizes revenue related to this service only when collectability is probable.


88

Table of Contents

NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(In Thousands Except Share and per Share Amounts)

When required as part of providing service, revenues and associated expenses related to nonrefundable, upfront service activation and setup fees are deferred and recognized over the longer of the associated service contract period or estimated customer life.

Revenue recognition commences when all of the following criteria are met (i) persuasive evidence of an arrangement exists;

(ii) delivery has occurred; (iii) the fee is fixed or determinable; and (iv) collection is probable. Customers generally enter into arrangements that are typically two to three years in length.

Cost of Revenue

CPaaS cost of revenue consists primarily of fees paid to other network service providers from whom the Company buys services such as minutes of use, phone numbers, messages, porting of customer numbers, and network circuits. Cost of revenue also contains costs related to the support of the network, web services and cloud infrastructure, capacity planning and management, rent for network facilities, software licenses, hardware and software maintenance fees, and network engineering services. Personnel costs (including non-cash stock-based compensation expenses) associated with personnel who are responsible for the delivery of services, operation and maintenance of the communications network, customer support, as well as, third party support agreements, and depreciation are also recorded as cost of revenue.

Other cost of revenue consists of amortization of capital software development costs related to platform applications supporting non-CPaaS services including circuit costs paid to third party providers, internet connectivity expenses, minutes of use, contractors, regulatory fees and surcharges, depreciation, and software and hardware maintenance fees.

Operating Expenses

Research and Development

Research and development expenses consist primarily of personnel costs (including non-cash stock-based compensation expenses), outsourced software development and engineering services and cloud infrastructure fees for staging and development outsourced engineering services.

Sales and Marketing

Sales and marketing expenses consist primarily of personnel costs, including commissions for sales employees and non-cash stock-based compensation expenses. Sales and marketing expenses also include expenditures related to advertising, marketing, brand awareness activities, sales support and professional services fees.

General and Administrative

General and administrative expenses consist primarily of personnel costs for support personnel and executives in accounting, finance, legal, information services, human resources and administrative functions. General and administrative expenses also include costs related to product management and reporting, data services, customer billing and collection functions, and other professional services fees, credit card processing fees, rent associated with the Company’s headquarters in Raleigh, North Carolina, depreciation and amortization.
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NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(In Thousands Except Share and per Share Amounts)

Cash and Cash Equivalents

The Company considers all highly liquid investments with an original or remaining maturity of three months or less at the date of purchase, as well as overnight repurchase investments, to be cash equivalents.

Restricted Cash

The Company classifies any cash and cash equivalents that are currently restricted from use as restricted cash. As of December 31, 2016 and 2017, restricted cash is used to secure letters of credit issued in order to operate the CLEC, for Automated Clearing House availability, customer deposits and for credit card security. As of December 31, 2016 and 2017, restricted cash was $240 and $243, respectively. The Company has classified this asset as a long-term asset in order to match the expected period of restriction and is included in Other long-term assets in the consolidated balance sheets.

Accounts Receivable and Allowance for Doubtful Accounts

Accounts receivable are stated at realizable value, net of an allowance for doubtful accounts. The allowance for doubtful accounts is based on management’s assessment of the collectability of its customer accounts. The Company regularly reviews the composition of the accounts receivable aging, historical bad debts, changes in payment patterns, customer creditworthiness and current economic trends. If the financial condition of customers were to deteriorate, resulting in their inability to make required payments, additional provisions for doubtful accounts would be required and would increase bad debt expense. Management has evaluated the collectability of trade accounts receivable and determined that allowances of approximately $22,571 and $32,463 for uncollectible accounts and customer balances that are disputed were required as of December 31, 2016 and 2017, respectively. The allowance for doubtful accounts primarily relates to billings for CABS services where collectability was deemed not probable. Refer to Note 5, "Financial Statement Components," for a rollforward of the components of the allowance for doubtful accounts as of December 31, 2016 and 2017. Refer also to Note 17, "Subsequent Events," for discussion of the settlement agreement that was entered into subsequent to year-end that resolved the ongoing dispute and litigation with MCI Communications Services, Inc. d/b/a Verizon Business and Verizon Select Services, Inc. (collectively, “Verizon”), which is a CABS customer of the Company.

The Company includes unbilled receivables in its accounts receivable balance. Generally, these receivables represent services provided to customers, which will be billed in the next billing cycle. All amounts are considered collectible and billable. As of December 31, 2016 and 2017, unbilled receivables were $7,368 and $8,653, respectively.

Concentration of Credit Risk

Financial instruments that are exposed to concentration of credit risk consist primarily of cash and cash equivalents and trade accounts receivable. Cash deposits may be in excess of insured limits. The Company believes that the financial institutions that hold its cash deposits are financially sound and, accordingly, minimal credit risk exists with respect to these balances.
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NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(In Thousands Except Share and per Share Amounts)

With regard to customers, credit evaluation and account monitoring procedures are used to minimize the risk of loss. The Company believes that no additional credit risk beyond amounts provided for by the allowance for doubtful accounts are inherent in accounts receivable. No individual customer represented more than 10 percent of accounts receivable, net of allowance for doubtful accounts as of December 31, 2016. As of December 31, 2017, one customer represented approximately 13% of the Company's accounts receivable, net of allowance for doubtful accounts.

For the years ended December 31, 2015, 2016 and 2017, no individual customer represented more than 10 percent of the Company’s total revenue.

Property and Equipment, net

Property and equipment, net is stated at cost, less accumulated depreciation and amortization. Depreciation and amortization is calculated on a straight-line basis over the estimated useful lives of those assets as follows:


Computer hardware and software



2 to 5 years


Internal-use software development costs


3 years


Furniture and fixtures


2 to 7 years


Leasehold improvements


Shorter of the estimated lease term or useful life



Maintenance and repairs are charged to expense as incurred.

Deferred Costs

The Company defers certain direct and incremental upfront costs related to the generation of a revenue stream or obtaining a new customer agreement. These costs include installment fees, activation and other telecommunication fees. The Company capitalizes these costs and amortizes them over the longer of the term of the customer contracts or the estimated customer life, which is approximately three years.

Software Development Costs

The Company capitalizes qualifying internal-use software development costs that are incurred during the application development stage. Capitalization of costs begins when two criteria are met: (i) the preliminary project stage is completed and (ii) it is probable that the software will be completed and used for its intended function. Capitalization ceases when the software is substantially complete and ready for its intended use, including the completion of all significant testing. The Company also capitalizes costs related to specific upgrades and enhancements when the expenditures will result in additional functionality and expenses costs incurred for maintenance and minor upgrades and enhancements. Costs related to preliminary project activities and post-implementation operating activities are expensed as incurred.

Capitalized costs of platform and other software applications are included in property and equipment. These costs are amortized over the estimated useful life of the software on a straight-line basis over three years. Management evaluates the useful life of these assets on an annual basis and tests for impairment whenever events or changes in circumstances occur that could impact the recoverability of these assets.
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Debt Issuance Costs

The Company incurred debt issuance costs associated with obtaining and entering into a five-year Credit and Security Agreement in November 2016, which includes a revolving credit facility and a term loan. These costs include non-refundable structuring fees, commitment fees, up-front fees and syndication expenses, which have been deferred and are being amortized based on the effective interest method over the term of the Credit and Security Agreement. The debt issuance costs associated with the revolving credit facility are recorded as a deferred cost in the accompanying consolidated balance sheets. The unamortized debt issuance costs, which are included in prepaid expenses and other current assets in the accompanying consolidated balance sheets, were $200 and $175 as of December 31, 2016 and 2017, respectively. Debt issuance costs associated with the term loan were recognized as an adjustment of the yield of the loan and were reflected as a reduction of the long-term debt balance. As of December 31, 2016 and 2017, unamortized debt issuance costs were $326 and $0, respectively. On November 14, 2017, the term loan was paid in full and $260 of unamortized debt issuance costs were recorded as interest expense.

Goodwill

The Company reviews goodwill and indefinite-lived intangible assets at least annually, as of December 31, for possible impairment. Goodwill and indefinite-lived intangible assets are reviewed for possible impairment at an interim date if an event occurs or circumstances change that would more likely than not reduce the fair value of the reporting unit or indefinite-lived intangible asset below its carrying value. The Company tests goodwill at the reporting unit level and has determined that it has two-reporting units, CPaaS and Other. All Goodwill is allocated to the CPaaS reporting unit. Management may first evaluate qualitative factors to assess if it is more likely than not that the fair value of a reporting unit is less than its carrying amount and to determine if a two-step impairment test is necessary. Management may choose to proceed directly to the two-step evaluation, bypassing the initial qualitative assessment. The first step of the impairment test involves comparing the fair value of the reporting unit to its net book value, including goodwill. If the net book value exceeds its fair value, then the Company would perform the second step of the goodwill impairment test to determine the amount of the impairment loss. The impairment loss would be calculated by comparing the implied fair value of the goodwill to its net book value. In calculating the implied fair value of goodwill, the fair value of the entity would be allocated to all of the other assets and liabilities based on their fair values. The excess of the fair value of the entity over the amount assigned to other assets and liabilities is the implied fair value of goodwill. An impairment loss would be recognized when the carrying amount of goodwill exceeds its implied fair value.

The Company makes assumptions regarding estimated future cash flows, discount rates, long-term growth rates and market values to determine each reporting unit’s and indefinite-lived intangible asset’s estimated fair value. If these estimates or related assumptions change in the future, the Company may be required to record an impairment charge. As of December 31, 2016 and 2017, the Company has recorded goodwill of $6,867. No goodwill impairment charges were recorded for the years ended December 31, 2015, 2016 and 2017.

Impairment of Long-Lived Assets

The Company evaluates long-lived assets, including property and equipment and definite lived intangible assets, for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not be recoverable. Recoverability of assets held and used is measured by a comparison
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of the carrying amount of an asset or an asset group to estimated undiscounted future net cash flows expected to be generated by the asset or asset group. If such evaluation indicates that the carrying amount of the asset or the asset group is not recoverable, any impairment loss would be equal to the amount the carrying value exceeds the fair value.

Advertising Costs

The Company expenses advertising costs as incurred. Advertising costs totaled $329, $197 and $464 for the years ended December 31, 2015, 2016 and 2017, respectively, which are included in sales and marketing expenses in the accompanying consolidated statements of operations.

Commissions

Commissions consist of variable compensation earned by sales personnel and third-party resellers. Sales commissions associated with the acquisition of a new customer contract are recognized as sales and marketing expense at the time the customer has entered into a binding agreement.

Stock-Based Compensation

The Company accounts for stock-based compensation expense related to stock-based awards based on the fair value of the award on the grant date. Stock-based compensation expense is recognized on a straight-line basis over the requisite service period, which is generally four years. The Company uses the Black-Scholes option pricing model, net of estimated forfeitures, to measure the fair value of its stock options.

The Black-Scholes option pricing model requires the use of objective and subjective assumptions, which determine the fair-value of stock-based awards. These assumptions include:

· Fair value of our common stock. Prior to the Company's IPO, the fair value of the shares of the Company's common stock underlying stock options has historically been established by the board of directors. Numerous objective and subjective factors that were considered included, but were not limited to, the following: i) contemporaneous independent, third-party valuations of the Company's common stock; ii) the rights, preferences and privileges of the Company's redeemable convertible preferred stock relative to those of the Company's common stock; iii) the Company's results of operations, financial position and capital resources; iv) current business conditions and projections; v) the lack of marketability of the Company's common stock; vi) the hiring of key personnel and the experience of the Company's management; vi) the introduction of new products; vii) the risk inherent in the development and expansion of the Company's products; viii) the fact that the option grants involve illiquid securities in a private company; ix) the likelihood of achieving a liquidity event, such as an initial public offering or a sale of the Company, given the prevailing market conditions; x) industry trends and competitive environment; and xi) overall economic indicators, including gross domestic product, employment, inflation and interest rates. After the IPO, the Company uses the market closing price of its Class A common stock as reported on the NASDAQ Global Select Market for the fair value.


· Expected term. The expected term was estimated using the simplified method allowed under SEC guidance as the Company does not have sufficient historical data to use any other method to estimate the expected term.

93

Table of Contents

NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(In Thousands Except Share and per Share Amounts)


· Expected volatility. The expected volatility is derived from an average of the historical volatilities of the common stock of several entities with characteristics similar to those of the Company, such as the size, and operational and economic similarities to its principle business operations. The Company uses this method because it has limited information on the volatility of its common stock.

· Risk-free interest rate. The risk-free interest rate is based on the yields of U.S. Treasury securities with maturities similar to the expected term of the options for each option group as of the grant date.

· Expected dividends. The expected dividend is assumed to be zero as the Company has never paid dividends and has no current plans to pay any dividends on its common stock.

In addition to the assumptions used in the Black-Scholes option pricing model, the Company must also determine a forfeiture rate to calculate the stock-based compensation for awards. Through December 31, 2017, the Company recognized compensation for only the portion of options expected to vest using an estimated forfeiture rate that was derived from historical employee termination behavior. If any of the assumptions used in the Black-Scholes option pricing model change, stock-based compensation for future options may differ materially compared to that associated with previous grants.

Income Taxes

The Company accounts for income taxes under the asset and liability method. Under this method, deferred tax assets and liabilities are determined based on temporary differences between the financial statement and tax basis of assets and liabilities using enacted tax rates. The Company recognizes the effect of a change in tax rates on deferred tax assets and liabilities in the period that includes the enactment date.

The Company reduces the measurement of a deferred tax asset, if necessary, by a valuation allowance if it is more likely than not that it will not realize some or all the deferred tax asset. Quarterly, the Company reviews the deferred tax assets for recoverability based on historical taxable income, projected future taxable income, the expected timing of the reversals of existing temporary differences and the implementation of prudent and feasible tax planning strategies. The evaluation of the recoverability of deferred tax assets requires judgment in assessing future profitability. Should there be a change in the ability to recover deferred tax assets, the Company’s income tax provision would increase or decrease in the period in which the assessment is changed.

The Company accounts for uncertain tax positions by recognizing the financial statement effects of a tax position only when, based upon technical merits, it is more likely than not that the position will be sustained upon examination. The tax benefit recognized is measured as the largest amount of benefit determined on a cumulative probability basis that the Company believes is more likely than not to be realized upon ultimate settlement of the position. The Company recognizes potential accrued interest and penalties associated with unrecognized tax positions in income tax expense.


Operating Segments

Operating segments are defined as components of an enterprise for which separate financial information is available and evaluated regularly by the chief operating decision maker (“CODM”) in deciding how to make operating decisions, allocate resources and in assessing performance. The Company has two
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operating segments, CPaaS and Other, which are deemed to be reportable segments. The Company’s CODM is its Chief Executive Officer. The CODM evaluates the performance of the Company’s operating segments primarily based on revenue and gross profit. The Company does not analyze discrete segment balance sheet information related to long-term assets, all of which are located in the United States. All other financial information is presented on a consolidated basis.

Earnings (Loss) per Share

Basic earnings (loss) per share attributable to common stockholders is calculated by dividing the net income (loss) attributable to common stockholders by the weighted-average number of shares of common stock outstanding for the period.

Diluted net income (loss) per share is calculated by giving effect to all potentially dilutive common stock when determining the weighted-average number of common shares outstanding. For purposes of the diluted net income (loss) per share calculation, options and warrants to purchase common stock and redeemable convertible preferred stock are considered to be potential common stock.

The Company has issued securities other than common stock that participate in dividends (“Participating Securities”), and therefore utilizes the two-class method to calculate net income (loss) per share. These Participating Securities include the Series A redeemable convertible preferred stock. The two-class method requires a portion of net income (loss) to be allocated to the Participating Securities to determine the net income (loss) attributable to common stockholders. Net income (loss) attributable to the common stockholders is equal to the net income (loss) less dividends paid on preferred stock with any remaining earnings allocated in accordance with the bylaws between the outstanding common and redeemable convertible preferred stock as of the end of each period. On November 9, 2017, the Participating Securities were converted into shares of Old Class A common stock, which converted to Class B common stock immediately prior to the IPO.

Emerging Growth Company Status

The Company is an “emerging growth company” as defined in the Jumpstart Our Business Startups Act (“JOBS Act”). The JOBS Act provides that an emerging growth company can take advantage of an extended transition period for complying with new or revised accounting standards. Thus, an emerging growth company can delay the adoption of certain accounting standards until those standards would otherwise apply to private companies. The Company has elected to avail itself of this extended transition period and, as a result, it will not adopt new or revised accounting standards on the relevant dates on which adoption of such standards is required for other public companies.

Recently Adopted Accounting Pronouncements

In March 2016, the Financial Accounting Standards Board ("FASB") issued Accounting Standards Update ("ASU") 2016-09, Compensation—Stock Compensation (Topic 718): Improvements to Employee Share-Based Payment Accounting. The effective date of ASU 2016-09 for private business entities is for fiscal years beginning after December 15, 2017. Early adoption is permitted and the Company adopted the amendments in ASU 2016-09 effective January 1, 2016. This standard simplifies several aspects of the accounting for equity-based payment awards, including the income tax consequences and classification on the statement of cash flows. Certain changes implemented by this standard are required to be applied
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retrospectively, while other changes are required to be applied prospectively. The Company elected to continue to estimate forfeitures when recording stock-based compensation expense.

All excess tax benefits and tax deficiencies related to the year ended December 31, 2016 were recognized in income tax expense. Prior to the adoption of this standard, this amount would have been recorded as additional paid-in capital. This change could create future volatility in the Company’s effective tax rate depending upon the amount of exercise or vesting activity from stock based awards.

The recognition of previously unrecognized excess tax benefits of $420 was recognized as a cumulative effect adjustment on a modified retrospective basis during the year ended December 31, 2016. The Company recorded a deferred tax asset for previously unrecognized excess tax benefits outstanding as of the January 1, 2016, with an offsetting adjustment to accumulated deficit.

In addition, cash flows related to excess tax benefits will no longer be classified as a financing activity apart from other income tax cash flows. The Company has adopted the change in presentation of excess tax benefits in the statements of cash flows on a prospective basis beginning in 2016.

In November 2015, the FASB issued ASU 2015-17, Balance Sheet Classification of Deferred Taxes (Topic 740), which requires that all deferred tax assets and liabilities, including any related valuation allowance, be classified as noncurrent on the balance sheet. ASU 2015-17 was effective for fiscal years beginning after December 15, 2016 for public entities, and early adoption is permitted. The Company elected to early adopt ASU 2015-17 beginning with the year ended December 31, 2015.

In April 2015, the FASB issued ASU 2015-05, Customer’s Accounting for Fees Paid in a Cloud Computing Arrangement. This new standard, which provides guidance to customers about whether a cloud computing arrangement includes a software license, was effective January 1, 2016. If a cloud computing arrangement includes a software license, then the customer should account for the software license element of the arrangement consistent with the acquisition of other software licenses. If a cloud computing arrangement does not include a software license, the customer should account for the arrangement as a service contract. The Company adopted this standard on January 1, 2016. The adoption of this standard did not have a material impact on its consolidated financial statements.

In April 2015, the FASB issued ASU 2015-03, Simplifying the Presentation of Debt Issuance Costs, which simplifies the presentation of debt issuance costs by requiring that such costs be presented in the consolidated balance sheets as a direct deduction from the carrying value of the associated debt instrument, consistent with debt discounts. Subsequent to the issuance of ASU 2015-03, the SEC staff announced that the presentation of debt issuance costs associated with line-of-credit arrangements may be presented as an asset. This announcement was codified by the FASB in ASU 2015-15. These ASUs were effective for the year ended December 31, 2016, and the adoption did not have a material impact on the Company’s financial condition, results of operations or cash flows.

In August 2014, the FASB issued ASU 2014-15, Disclosure of Uncertainties about an Entity’s Ability to Continue as a Going Concern, which provides guidance about management’s responsibility to evaluate whether there is substantial doubt about an entity’s ability to continue as a going concern and to provide related disclosures. ASU 2014-15 was effective for the year ended December 31, 2016, and its adoption did not have a material impact on the Company’s financial condition, results of operations or cash flows.
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Recent Accounting Pronouncements Not Yet Adopted

In May 2017, the FASB issued ASU 2017-09, Compensation-Stock Compensation (Topic 718), Scope of Modification Accounting, which amends the scope of modification accounting for share-based payment arrangements. The ASU provides guidance on the types of changes to terms or conditions of share-based payment awards to which an entity would be required to apply modification accounting under ASC 718, Compensation-Stock Compensation. ASU 2017-09 is effective for fiscal years and interim periods within those years beginning after December 15, 2017, and early adoption is permitted. The Company is evaluating the impact of this guidance on its consolidated financial statements and related disclosures.

In January 2017, the FASB issued ASU 2017-04, Simplifying the Test for Goodwill Impairment, which simplifies the accounting for goodwill impairment. The ASU requires impairment charges to be based on the first step in today’s two-step impairment test. ASU 2017-04 is effective for annual and interim impairment tests performed in periods beginning after December 15, 2021, and early adoption is permitted. Management does not expect the adoption of this guidance to have any impact on the Company's financial position, results of operations, or cash flows.

In January 2017, the FASB issued ASU 2017-01, Business Combinations (Topic 805) Clarifying the Definition of a Business, which amends the guidance of FASB Accounting Standards Codification Topic 805, “Business Combinations”, adding guidance to assist entities with evaluating whether transactions should be accounted for as acquisitions or disposals of assets or businesses. The definition of a business affects many areas of accounting including acquisitions, disposals, goodwill, and consolidation. This guidance is effective for annual and interim periods beginning after December 15, 2017, and early adoption is permitted under certain circumstances. The impact from the adoption of this standard is dependent upon future transactions.

In August 2016, the FASB issued ASU 2016-15, Statement of Cash Flows (Topic 230), Classification of Certain Cash Receipts and Cash Payments, which clarifies how entities should classify certain cash receipts and cash payments on the statement of cash flows. The guidance also clarifies how the predominance principle should be applied when cash receipts and cash payments have aspects of more than one class of cash flows. ASU 2016-15 is effective for fiscal years beginning after December 15, 2018, and interim periods within fiscal years beginning after December 15, 2019, and early adoption is permitted. Entities will have to apply the guidance retrospectively, but if it is impracticable to do so for an issue, the amendments related to that issue would be applied prospectively. The Company is evaluating the impact of this guidance on its consolidated financial statements and related disclosures.

In February 2016, the FASB issued ASU 2016-02, Leases. The standard will affect all entities that lease assets and will require lessees to recognize a lease liability and a right-of-use asset for all leases (except for short- term leases that have a duration of less than one year) as of the date on which the lessor makes the underlying asset available to the lessee. For lessors, accounting for leases is substantially the same as in prior periods. ASU 2016-02 is effective for fiscal years beginning after December 15, 2019, and interim periods within annual periods beginning after December 15, 2020, and early adoption is permitted. For leases existing at, or entered into after, the beginning of the earliest comparative period presented in the financial statements, lessees and lessors must apply a modified retrospective transition approach. While the Company expects the adoption of this standard to result in an increase to the reported assets and liabilities, it has not yet determined the full impact the adoption of this standard will have on its financial statements and related disclosures.

In May 2014, the FASB issued ASU 2014-09, “Revenue from Contracts with Customers.” This new guidance will replace most existing GAAP guidance on this topic. The new revenue recognition standard
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provides a unified model to determine when and how revenue is recognized. The core principle is that a company should recognize revenue to depict the transfer of promised goods or services to customers in an amount that reflects the consideration for which the entity expects to be entitled in exchange for those goods or services. In August 2015, the FASB issued ASU 2015-14 “Revenue from Contracts with Customers: Deferral of the effective date,” which deferred by one year the effective date for the new revenue reporting standard for entities reporting under GAAP. In accordance with the deferral, this guidance will be effective for the Company beginning in the year ended December 31, 2019. This guidance can be applied either retrospectively to each period presented or as a cumulative effect adjustment as of the date of adoption. In December 2016, the FASB issued ASU 2016-20, “Revenue from Contracts with Customers, Technical Corrections and Improvements to Topic 606,” which made 12 additional technical corrections and improvements to the new revenue standard. In March 2016, the FASB issued ASU 2016-08, “Revenue from Contracts with Customers, Principal versus Agent Considerations (Reporting Revenue Gross versus Net)” clarifying the implementation guidance on principal versus agent considerations. Specifically, an entity is required to determine whether the nature of a promise is to provide the specified good or service itself (that is, the entity is a principal) or to arrange for the good or service to be provided to the customer by the other party (that is, the entity is an agent). The determination influences the timing and amount of revenue recognition. In April 2016, the FASB issued ASU 2016-10, “Revenue from Contracts with Customers, Identifying Performance Obligations and Licensing”, clarifying the implementation guidance on identifying performance obligations and licensing. Specifically, the amendments reduce the cost and complexity of identifying promised goods or services and improve the guidance for determining whether promises are separately identifiable. The amendments also provide implementation guidance on accounting for an entity’s promise to grant a license. In May 2016, the FASB issued ASU 2016-12, “Revenue from Contracts with Customers, Narrow-Scope Improvements and Practical Expedients,” clarifying guidance on assessing collectability, presentation of sales taxes, noncash consideration, completed contracts and contract modifications. The effective date and transition requirements for ASU 2016-20, ASU 2016-08 and ASU 2016-10 are the same as the effective date and transition requirements for ASU 2014-09, which will be effective for the Company beginning January 1, 2019.

The Company is still assessing all potential impacts of the new standard on its consolidated financial statements. Given the comprehensive nature of the standard, the Company has already taken steps to identify the impact on its consolidated financial results. The Company has completed a diagnostic which highlighted potential differences between current accounting policies and the new standard. Additionally, the Company has engaged a third-party service provider to assist in its evaluation of customer contracts to identify the attributes that could result in a different accounting treatment under ASU 2014-09. From an information technology perspective, the Company identified the preliminary business requirements and functionality of a new technology solution and have selected a software provider. The Company has not yet reached a conclusion as to whether the quantitative effect of the adoption of the new standard on its revenue will be material. The Company will continue to monitor and assess the impact of the changes of the new standard and the related interpretations of its application as they become available.

3. Discontinued Operations

On April 20, 2015, the Company created a wholly owned subsidiary, Republic Wireless, Inc. (“Republic”), which was incorporated in Delaware. On November 30, 2016, the Company completed a pro-rata distribution of the common stock of Republic to its stockholders of record as of the close of business (the “Spin-Off”). Each of its stockholders received one share of Republic common stock for each share of Bandwidth common or redeemable convertible preferred stock held as of the close of business on
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November 30, 2016. Accordingly, the results of operations, financial condition and cash flows of Republic have been presented as discontinued operations for all periods presented in the accompanying consolidated financial statements.

The distribution was recorded at the carrying amount of Republic’s net liabilities of $1,101 as of November 30, 2016, as follows:
[image: ]


Assets

Accounts receivable, net of allowance for doubtful accounts
[image: ]

Inventory

Prepaid expenses and other current assets
[image: ]

Total current assets

Property and equipment, net
[image: ]

Other long-term assets

Total assets
[image: ]

Liabilities






	$
	1,199

	
	7,305

	
	2,540

	
	

	
	11,044

	
	1,898

	
	196

	
	

	$
	13,138

	
	

	
	




	Accounts payable
	$
	7,126
	

	
	
	
	

	Accrued expenses
	
	3,662
	

	Deferred revenue
	
	3,310
	

	
	
	
	

	Total current liabilities
	
	14,098
	

	Other long-term liabilities
	
	141
	

	
	
	
	

	Total liabilities
	$
	14,239
	

	Net liabilities of Republic
	
	
	

	
	$
	1,101
	

	
	
	
	

	
	
	
	



In addition, the Company distributed $30,000 in cash to Republic in connection with the Spin-Off. Accordingly, the net assets distributed to the stockholders in connection with the Spin-Off was $28,899. Bandwidth has not otherwise provided nor does it intend to provide financial support to Republic.

Given the nature of the Spin-Off transaction, the equity holders of Bandwidth are comprised of substantially the same individuals and entities that are the equity owners of Republic. The Company determined the equity owners of Republic are related parties of Bandwidth. As described in Note 15, the Company has certain involvement with Republic via ongoing services arrangements, with these ongoing services arrangements creating a variable interest in Republic. The Company assessed the relationship with Republic under guidance for variable interest entities, and because investors in Republic have disproportionate voting rights, the Company concluded that Republic is a variable interest entity (“VIE”).

Republic is a provider of Wi-Fi centric mobile services directly to retail consumers. Bandwidth determined it is not the primary beneficiary of Republic, as Bandwidth and its related parties do not individually have power to direct the activities that most significantly impact Republic’s economic performance and power is not shared. Bandwidth’s involvement with Republic involves providing certain support services through the Transition Services Agreement, which does not give it power over key activities. Key activities are directed by the Board of Directors Republic, which require majority approval. Bandwidth does not have direct representation on the Board of Republic and is not able to exert power over its key activities. Bandwidth does not have an implicit variable interest in Republic. Republic is financed primarily through the cash distribution in connection with the Spin-off and its own ongoing operations.
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The Company’s maximum exposure to loss relating to this variable interest entity is limited to amounts due under the service agreements between Bandwidth and Republic as described in Notes 12, "Commitments and Contingencies" and 15, "Related Parties".

The Spin-Off represented a strategic shift to Bandwidth’s business. The Company believes that for US Federal income tax purposes, the Spin-Off will qualify as tax-free for Republic, Bandwidth and its stockholders. The Company entered into a tax sharing agreement with Republic that governs rights and obligations after the Spin-Off regarding income taxes and other taxes, including tax liabilities and benefits, attributes, returns and contests.

The table below provides the operating results of the discontinued operations through the date of the Spin-Off for the years ended December 31, 2016:

Year Ended December 31,
[image: ]

	
	2015
	
	
	
	2016

	
	
	
	
	
	

	Revenue
	$
	91,304
	
	$
	83,156

	Direct costs of network services and equipment
	
	(78,922)
	
	
	(61,582)

	
	
	
	
	
	

	Operating expense
	
	(24,692)
	
	
	(25,502)

	Depreciation and interest
	
	(1,355)
	
	
	(949)

	
	
	
	
	
	

	Income tax benefit
	
	—
	
	1,805

	Loss from discontinued operations
	$
	(13,665)
	
	$
	(3,072)

	
	
	
	
	
	

	
	
	
	
	
	




4. Fair Value of Financial Instruments

The carrying amounts of cash and cash equivalents, accounts receivable, accounts payable and accrued expenses approximate fair value as of December 31, 2016 and 2017 because of the relatively short duration of these instruments. The carrying value of long-term debt at December 31, 2016 approximates fair value given interest rates are based on market rates. The rates are subject to change monthly, quarterly, semi-annually or annually at the Company’s election.

The Company uses a three-tier fair value hierarchy to classify and disclose all assets and liabilities measured at fair value on a recurring basis, as well as assets and liabilities measured at fair value on a non-recurring basis, in periods subsequent to their initial measurement. The hierarchy requires use of observable inputs when available, and to minimize the use of unobservable inputs when determining fair value. The three tiers are defined as follows:

· Level 1. Observable inputs based on unadjusted quoted prices in active markets for identical assets or liabilities;

· Level 2. Inputs, other than quoted prices in active markets, that are observable either directly or indirectly; and

· Level 3. Unobservable inputs for which there is little or no market data, which requires the Company to develop its own assumptions.
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The Company evaluated its financial assets and liabilities subject to fair value measurements on a recurring basis to determine the appropriate level in which to classify them for each reporting period. The following table summarizes the assets measured at fair value as of December 31, 2016 and 2017:

	
	
	
	Fair Value Measurements on a Recurring Basis
	
	

	
	
	
	
	
	
	
	
	December 31, 2016
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	Level 1
	
	
	
	Level 2
	
	Level 3
	
	
	
	Total

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Stockholders’ anti-dilutive arrangement
	$
	—
	$
	—
	$
	184
	
	$
	184
	

	Total
	$
	—
	
	$
	—
	
	$
	184
	
	
	$
	184
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	Fair Value Measurements on a Recurring Basis
	
	

	
	
	
	
	
	
	
	
	December 31, 2017
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	Level 1
	
	
	
	Level 2
	
	Level 3
	
	
	
	Total

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Money Market Account
	
	$
	28,015
	
	$
	—
	$
	—
	$
	28,015
	

	Total
	
	$
	28,015
	
	
	$
	—
	
	
	$
	—
	
	
	$
	28,015
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



The Company monitors the availability of observable market data to assess the appropriate classification of financial instruments within the fair value hierarchy. Changes in economic conditions or model-based valuation techniques may require the transfer of financial instruments from one fair value level to another. In such instances, the transfer is reported at the beginning of the reporting period. There were no transfers between Levels 1, 2 or 3 during the years ended December 31, 2016 and 2017.

The money market account is included in cash and cash equivalents in the consolidated balance sheets as of December 31, 2016 and 2017.

On February 22, 2011, the Company entered into an anti-dilutive arrangement with the Principal Non-Founder Stockholders (“Principal Stockholders”). Under the terms of the agreement, the Principal Stockholders received the right (“shareholders’ anti-dilutive arrangement”) to purchase a pro-rata number of shares based on their ownership percentage of outstanding shares, when certain option holders exercise his or her stock option. The price at which the Principal Stockholders may purchase their pro-rata shares matches the exercise price of the option exercised. The Principal Stockholders have 90 days from the date of receipt of notice to inform the Company of their intention to purchase stock under the terms of the agreement. On a quarterly basis, the Company adjusts this liability to fair value.

The agreement terminates by one of the following events:

· closing of a “Qualified Public Offering,” which is defined as one resulting in aggregate net proceeds to the Company equal to or greater than $20 million, or

· a “true sale” as defined in the Investors’ Rights Agreement.

The shareholders’ anti-dilutive arrangement is included in other liabilities in the consolidated balance sheets as of December 31, 2016, and as a result of the Company's IPO, the agreement terminated on November 9, 2017.

Prior to the termination date, the fair value of the shareholders’ anti-dilutive arrangement was estimated using the Black-Scholes-Merton option pricing model. The significant unobservable inputs used in the fair
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value measurement of the shareholders’ anti-dilutive arrangement were the fair value of the Company’s stock and the expected term of the options. The expected term was calculated as a weighted average of the estimated time to IPO as of the measurement date and the historical average term of options subject to the agreement which were vested and expired or were exercised. Volatility was based on the historical volatility of certain public entities that are similar to the Company as the Company did not have sufficient historical transactions of its own shares on which to base expected volatility.

5. Financial Statement Components

Accounts receivable, net of allowance for doubtful accounts consist of the following:

	
	
	December 31,
	

	
	
	
	
	
	

	
	
	2016
	
	
	2017

	
	
	
	
	
	

	Trade accounts receivable
	$
	31,734
	
	$
	44,692

	Unbilled accounts receivable
	
	7,368
	
	
	8,653

	
	
	
	
	
	

	Allowance for doubtful accounts
	
	(22,571)
	
	
	(32,463)

	Other accounts receivable
	
	307
	
	
	343

	
	
	
	
	
	

	Total accounts receivable, net
	$
	16,838
	
	$
	21,225

	
	
	
	
	
	



Components of allowance for doubtful accounts are as follows:



Allowance for doubtful accounts:
[image: ]

Balance, beginning of period

Charged to bad debt expense
[image: ]

Deductions(1)

Balance, end of period

________________________

(1) Write off of uncollectible accounts after all collection efforts have been exhausted.



Year Ended December 31,
[image: ]

2016	2017

$	238	$	255

238	176

(221) (242)
[image: ]

$	255	$	189
[image: ]



Year Ended December 31,


	Allowance for CABS revenue:
	
	2016
	
	
	2017

	
	
	
	
	
	

	Balance, beginning of period
	$
	12,317
	
	$
	22,316

	Billings deemed not probable of collection(1)
	
	10,494
	
	
	10,024

	
	
	
	
	
	

	Deductions(2)
	
	(495)
	
	
	(66)

	Balance, end of period
	$
	22,316
	
	$
	32,274


[image: ]

________________________
[image: ]

(1) Represents amounts billed but where collectibility is not probable based on customers collection experience. Amounts were charged to a contra-revenue account. Refer also to Note 17, Subsequent Events," for discussion of the settlement agreement that was entered into subsequent to year-end that resolved the ongoing dispute and litigation with Verizon, which is a CABS customer of the Company and represented the majority of the outstanding CABS receivables and related allowance.
(2) Write off of uncollectible accounts after all collection efforts have been exhausted.
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	Year Ended December 31,
	
	

	CABS revenue:
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	

	Billed
	$
	15,617
	
	$
	19,838
	
	$
	19,147
	

	Revenue recognized
	
	8,454
	
	
	9,344
	
	
	9,123
	

	
	
	
	
	
	
	
	
	
	

	Billings deemed not probable of collection(1)
	$
	7,163
	
	$
	10,494
	
	$
	10,024
	

	
	
	
	
	
	
	
	
	
	



________________________
[image: ]

(1) Represents amounts billed but where collectibility is not probable based on customers collection experience. Amounts were charged to a contra-revenue account.

Accrued expenses and other current liabilities consisted of the following:

	
	
	December 31,
	

	
	
	
	
	
	

	
	2016
	
	
	
	2017

	
	
	
	
	
	

	Accrued expense
	$
	6,853
	
	$
	6,851

	Accrued compensation and benefits
	
	4,373
	
	
	5,237

	
	
	
	
	
	

	Accrued sales, use, and telecom related taxes
	
	2,769
	
	
	3,030

	Other accrued expenses
	
	654
	
	
	515

	
	
	
	
	
	

	Total accrued expenses
	$
	14,649
	
	$
	15,633

	
	
	
	
	
	




6. Property and Equipment

Property and equipment, net consisted of the following:

	
	
	December 31,
	

	
	
	
	
	
	

	
	
	2016
	
	
	2017

	
	
	
	
	
	

	Furniture and fixtures
	$
	680
	
	$
	863

	Computer and office equipment
	
	7,539
	
	
	7,545

	
	
	
	
	
	

	Telecommunications equipment
	
	13,718
	
	
	19,985

	Leasehold improvements
	
	453
	
	
	453

	
	
	
	
	
	

	Software development costs
	
	13,676
	
	
	15,517

	Automobile
	
	10
	
	
	10

	
	
	
	
	
	

	Total cost
	
	36,076
	
	
	44,373

	Less—accumulated depreciation
	
	(24,896)
	
	
	(29,427)

	
	
	
	
	
	

	Total property and equipment, net
	$
	11,180
	
	$
	14,946

	
	
	
	
	
	



The Company capitalizes the costs to design software for internal use related to the development of its platform during the application development stage of the projects. The costs are primarily comprised of salaries and benefits of the projects’ engineers and product development teams. Internally developed software is reported at cost less accumulated amortization. Amortization begins once the project is substantially complete and ready for its intended use. The Company amortizes the asset on a straight-line basis over the useful life, which is estimated to be three years. Costs incurred prior to the application development stage, maintenance activities or minor upgrades are expensed in the period incurred. Unamortized software development costs were approximately $4,056 and $3,795 as of December 31, 2016 and 2017, respectively.
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Amortization expense related to capitalized software development costs were $2,842, $2,820 and $2,133 for the years ended December 31, 2015, 2016 and 2017, respectively.

The Company recognized an impairment of $71, $91 and $81 during the years ended December 31, 2015, 2016 and 2017, respectively, related to capitalized software development costs that provided no future benefit and therefore were impaired. This expense is reflected within cost of revenue in the accompanying consolidated statements of operations.

The Company capitalized $3,011, $2,230 and $2,942 of software development costs during the years ended December 31, 2015, 2016 and 2017, respectively.

The Company recognized depreciation expense, which includes amortization of capitalized software development costs, as follows:

	
	
	Year Ended December 31,
	

	
	
	
	
	
	
	
	
	

	
	2015
	
	
	
	2016
	
	
	2017

	
	
	
	
	
	
	
	
	

	Cost of revenue
	$
	5,258
	
	$
	4,574
	
	$
	4,315

	Research and development
	
	21
	
	
	29
	
	
	81

	
	
	
	
	
	
	
	
	

	Sales and marketing
	
	16
	
	
	21
	
	
	27

	General and administrative
	
	872
	
	
	627
	
	
	450

	
	
	
	
	
	
	
	
	

	Total depreciation expense
	$
	6,167
	
	$
	5,251
	
	$
	4,873

	
	
	
	
	
	
	
	
	



7. Intangible Assets

Intangible assets consisted of the following as of December 31, 2016:

	
	
	Gross
	
	Accumulated
	
	Net Carrying
	
	Amortization

	
	
	Amount
	
	Amortization
	
	Value
	
	Period

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	(Years)

	
	
	
	
	
	
	
	
	
	
	

	Customer relationships
	$
	10,396
	
	$
	(3,032)
	
	$
	7,364
	20

	Domain name and related trademarks
	
	2,678
	
	
	(2,324)
	
	
	354
	
	3–7

	
	
	
	
	
	
	
	
	
	
	

	Licenses, amortizable
	
	341
	
	
	(341)
	
	
	—
	2

	Non-compete agreements
	
	139
	
	
	(139)
	
	
	—
	
	2–5

	
	
	
	
	
	
	
	
	
	
	

	Developed technology
	
	775
	
	
	(775)
	
	
	—
	3

	Licenses, indefinite lived
	
	764
	
	
	—
	
	764
	
	Indefinite

	
	
	
	
	
	
	
	
	
	
	

	Total intangible assets, net
	$
	15,093
	
	$
	(6,611)
	
	$
	8,482
	
	

	
	
	
	
	
	
	
	
	
	
	



Intangible assets consisted of the following as of December 31, 2017:

	
	
	Gross
	
	Accumulated
	
	Net Carrying
	
	Amortization

	
	
	Amount
	
	Amortization
	
	Value
	
	Period

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	(Years)

	
	
	
	
	
	
	
	
	
	
	

	Customer relationships
	$
	10,396
	
	$
	(3,552)
	
	$
	6,844
	20

	Domain name and related trademarks
	
	2,678
	
	
	(2,643)
	
	
	35
	
	3–7

	
	
	
	
	
	
	
	
	
	
	

	Licenses, amortizable
	
	341
	
	
	(341)
	
	
	—
	2

	Non-compete agreements
	
	139
	
	
	(139)
	
	
	—
	
	2–5

	
	
	
	
	
	
	
	
	
	
	

	Developed technology
	
	775
	
	
	(775)
	
	
	—
	3

	Licenses, indefinite lived
	
	764
	
	
	—
	
	764
	
	Indefinite

	
	
	
	
	
	
	
	
	
	
	

	Total intangible assets, net
	$
	15,093
	
	$
	(7,450)
	
	$
	7,643
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Amortization expense for definite lived intangible assets was $908, $891 and $839 for the years ended December 31, 2015, 2016 and 2017, respectively. The weighted average amortization period for all definite lived intangible assets is 19 years.

Future estimated amortization expense for definite lived intangible assets subsequent to December 31, 2017 is as follows:

	
	
	Amount
	

	2018
	
	
	

	
	$
	555
	

	
	
	
	

	2019
	
	520
	

	2020
	
	520
	

	
	
	
	

	2021
	
	520
	

	2022
	
	520
	

	
	
	
	

	Thereafter
	
	4,244
	

	
	$
	6,879
	

	
	
	
	

	
	
	
	



Costs associated with the acquisition and transfer of the CLEC perpetual licenses from other entities have been capitalized and have an indefinite life. The Company evaluates these indefinite lived intangible assets on an annual basis to assess if any impairment exists. The Company performed its annual assessment on December 31, 2016 and 2017 and concluded no impairment exists.

During the year ended December 31, 2016, the Company re-evaluated its marketing and branding usage of the trade name assets acquired in the Dash acquisition as part of its annual evaluation of its intangible assets, and concluded there was no further benefit from the use of the trade name. The Company impaired the asset and recognized a loss of $695, which is reflected within general and administrative expenses in the accompanying consolidated statements of operations and comprehensive income for the year ended December 31, 2016.

8. Debt

In September 2008, the Company entered into a Loan and Security Agreement which included a revolving line of credit with a bank. Substantially all assets of the Company were pledged as a Security to the Loan and Security Agreement. This agreement was amended several times to increase the Company’s borrowing limit and extend the maturity date. On December 14, 2015, the Loan and Security Agreement was amended to increase the Company’s borrowing limit to $25,000 and to extend the maturity through December 14, 2017.

On February 24, 2016, the Loan and Security Agreement was amended to add the ability to include an outstanding letter of credit as an advance on the revolving line of credit. On March 28, 2016 the Loan and Security Agreement was further amended to update certain covenants for 2016 performance metrics. On December 1, 2016, the Company paid the Loan and Security Agreement in full.

On November 4, 2016, the Company entered into a Credit and Security Agreement with a syndication of four banks. The agreement includes a $40,000 term loan, and a $25,000 revolving loan, which includes a swing line of up to $1,000 and limits letters of credit commitments to a maximum of $2,500. Substantially all assets of the Company are pledged as security to the Credit and Security Agreement. The term of the Credit and Security Agreement is five years and matures on November 3, 2021. The interest rate used for the debt is based, at the Company’s election, on either the Federal Funds Effective Rate or LIBOR plus a
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stated margin, as defined in the Credit and Security Agreement. Once the Company repays any portion of the term loan, it cannot be re-borrowed. The Company is entitled to borrow and repay and borrow under the revolving loan at any time during the term of the Credit and Security Agreement. This agreement requires the Company to meet a certain leverage ratio and minimum debt service coverage ratio each quarter on a trailing 12-month basis.

On November 14, 2017, the term loan was paid in full with proceeds from the IPO. As of December 31, 2016 and 2017, the Company had $40,000 and $0, respectively, outstanding on the term loan and $5,000 and $0, respectively, on the revolving loan and was in compliance with all financial and non-financial covenants for all periods presented. The available borrowing capacity under the Credit and Security Agreement revolving loan was $25,000 as of December 31, 2017.

Capital Leases

The Company leases various equipment under leases accounted for as capital leases with expiration dates ranging from March 2016 through October 2018. As of December 31, 2016, cost and accumulated depreciation of the assets under capital leases recorded by the Company were $1,951 and $1,807, respectively. As of December 31, 2017, cost and accumulated depreciation of the assets under capital leases recorded by the Company were $1,951 and $1,855, respectively.

Remaining payments due on the Company’s capital lease obligations as of December 31, 2017, are as follows:

	
	
	Amount
	

	2018
	$
	92
	

	Less amount representing interest
	
	—
	

	
	
	92
	

	Less current maturities
	
	92
	

	
	$
	—
	

	9. Segment and Geographic Information
	
	
	

	
	
	
	



The Company has two reportable segments, CPaaS and Other. Segments are primarily evaluated based on revenue and gross profit. The Company does not allocate operating expenses, interest expense or income tax expense to its segments. Accordingly, the Company does not report such information. Additionally, the CODM does not evaluate the Company’s operating segments using discrete asset information. The segments share the majority of the Company’s assets. Therefore, no segment asset information is reported.
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	Year Ended December 31,
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	2015
	
	
	2016
	
	
	2017

	
	
	
	
	
	
	
	
	
	

	CPaaS
	
	
	
	
	
	
	
	

	Revenue
	$
	101,502
	
	$
	117,078
	
	$
	131,572

	
	
	
	
	
	
	
	
	
	

	Cost of revenue
	
	64,760
	
	
	71,218
	
	
	75,859

	Gross profit
	$
	36,742
	
	$
	45,860
	
	$
	55,713

	
	
	
	
	
	
	
	
	
	

	Other
	
	
	
	
	
	
	
	

	Revenue
	$
	36,299
	
	$
	35,057
	
	$
	31,383

	
	
	
	
	
	
	
	
	
	

	Cost of revenue
	
	14,482
	
	
	14,000
	
	
	13,403

	Gross profit
	$
	21,817
	
	$
	21,057
	
	$
	17,980

	
	
	
	
	
	
	
	
	
	

	Consolidated
	
	
	
	
	
	
	
	

	Revenue
	$
	137,801
	
	$
	152,135
	
	$
	162,955

	
	
	
	
	
	
	
	
	
	

	Cost of revenue
	
	79,242
	
	
	85,218
	
	
	89,262

	Gross profit
	$
	58,559
	
	$
	66,917
	
	$
	73,693

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	



All assets were held in the United States as of December 31, 2016 and 2017.

The Company generates its revenue primarily in the United States. Revenue by geographical area is detailed in the table below (which is determined based on the customer billing address):

	
	
	Year Ended December 31,
	

	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	2017

	
	
	
	
	
	
	
	
	

	United States
	$
	137,514
	
	$
	151,618
	
	$
	162,393

	International
	
	287
	
	
	517
	
	
	562

	
	
	
	
	
	
	
	
	

	Total
	$
	137,801
	
	$
	152,135
	
	$
	162,955

	
	
	
	
	
	
	
	
	



10. Redeemable Convertible Preferred Stock and Stockholders’ (Deficit) Equity

Prior to the IPO, the Company had three classes of stock: 1) Series A redeemable convertible preferred stock ("Series A preferred stock"), 2) Old Class A common stock, and 3) Old Class B common stock.

On October 19, 2017, the Company’s Board of Directors approved, and on October 23, 2017 the Company effected, a 2.5-to-1 split of its common stock. In connection with the common stock split, each share of outstanding common stock, option to purchase common stock and warrant to purchase common stock was increased to 2.5 shares of common stock and the exercise price of each outstanding option or warrant to purchase common stock was proportionately decreased. The stock split has been reflected retrospectively in these consolidated financial statements. In connection with the stock split, the conversion ratio of each share of outstanding Series A preferred stock was also adjusted such that each share of outstanding Series A preferred stock converted into 2.5 shares of Old Class A common stock after the 2.5-to-1 split.

Redeemable Convertible Preferred Stock

As of January 1, 2010, the Company had authorized 5,000,000 shares of Series A preferred stock. On February 22, 2011, the Company amended and restated its Certificate of Incorporation such that the Company authorized 1,200,000 shares of preferred stock, all of which have been designated as Series A preferred stock.
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On February 22, 2011, the Company completed the issuance of 663,907 shares of Series A preferred stock at $30.8358 per preferred share. On March 24, 2011, the Company completed the final closing of 46,093 shares of Series A preferred stock at $30.8358 per preferred share.

Pursuant to the Spin-Off, each holder of Series A preferred stock received a share of Republic Class A voting common stock for each share of Series A preferred stock held by such holder equal to the number of shares of Class A common stock into which such share of Series A preferred stock is then convertible.

As of December 31, 2016, the Company had 710,000 issued and outstanding shares of Series A preferred stock.

On November 9, 2017, each share of Series A preferred stock converted into 2.5 shares of Old Class A common stock at the stockholders' option resulting in the issuance of 1,775,000 shares of Old Class A common stock.

Conversion

Each share of Series A preferred stock was convertible, at the option of the shareholder, into such number of fully paid and non-assessable shares of common stock as is determined by dividing the Series A original issue price by the Series A conversion price in effect at the time of the conversion. The Series A conversion price was initially equal to $30.8358 and is subject to adjustment related to dilutive transactions. As a result of the stock split, the conversion ratio of each share of outstanding preferred stock also was adjusted, such that each share of outstanding preferred stock converts into 2.5 shares of Old Class A common stock at a conversion price of $12.3343.

Liquidation Preference

In the event of any Liquidation Event or Deemed Liquidation Event, the holders of Series A, preferred stock were entitled to receive, in preference to any distribution of the proceeds to the holders of common stock, an amount per share equal to the greater of (1) an amount equal to the original issue price for Series A preferred stock plus declared but unpaid dividends on such share, plus the product of (a) the number of days elapsed since issuance divided by 365, multiplied by (b) 0.08 multiplied by (c) the Series A original issue price, or (2) such amount as would have been payable had all shares of Series A preferred stock had been converted to common stock immediately prior to such Liquidation or Deemed Liquidation Event. If the proceeds thus distributed among the holders of the Series A preferred stock are insufficient to permit payment to such holders of the full preferential amounts, then the entire proceeds available for distribution shall be distributed ratably. Upon completion of the distribution referred to above, all of the remaining proceeds available for distribution shall be distributed to the holders of the Company’s common stock pro rata based on the number of common stock held by each. As of December 31, 2016, the liquidation preference totaled $32,148.

Redemption

Shares of Series A preferred stock were redeemable by the Company out of funds lawfully available at a price equal to the Series A original issue price per share, plus all declared but unpaid dividends thereon, in three annual installments commencing not more than 60 days after receipt by the Company at any time on or after December 31, 2020, from the holders of a majority of the then-outstanding shares of Series A preferred stock. At each redemption date, shares of Series A Preferred stock were redeemable, on a pro-rata basis in accordance with the number of shares of Series A preferred stock owned by each holder, that number of outstanding shares of Series A preferred stock determined by dividing the total number of shares of Series A
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preferred stock outstanding by the number of remaining redemption dates (including the redemption date to which such calculation applies).

Voting Rights

The holders of Series A preferred stock were entitled to cast the number of votes equal to the number of whole shares of common stock into which the shares of Series A preferred stock are convertible as of the record date for determining stockholders entitled to vote on such matter. Holders of Series A preferred stock shall vote together with the holders of Old Class A common stock as a single class. The holders of record of the shares of Series A preferred stock, exclusively and as a separate class, were entitled to elect one director of the Company.

The Company could not, without the approval of the holders of record of a majority of the shares of Series A preferred stock, as a separate class, undertake certain actions as specified in the Certificate of Incorporation, as amended and restated as of February 22, 2011 and as subsequently amended.

Dividends

The amount of any dividend on an outstanding share of Series A preferred stock is determinable based upon the number of shares of common stock into which such Series A preferred stock is then convertible based upon the original issuance price of a share of Series A preferred stock of $30.8358 per share, subject to appropriate adjustment in the event of any stock dividend, stock split, combination or other similar recapitalization with respect to the Series A preferred stock. During the years ended December 31, 2016 and 2017, no dividends were declared.

Preferred Stock

On November 9, 2017, the Company filed its second amended and restated certificate of incorporation and authorized 10,000,000 shares of undesignated preferred stock, par value $0.001, of which no shares were issued and outstanding as of December 31, 2017.

Common Stock

As of December 31, 2016, the Company had two classes of common stock: (1) Old Class A common stock and (2) Old Class B common stock. The Old Class A common stock had one vote per share and the Old Class B common stock had no voting rights.

As of December 31, 2016, there were 11,779,975 shares of Old Class A common stock issued and outstanding at $0.001 par value per share.

As of December 31, 2016, there were 18,590 shares of Old Class B common stock issued and outstanding at $0.001 par value per share.
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On November 9, 2017, the Company filed its second amended and restated certificate of incorporation. Upon the effectiveness of the Company's second amended and restated certificate of incorporation and the effectiveness of the Company's second amended and restated bylaws, i) each share of Old Class A common stock was reclassified as one share of Class B common stock with ten votes per share, ii) each share of Old Class B common stock was reclassified as one share of Class A common stock with one vote per share. Consequently, the Series A preferred stock, that had previously converted into 2.5 shares of the Old Class A common stock, at the option of the holder, was converted into 1,775,000 shares of Class B common stock.

Subsequent to the effectiveness of the Company’s second amended and restated certificate of incorporation, the Company’s common stock consists of 120,000,000 authorized shares, par value $0.001 per share, of which the authorized Class A common stock consists of 100,000,000 shares and the authorized Class B common stock consists of 20,000,000 shares as of December 31, 2017.

As of December 31, 2017, there were 4,197,831 shares of Class A common stock issued and outstanding at $0.001 par value per share.

As of December 31, 2017, there were 13,440,725 shares of Class B common stock issued and outstanding at $0.001 par value per share.

Shares of Class B common stock are convertible into shares of Class A common stock upon the stockholder's voluntary written notice to the Company's transfer agent or a transfer by the stockholder, subject to limited exceptions for transfers for estate planning purposes.

Voting Rights

The holders of Class A common stock and Class B common stock have identical rights, except that holders of Class A voting common stock are entitled to one vote per share of Class A common stock and holder of Class B common stock are entitled to ten votes per share of Class B common stock.

Dividends

Any dividends or distributions paid or payable to the holders of shares of Class A common stock and Class B common stock shall be paid pro rata, on an equal priority. During the year ended December 31, 2017, no dividends were declared.

Dividend payments are subject to a restriction by the Company’s Loan and Security Agreement prohibiting the Company to pay any dividends or any other distribution or payment on account of or in redemption, retirement or purchase of any capital stock through the term of the agreement.

Option to Purchase Additional Shares

On November 28, 2017, the Underwriters exercised their option to purchase 162,991 of Class B common stock held by certain selling shareholders. Immediately upon transfer, the shares converted into Class A common stock in accordance with the Company's second amendment and restated certificate of incorporation.
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Stock Purchase Warrants

In connection with four notes payable issued December 20, 2010, the Company granted stock purchase warrants to the previous debt holders. The warrants were exercisable for 30,470 shares of the Company’s Old Class A common stock at an exercise price of $5.80 per share. Warrants outstanding at December 31, 2016 and 2017, were 15,844 and 0, respectively.

The Company granted other stock purchase warrants in 2011 that were exercisable for 43,847 shares of the Company’s Old Class A common stock at an exercise price of $0.001 per share. Warrants outstanding to purchase shares of the Company’s Old Class A common stock were 39,000 at December 31, 2016 and 2017, and expire on March 25, 2018.

Additional warrants to purchase 9,846 shares of the Company’s Old Class A common stock were granted in 2011 at an exercise price of $5.80 per share, which expire on February 22, 2018.

Warrants to purchase 4,531 shares of the Company's Old Class A common stock were granted in 2017 at an exercise price of $6.57 per share. Warrants outstanding at December 31, 2017 were 2,504, which expire on January 19, 2018.

Pursuant to the Spin-Off, each holder of a warrant to purchase common stock was issued a warrant to purchase shares of Republic Class A voting common stock with equivalent economic terms. A total of 64,691 and 51,350 shares of common stock were reserved for the issuance of stock purchase warrants at December 31, 2016 and 2017, respectively.

On November 9, 2017, the Company filed its second amended and restated certificate of incorporation. Upon the effectiveness of the Company's second amended and restated certificate of incorporation and the effectiveness of the Company's second amended and restated bylaws, warrants exercisable for shares of Old Class A common stock became exercisable into shares of Class B common stock.

Spin-Off

Pursuant to the Spin-Off, (i) each holder of Old Class A common stock received one share of Republic Class A common stock for each share of Old Class A common stock held by such holder, (ii) each holder of Old Class B common stock received one share of Republic Class B non-voting common stock for each share of Old Class B non-voting common stock held by such holder and (iii) each holder of Series A preferred stock received a number of shares of Republic Class A voting common stock for each share of Series A preferred stock held by such holder equal to the number of shares of Old Class A common stock into which such share of Series A preferred stock is then convertible.

11. Stock Based Compensation

2001 and 2010 Stock Option Plans

During 2001, the Company adopted the Bandwidth Inc. Stock Option Plan (the "2001 Plan"). As of July 26, 2010, the Company adopted the 2010 Equity Compensation Plan (the "2010 Plan"). On August 24, 2017, the 2010 Plan was amended to provide for a total of 3,466,275 shares of common stock reserved for issuance under the 2010 Plan.
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Eligible plan participants include employees, directors and consultants. The 2001 Plan and the 2010 Plan each permit the granting of incentive stock options and non-qualified stock options.

Following the effectiveness of the 2010 Plan, the Company did not make any further grants under the 2001 Plan. However, the 2001 Plan continues to govern the terms and conditions of the outstanding awards granted under it. On November 9, 2017, the 2010 Plan was terminated in connection with the Company's IPO. Accordingly, no shares are available for future issuance under the 2010 Plan. However, the 2010 Plan will continue to govern the terms and conditions of the outstanding awards granted thereunder.

On November 9, 2017, the Company filed its second amended and restated certificate of incorporation. Upon the effectiveness of the Company's second amended and restated certificate of incorporation and the effectiveness of the Company's second amended and restated bylaws, options exercisable into shares of Old Class A common stock and Old Class B common stock became exercisable into shares of Class B common stock and Class A common stock, respectively.

2017 Incentive Award Plan

The Company's 2017 Incentive Award Plan (the "2017 Plan") became effective on November 9, 2017. The 2017 Plan provides for the grant of stock options, including incentive stock options and non-qualified stock options, stock appreciation rights, restricted stock, dividend equivalents, restricted stock units, and other stock or cash based awards to employees, consultants and directors of the Company. A total of 1,050,000 shares of the Company's Class A common stock were originally reserved for issuance under the 2017 Plan.

The terms of the stock option grants are determined by the Company’s Board of Directors. The Company’s stock options vest based on terms in the stock option agreements, which is generally over four years. The stock options have a contractual life of ten years.

Stock options

The fair value, adjusted for the stock split, of options granted is estimated on the date of grant using the Black-Scholes option pricing model based on the assumptions in the table below:

	
	
	Year Ended December 31,
	

	
	
	
	
	
	

	
	2015
	2016
	
	
	2017

	
	
	
	
	
	
	
	

	Expected dividend yield
	0%
	0%
	
	
	0%

	Expected stock price volatility
	44%
	44%
	
	
	44%-49%

	
	
	
	
	
	
	
	

	Average risk-free interest rate
	1.5%-1.9%
	1.3%-2.0%
	
	
	1.9%-2.3%

	Expected life
	6.2 years
	
	
	6.2 years
	6.2 years

	
	
	
	
	
	
	
	

	Fair value of common stock
	$9.43-$9.57
	$9.57-$9.60
	
	
	$9.60-$20.83

	
	
	
	
	
	
	
	



The following summarizes the stock option activity for the periods presented:
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	Weighted-
	Weighted-
	
	Aggregate
	

	
	Number of
	
	
	
	Average
	
	
	

	
	
	
	
	Average
	Remaining
	
	Intrinsic
	

	
	Options
	
	
	Exercise Price
	Contract Life
	
	value (in
	

	
	Outstanding
	
	
	(per share)
	
	(in years)
	
	
	thousands)
	

	Outstanding as of December 31, 2016
	3,582,241
	$
	6.54
	
	5.12
	
	$
	11,049
	

	Grants
	179,922
	
	
	13.79
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Exercised
	(58,162)
	
	
	5.27
	
	
	
	
	445
	

	Forfeited or cancelled
	(44,210)
	
	
	9.46
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Outstanding as of December 31, 2017
	3,659,791
	$
	6.88
	
	4.38
	
	$
	59,436
	

	
	
	
	
	
	
	
	
	
	
	

	Options vested and exercisable at December 31, 2017
	3,209,890
	$
	6.28
	
	3.83
	
	$
	54,051
	

	
	
	
	
	
	
	
	
	
	
	

	Options vested and expected to vest as of December 31, 2017
	3,641,078
	$
	6.85
	
	4.35
	
	$
	59,230
	

	
	
	
	
	
	
	
	
	
	
	



Aggregate intrinsic value represents the total pre-tax intrinsic value, which is computed based on the difference between the option exercise price and the estimated fair value of the Company’s common stock. This amount changes based on the fair value of the Company’s stock.

The weighted average grant-date fair value of stock options granted was $4.24 , $4.06 and $7.72 for the years ended December 31, 2015, 2016 and 2017, respectively.

The total estimated grant date fair value of options vested was $2,107, $2,082 and $1,299 for the years ended December 31, 2015, 2016 and 2017, respectively.

The Company recognized total stock-based compensation expense in continuing operations as follows:

	
	
	Year Ended December 31,
	
	

	
	
	
	
	
	
	
	
	
	

	
	2015
	
	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	

	Cost of revenue
	$
	45
	
	$
	61
	
	$
	80
	

	Research and development
	
	189
	
	
	138
	
	
	155
	

	
	
	
	
	
	
	
	
	
	

	Sales and marketing
	
	239
	
	
	182
	
	
	172
	

	General and administrative (1)
	
	3,020
	
	
	989
	
	
	1,396
	

	
	
	
	
	
	
	
	
	
	

	Total
	$
	3,493
	
	$
	1,370
	
	$
	1,803
	

	________________________
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


(1) On September 1, 2017, the Company reached a separation agreement with one of its executives. The agreement resulted in a modification of the former employee's 194,234 outstanding options to purchase common stock, which accelerated the vesting period and extended the exercise period, resulting in the recognition of $394 of additional stock compensation expense for the year ended December 31, 2017.

The Company will recognize $1,935 of compensation cost in the future for stock-based employee compensation over the weighted-average period of 2.59 years for stock options granted before December 31, 2017.

12. Commitments and Contingencies

Operating Leases
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The Company leases office space under operating lease agreements that expire at various dates beginning in 2016 and extend through 2022 in several locations within the United States including its headquarters, which is located in Raleigh, NC. On September 26, 2016, the Company amended its operating lease agreement with one of its landlords. The 63-month lease, which began on April 14, 2017, provides for an additional 40,657 square feet of office space as well as an extension of the termination date for the lease of approximately 128,200 square feet of office space. The leases contain escalation clauses and various landlord concessions including a tenant improvement allowance. The Company recognizes the total minimum lease payments on a straight-line basis over the term of the lease.

Future minimum lease payments required under operating leases as of December 31, 2017 are as follows:

	
	
	Amount

	2018
	$
	3,631

	2019
	
	3,700

	2020
	
	3,838

	2021
	
	3,873

	2022
	
	2,018

	
	$
	17,060

	
	
	



The Company incurred rent expense of $1,656, $2,003 and $3,327 for the years ended December 31, 2015, 2016 and 2017, respectively, which is included in general and administrative expenses in the consolidated statements of operations and comprehensive income (loss).

In conjunction with the Spin-Off, the Company signed a Facilities Service Agreement with Republic in which the Company agreed to sub-lease 40,657 square feet of office space to Republic. The sub-lease is non-cancellable and extends to May 2022. The Company recorded a reduction of rent expense of $47 and $949 for the years ended December 31, 2016 and 2017, respectively, which is included in general and administrative expenses in the consolidated statements of operations and comprehensive income (loss).

Future minimum sub-lease receipts required under the non-cancellable lease as of December 31, 2017 are as follows:


	
	
	Amount

	2018
	$
	1,020

	2019
	
	1,042

	2020
	
	1,065

	2021
	
	1,089

	2022
	
	594

	
	$
	4,810

	
	
	



Contractual Obligations

On October 25, 2015, the Company entered into an agreement with a telecommunications service provider. The service agreement requires the Company to pay a monthly recurring charge beginning on
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January 1, 2016 associated with the services received. The service agreement is non-cancellable and contains annual minimum commitments of $1,200 to be fulfilled over five years or for as long as the Company continues to receive services from this vendor. In addition, the Company has other non-cancellable purchase obligations totaling $5,249 as of December 31, 2017, which consists primarily of network equipment to be received in less than one year.

Legal Matters

The Company is involved as a defendant in various lawsuits alleging that the Company failed to bill, collect and remit certain taxes and surcharges associated with the provision of 911 services pursuant to applicable laws in various jurisdictions. In August 2016, the Company received a Civil Investigative Demand from the Consumer Protection Division of the North Carolina Department of Justice, though no formal complaint has been filed in connection with that investigation. The North Carolina Department of Justice is investigating the billing, collection and remission of certain taxes and surcharges associated with 911 service pursuant to applicable laws of the State of North Carolina.

In April 2016, the Company filed counterclaims against Verizon in the United States District Court for the Northern District of Texas. The Company is pursuing collection of unpaid intercarrier compensation charges for providing switched access services related to the exchange of telecommunications traffic with Verizon entities across the United States. As of October 27, 2017, Verizon has asserted a counterclaim against the Company. The Company intends to contest such counterclaim vigorously. Verizon’s prior September 2014 complaint against the Company and other defendants regarding intercarrier compensation charges for providing switched access services related to the exchange of telecommunications traffic has been dismissed without prejudice, but remains subject to appeal. See Note 17, "Subsequent Events," for current developments.

While the results of these legal proceedings cannot be predicted with certainty, in the opinion of management, the ultimate resolution of these matters will not have a material adverse effect on the Company’s financial position or results of operations.

13. Employee Benefit Plan

The Company sponsors a defined contribution 401(k) plan which allows eligible employees to defer a portion of their compensation. The Company, at its discretion, may make matching contributions. The Company made matching contributions of $698, $716 and $806 for the years ended December 31, 2015, 2016 and 2017, respectively.
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14. Income Taxes

(Provision) benefit for income taxes from continuing operations consists of the following:

	
	
	Year Ended December 31,
	

	
	
	
	
	
	
	
	
	

	
	2015
	
	
	
	2016
	
	
	2017

	
	
	
	
	
	
	
	
	

	Current:
	
	
	
	
	
	
	
	

	Federal
	$
	—
	$
	66
	
	$
	(448)

	
	
	
	
	
	
	
	
	

	State
	
	(104)
	
	
	(58)
	
	
	(302)

	Total
	
	(104)
	
	
	8
	
	
	(750)

	
	
	
	
	
	
	
	
	

	Deferred:
	
	
	
	
	
	
	
	

	Federal
	
	(272)
	
	
	9,999
	
	
	(5,983)

	
	
	
	
	
	
	
	
	

	State
	
	(32)
	
	
	1,087
	
	
	(185)

	Total
	
	(304)
	
	
	11,086
	
	
	(6,168)

	
	
	
	
	
	
	
	
	

	Total (provision) benefit for income taxes
	$
	(408)
	
	$
	11,094
	
	$
	(6,918)

	
	
	
	
	
	
	
	
	



The following table presents a reconciliation of the statutory federal tax rate and the Company’s effective tax rate for the years ended December 31, 2015, 2016 and 2017:

	
	
	Year Ended December 31,
	
	

	
	
	
	
	
	
	
	
	

	
	2015
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	

	Federal
	34.0 %
	
	34.0 %
	
	
	34.0 %
	

	State
	2.5
	
	4.2
	
	
	4.7
	

	
	
	
	
	
	
	
	
	

	Non-deductible expenses
	1.0
	
	5.0
	
	
	1.2
	

	Research credit
	(3.2)
	
	(2.3)
	
	
	(1.5)
	

	
	
	
	
	
	
	
	
	

	Stock-based compensation
	11.0
	
	(24.5)
	
	
	0.1
	

	Change in valuation allowance
	(42.5)
	
	(98.6)
	
	
	—
	

	
	
	
	
	
	
	
	
	

	Deferred tax rate change
	0.8
	
	0.8
	
	
	16.1
	

	Other
	1.9
	
	4.0
	
	
	(0.9)
	

	
	
	
	
	
	
	
	
	

	Total
	5.5 %
	
	(77.4)%
	
	
	53.7 %
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The following table presents the significant components of the Company’s net deferred tax assets:

	
	
	Year Ended December 31,

	
	
	
	
	
	

	
	
	2016
	
	
	2017

	
	
	
	
	
	

	Deferred tax assets:
	
	
	
	
	

	Allowance for doubtful accounts
	$
	95
	
	$
	48

	
	
	
	
	
	

	Accrued liabilities
	
	2,011
	
	
	1,687

	Deferred revenue
	
	241
	
	
	395

	
	
	
	
	
	

	Intangibles
	
	237
	
	
	166

	Stock-based compensation
	
	6,458
	
	
	4,668

	
	
	
	
	
	

	Tax credits
	
	2,369
	
	
	2,071

	Net operating losses
	
	4,249
	
	
	26

	
	
	
	
	
	

	Other
	
	59
	
	
	37

	Total deferred tax assets
	
	15,719
	
	
	9,098

	
	
	
	
	
	

	Less: valuation allowance
	
	—
	
	—

	Net deferred tax assets
	
	15,719
	
	
	9,098

	
	
	
	
	
	

	Deferred tax liability:
	
	
	
	
	

	Property and equipment
	
	2,083
	
	
	1,797

	
	
	
	
	
	

	Goodwill
	
	654
	
	
	582

	Other liability
	
	288
	
	
	193

	
	
	
	
	
	

	Total deferred tax liabilities
	
	3,025
	
	
	2,572

	Net deferred tax asset
	$
	12,694
	
	$
	6,526

	
	
	
	
	
	

	
	
	
	
	
	



The Company’s accounting for deferred taxes involves the evaluation of a number of factors concerning the realizability of its net deferred tax assets. The Company primarily considered the historic performance of Bandwidth, the nature of the Company's deferred tax assets and the timing, likelihood and amount, if any, of future taxable income during the periods in which those temporary differences and carryforwards become deductible. Based on an analysis of these factors, the Company determined that in 2017 no valuation allowance against deferred tax assets was required.

As of December 31, 2017, the Company had approximately $2,563 in federal tax credits. If not utilized, the federal tax credit carryforwards will expire at various dates beginning in 2032.

As of December 31, 2017, the Company had approximately $590 in state net operating loss carryforwards. If not utilized, the state net operating loss carryforwards will expire at various dates beginning in 2020.

A limitation may apply to the use of the net operating loss and credit carryforwards, under Internal Revenue Code (IRC) §382 and §383, and similar state tax provisions that are applicable if the Company experiences an “ownership change.” An ownership change may occur, for example, as a result of issuance of new equity. Should these limitations apply, the carryforwards would be subject to an annual limitation.

On December 22, 2017, the Tax Cuts and Jobs Act (the “Act”) was enacted into law. The income tax effects of changes in tax law are recognized in the period when enacted. Among its numerous changes to the Internal Revenue Code, the Act reduces U.S. corporate rates from 35% to 21% for periods beginning on or after January 1, 2018. The Company has incurred additional expense of $2,073 due to the remeasurement of the deferred tax assets at the lower corporate tax rate. Other provisions of the Act did not have a significant
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impact on the Company’s consolidated financial statements for the year ended December 31, 2017, but may impact the effective tax rate in subsequent periods.

Additional federal and state interpretive guidance is still forthcoming that could potentially affect the remeasurement of the deferred tax balance or give rise to new deferred tax amounts. As such, the remeasurement of the deferred tax balance is provisional pending future guidance. Accordingly, the Company is relying on the guidance in the SEC Staff Accounting Bulletin (“SAB”) 118 and has included a reasonable estimate of the effect of the new rules in its Annual Report on Form 10-K while it waits for additional guidance to be released. The final impact may differ from this provisional amount due to, among other things, issuance of additional regulatory guidance, changes in interpretations and assumptions the Company has made, and actions the Company may take as a result of the Act. In accordance with SAB 118 the financial reporting impact of the Tax Reform Act will be completed no later than the fourth quarter of 2018.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows:

	
	Year Ended December 31,
	
	

	
	
	
	
	
	
	

	
	2016
	
	
	2017
	
	

	Unrecognized tax benefits—January 1,
	
	
	
	
	
	

	
	$
	456
	
	$
	671
	

	
	
	
	
	
	
	

	Gross increases—tax positions in prior period
	
	104
	
	
	—
	

	Gross decreases—tax positions in prior period
	
	—
	
	—
	

	
	
	
	
	
	
	

	Gross increases—tax positions in current period
	
	111
	
	
	64
	

	Settlement
	
	—
	
	—
	

	
	
	
	
	
	
	

	Lapse of statute of limitations
	
	—
	
	(4)
	

	Unrecognized tax benefits—December 31,
	$
	671
	
	$
	731
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	



If the $731 of unrecognized tax benefit is recognized, it would impact the effective tax rate.

The Company has not incurred any material tax interest or penalties with respect to income taxes in the years ended December 31, 2016 and 2017.

The Company expects no material changes in the twelve months following December 31, 2017 in its uncertain tax positions.

The Company files U.S. federal income tax returns as well as income tax returns in many U.S. states. The tax years 2008-2010 and 2012-2016 remain open to examination by the major jurisdictions in which the Company is subject to tax due to the carryforward of net operating losses.

15. Related Parties

In connection with the Spin-Off on November 30, 2016, the Company and Republic entered into certain agreements in order to govern the ongoing relationships between the two companies after the Spin-Off and to provide for an orderly transition. The agreements include a Transition Services Agreement, Facilities Sharing Agreement, Tax Sharing Agreement, and Master Services Agreement. The equity holders of Bandwidth are comprised of substantially the same individuals and entities that are the equity owners of Republic. The Company has determined the equity owners of Republic are related parties of Bandwidth. The Company has certain involvement with Republic via ongoing services arrangements, with these ongoing services arrangements creating a variable interest in Republic. The Company assessed the relationship with Republic under guidance for variable interest entities. Because investors in Republic have disproportionate
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voting rights, the Company concluded that Republic is a VIE, but Bandwidth is not a primary beneficiary. The Company’s maximum exposure to loss relating to this variable interest entity is limited to amounts due under the service agreements between the Company and Republic.

The Transition Services Agreement specifies certain services to be provided by the Company for a period of up to two years from the Spin-Off. These services include insurance administration, billing and collections, and other technical support as well as legal services related to intellectual property. The Company is compensated by Republic for these services based on costs incurred by the Company. For the period of December 1, 2016 to December 31, 2016 and the year ended December 31, 2017, the Company received compensation of $134 and $575, respectively, which is included in general and administrative expenses in the consolidated statements of operations and comprehensive income (loss).

In addition, there was approximately $0 and $15 due from Republic as of December 31, 2016 and 2017, respectively, which was recorded within accounts receivable in the accompanying consolidated balance sheet.

The Facilities Sharing Agreement specifies that the Company will sublet office space to Republic for at least 63 months. During the period of December 1, 2016 to December 31, 2016 and the year ended December 31, 2017, the Company sublet office space to Republic. For the years ended December 31, 2016 and 2017, the Company received rental payments of $47 and $949, respectively, which is included in general and administrative expenses in the consolidated statements of operations and comprehensive income (loss). No amounts were due to the Company under the Facilities Sharing Agreement as of December 31, 2016 and 2017.

The Tax Sharing Agreement governs rights and obligations after the Spin-Off regarding income taxes and other taxes, including tax liabilities and benefits, attributes, returns and contests. There are no amounts outstanding or payable under this agreement as of December 31, 2016 and 2017.

The Master Services Agreement specifies certain wholesale telecommunications services to be provided by the Company. The agreement is cancellable at any time by either party. During the period of December 1, 2016 to December 31, 2016 and the year ended December 31, 2017, the Company provided telecommunication services to Republic of $173 and $2,451, respectively. The Company recognized such amounts as revenue in the accompanying consolidated statements of operations and comprehensive income (loss). As of December 31, 2016 and 2017, the Company had a receivable of $3 and $311, respectively, under the Master Services Agreement.
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16. Basic and Diluted (Loss) Income per Common Share

The Company uses the two-class method to compute net (loss) income per common share, because it has issued securities, other than common stock, that contractually entitle the holders to participate in dividends and earnings. These participating securities include the Company’s redeemable convertible preferred stock which have non-forfeitable rights to participate in any dividends declared on the Company’s common stock. The two-class method requires earnings for the period to be allocated between common stock and participating securities based upon their respective rights to receive distributed and undistributed earnings.

Under the two-class method, for periods with net income, basic net income per common share is computed by dividing the net income attributable to common stockholders by the weighted average number of shares of common stock outstanding during the period. Net income attributable to common stockholders is computed by subtracting from net income the portion of current period earnings that the participating securities would have been entitled to receive pursuant to their dividend rights had all of the period’s earnings been distributed. No such adjustment to earnings is made during periods with a net loss, as the holders of the participating securities have no obligation to fund losses.

Diluted net (loss) income per common share is computed under the two-class method by using the weighted average number of shares of common stock outstanding, plus, for periods with net income attributable to common stockholders, the potential dilutive effects of stock options and warrants. The Company analyzed the potential dilutive effect of any outstanding dilutive securities under the “if-converted” method and treasury-stock method when calculating diluted earnings per share, in which it is assumed that the outstanding participating securities convert into common stock at the beginning of the period or date of issuance, if later. The Company reports the more dilutive of the approaches (two-class or “if-converted”) as its diluted net income per share during the period.

The components of basic and diluted earnings per share, or EPS, are as follows:
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	Year Ended December 31,
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	2015
	
	
	2016
	
	
	2017
	

	
	
	
	
	
	
	
	
	
	

	Income from Continuing Operations
	
	
	
	
	
	
	
	
	

	Income from continuing operations
	$
	6,965
	
	$
	25,430
	
	$
	5,971
	

	
	
	
	
	
	
	
	
	
	

	Less: income allocated to participating securities
	
	931
	
	
	3,355
	
	
	644
	

	Income from continuing operations attributable to common stockholders
	$
	6,034
	
	$
	22,075
	
	$
	5,327
	

	
	
	
	
	
	
	
	
	
	

	Income from continuing operations per share:
	
	
	
	
	
	
	
	
	

	Basic
	$
	0.52
	
	$
	1.89
	
	$
	0.42
	

	
	
	
	
	
	
	
	
	
	

	Diluted
	$
	0.48
	
	$
	1.72
	
	$
	0.37
	

	Loss from Discontinued Operations
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Loss from discontinued operations, net on income taxes
	$
	(13,665)
	
	$
	(3,072)
	
	$
	—
	

	Less: loss allocated to participating securities
	
	(1,827)
	
	
	(405)
	
	
	—
	

	
	
	
	
	
	
	
	
	
	

	Loss from discontinued operations attributable to common stockholders
	$
	(11,838)
	
	$
	(2,667)
	
	$
	—
	

	Loss from discontinued operations per share attributable to stockholders:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Basic
	$
	(1.03)
	
	$
	(0.23)
	
	$
	—
	

	Diluted
	$
	(0.95)
	
	$
	(0.21)
	
	$
	—
	

	
	
	
	
	
	
	
	
	
	

	Net (loss) income
	
	
	
	
	
	
	
	
	

	Net (loss) income
	$
	(6,700)
	
	$
	22,358
	
	$
	5,971
	

	
	
	
	
	
	
	
	
	
	

	Less: (loss) income allocated to participating securities
	
	(896)
	
	
	2,950
	
	
	644
	

	Net (loss) income attributable to common stockholders
	$
	(5,804)
	
	$
	19,408
	
	$
	5,327
	

	
	
	
	
	
	
	
	
	
	

	Net (loss) income per share:
	
	
	
	
	
	
	
	
	

	Basic
	$
	(0.50)
	
	$
	1.66
	
	$
	0.42
	

	
	
	
	
	
	
	
	
	
	

	Diluted
	$
	(0.47)
	
	$
	1.51
	
	$
	0.37
	

	Weighted Average Number of Common Shares Outstanding
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Basic
	
	11,497,727
	
	
	11,678,568
	
	
	12,590,221
	

	Dilutive effect of stock options and warrants
	
	958,813
	
	
	1,192,064
	
	
	1,952,949
	

	
	
	
	
	
	
	
	
	
	

	Diluted
	
	12,456,540
	
	
	12,870,632
	
	
	14,543,170
	

	
	
	
	
	
	
	
	
	
	



The following common share equivalents have been excluded from the calculation of weighted-average common shares outstanding, because the effect is anti-dilutive for the periods presented:

Year Ended December 31,
[image: ]

	
	2015
	
	2016
	
	2017

	
	
	
	
	
	

	Anti-dilutive Disclosure
	
	
	
	
	

	Series A redeemable convertible preferred stock outstanding
	1,775,000
	
	1,775,000
	
	1,522,123

	
	
	
	
	
	

	Stock options issued and outstanding
	401,835
	
	237,185
	
	50,604
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17. Subsequent Events

On January 12, 2018, the Company entered into an 84 month operating lease agreement to provide 40,035 square feet of additional office space. The new lease is expected to commence in September 2018. Future expected minimum payments under the lease are as follows:

	
	
	Amount

	
	
	

	2018
	$
	397

	2019
	
	1,203

	
	
	

	2020
	
	1,239

	2021
	
	1,276

	
	
	

	2022 and thereafter
	
	5,011

	
	$
	9,126

	
	
	

	
	
	



On January 29, 2018, the Company and Verizon entered into a settlement agreement to resolve the ongoing dispute and litigation with Verizon, which is a CABS customer of the Company. The settlement agreement also resolved Verizon’s counter-claims against the Company. Pursuant to the settlement agreement, Verizon made a lump sum payment to the Company on February 8, 2018 of $4,400. Following receipt of the $4,400 payment, the Company will issue to Verizon bill credits with respect to other CABS amounts previously billed to Verizon, which were previously reserved and comprised the majority of the allowance for CABS revenue as of year-end. The settlement agreement also specifies certain term for the Company's CABS billings to Verizon prospectively. The Company will continue to assess collectability of its outstanding CABS accounts receivable, including amounts due under this settlement agreement.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures

Evaluation of disclosure controls and procedures

Our management, with the participation of our Chief Executive Officer and our Chief Financial Officer, have evaluated our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Exchange Act as of the end of the period covered by this Annual Report on Form 10-K. Based on that evaluation, our Chief Executive Officer and our Chief Financial Officer have concluded that, as of the end of the period covered by this Annual Report on Form 10-K, our disclosure controls and procedures are designed at a reasonable assurance level and are effective to provide reasonable assurance that information we are required to disclose in reports that we file or submit under the Exchange Act is recorded, processed, summarized, and reported within the time periods specified in SEC rules and forms, and that such information is accumulated and communicated to our management, including our Chief Executive Officer and Chief Financial Officer, as appropriate, to allow timely decisions regarding required disclosure.

Management's Annual Report on Internal Control Over Financial Reporting

This Annual Report on Form 10-K does not include a report of management's assessment regarding internal control over financial reporting or an attestation report of our registered public accounting firm as permitted in this transition period under the rules of the SEC for newly public companies.

Changes in internal control over financial reporting

There were no changes in our internal control over financial reporting identified in connection with the evaluation required by Rule 13a-15(d) and 15d-15(d) of the Exchange Act during the year ended December 31, 2017 that have materially affected, or are reasonably likely to materially affect, our internal control over financial reporting.

Inherent limitation on the effectiveness of internal control

The effectiveness of any system of internal control over financial reporting, including ours, is subject to inherent limitations, including the exercise of judgment in designing, implementing, operating, and evaluating the controls and procedures, and the inability to eliminate misconduct completely. Accordingly, any system of internal control over financial reporting, including ours, no matter how well designed and operated, can only provide reasonable, not absolute assurances. In addition, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate. We intend to continue to monitor and upgrade our internal controls as necessary or appropriate for our business, but cannot assure you that such improvements will be sufficient to provide us with effective internal control over financial reporting.







123

Table of Contents


Item 9B. Other Information.

Not applicable.

PART III

Item 10. Directors, Executive Officers and Corporate Governance

The information required by this item is incorporated by reference to our Proxy Statement relating to our 2018 Annual Meeting of Shareholders. The Proxy Statement will be filed with the Securities and Exchange Commission within 120 days of the fiscal year ended December 31, 2017.

Codes of Business Conduct and Ethics

Our board of directors has adopted a Code of Business Conduct and Ethics that applies to all officers, directors and employees, which is available on our website at (https://investors.bandwidth.com/corporate-governance/governance-overview) under "Governance Documents". We intend to satisfy the disclosure requirement under Item 5.05 of Form 8-K regarding amendments to, or waiver from, a provision of our Code of Business Conduct and Ethics and by posting such information on the website address and location specified above.


Item 11. Executive Compensation

The information required by this item is incorporated by reference to our Proxy Statement relating to our 2018 Annual Meeting of Shareholders. The Proxy Statement will be filed with the Securities and Exchange Commission within 120 days of the fiscal year ended December 31, 2017.


Item 12. Security Ownership of Certain Beneficial Owners and Management Related Stockholder Matters

The information required by this item is incorporated by reference to our Proxy Statement relating to our 2018 Annual Meeting of Shareholders. The Proxy Statement will be filed with the Securities and Exchange Commission within 120 days of the fiscal year ended December 31, 2017.


Item 13. Certain Relationships and Related Transactions and Director Independence

The information required by this item is incorporated by reference to our Proxy Statement relating to our 2018 Annual Meeting of Shareholders. The Proxy Statement will be filed with the Securities and Exchange Commission within 120 days of the fiscal year ended December 31, 2017.

Item 14. Principal Accountant Fees and Services

The information required by this item is incorporated by reference to our Proxy Statement relating to our 2018 Annual Meeting of Shareholders. The Proxy Statement will be filed with the Securities and Exchange Commission within 120 days of the fiscal year ended December 31, 2017.

PART IV

Item 15. Exhibits and Financial Statement Schedules

(a) The following documents are filed as part of this report:



124

Table of Contents


1.  Financial Statements

See Index to Financial Statements at Item 8 herein.

2.  Financial Statement Schedules

Schedules not listed above have been omitted because they are not required, not applicable, or the required information is otherwise included.

3.  Exhibits
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Item 16. Form 10-K Summary

None.


SIGNATURES

Pursuant to the requirements of the Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended, the Registrant has duly caused this report 10-K to be signed on its behalf by the undersigned, thereunto duly authorized.




BANDWIDTH INC.

By:	/s/ DAVID A. MORKEN

Date:	February 26, 2018
[image: ]

David A. Morken

Chief Executive Officer and Chairman

(Principal Executive Officer)

By:	/s/ JEFFREY A. HOFFMAN

Date:	February 26, 2018
[image: ]

Jeffrey A. Hoffman

Chief Financial Officer

(Principal Accounting and Financial Officer)

By:	/s/ JOHN C. MURDOCK

Date:	February 26, 2018
[image: ]

John C. Murdock

Director

By:	/s/ HENRY R. KAESTNER

Date:	February 26, 2018
[image: ]

Henry R. Kaestner

Director

By:	/s/ BRIAN D. BAILEY

Date:	February 26, 2018
[image: ]

Brian D. Bailey

Director

By:	/s/ DOUGLAS A. SURIANO

Date:	February 26, 2018
[image: ]

Douglas A. Suriano

Director
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· The certifications furnished in Exhibit 32.1 hereto are deemed to accompany this Annual Report on Form 10-K and will not be deemed "filed" for purpose of Section 18 of the Securities Exchange Act of 1934, as amended, except to the extent that the registrant specifically incorporates by reference
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Exhibit 21.1




List of Subsidiaries of Bandwidth Inc.

Bandwidth.com CLEC, LLC

Broadband, LLC

IP Spectrum Solutions, LLC

UK Bandwidth Limited

Exhibit 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in the Registration Statement (Form S-8 No. 333-222167) pertaining to the Bandwidth Inc. 2017 Incentive Award Plan, the Bandwidth.com, Inc. 2010 Equity Compensation Plan, and the Bandwidth.com, Inc. 2001 Stock Option Plan of our report dated February 26, 2018, with respect to the consolidated financial statements of Bandwidth Inc. included in this Annual Report (Form 10-K) for the year ended December 31, 2017.

/s/ Ernst & Young LLP

Raleigh, North Carolina

February 26, 2018

Exhibit 31.1

CERTIFICATION PURSUANT TO RULE 13a-14(a) OR 15d-14(a) OF

THE SECURITIES EXCHANGE ACT OF 1934,

AS ADOPTED PURSUANT TO SECTION 302 OF

THE SARBANES-OXLEY ACT OF 2002

I, David A. Morken, certify that:

1. I have reviewed this Annual Report on Form 10-K of Bandwidth Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this report is being prepared;

(b) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

(c) Disclosed in this report any change in the registrant's internal control over financial reporting that occurred during the registrant's most recent fiscal quarter (the registrant's fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant's internal control over financial reporting; and

5. The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant's auditors and the audit committee of the registrant's board of directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to adversely affect the registrant's ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant's internal control over financial reporting.


Date: February 26, 2018

/s/ DAVID A. MORKEN
[image: ]

David A. Morken

Chief Executive Officer and Chairman

(Principal Executive Officer)

Exhibit 31.2

CERTIFICATION PURSUANT TO RULE 13a-14(a) OR 15d-14(a) OF

THE SECURITIES EXCHANGE ACT OF 1934,

AS ADOPTED PURSUANT TO SECTION 302 OF

THE SARBANES-OXLEY ACT OF 2002

I, Jeffrey A. Hoffman certify that:


1. I have reviewed this Annual Report on Form 10-K of Bandwidth Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this report is being prepared;

(b) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

(c) Disclosed in this report any change in the registrant's internal control over financial reporting that occurred during the registrant's most recent fiscal quarter (the registrant's fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant's internal control over financial reporting; and

5. The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant's auditors and the audit committee of the registrant's board of directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to adversely affect the registrant's ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant's internal control over financial reporting.


Date: February 26, 2018

/s/ JEFFREY A. HOFFMAN
[image: ]

Jeffrey A. Hoffman

Chief Financial Officer

(Principal Accounting and Financial Officer)

Exhibit 32.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER AND CHIEF FINANCIAL OFFICER

PURSUANT TO

18 U.S.C. SECTION 1350,

AS ADOPTED PURSUANT TO

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

Pursuant to the requirement set forth in Rule 13a-14(b) of the Securities Exchange Act of 1934, as amended, (the “Exchange Act”) and Section 1350 of Chapter 63 of Title 18 of the United States Code (18 U.S.C. §1350), David A. Morken, Chief Executive Officer of Bandwidth Inc. (the “Company”), and Jeffrey A. Hoffman, Chief Financial Officer of the Company, each hereby certifies that, to the best of his knowledge:

1. The Company’s Annual Report on Form 10-K for the year ended December 31, 2017, to which this Certification is attached as Exhibit 32.1 (the “Periodic Report”), fully complies with the requirements of Section 13(a) or Section 15(d) of the Exchange Act; and

2. The information contained in the Periodic Report fairly presents, in all material respects, the financial condition and results of operations of the Company.

Date: February 26, 2018

/s/ DAVID A. MORKEN
[image: ]

David A. Morken

Chief Executive Officer

(Principal Executive Officer)

/s/ JEFFREY A. HOFFMAN
[image: ]

Jeffrey A. Hoffman

Chief Financial Officer

(Principal Accounting and Financial Officer)
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from the contractor which provided the services/malerials identified in the paid invoicafs), such
lien waiver {0 be in form and substance reasonably salisfactory to Landiord.

The Retainage shall be released to Tenant upon Landiord recefving: () Tenant's architect's certifcation
that the Tenant Upfi has been completed in accordance wilh the Approved Plans & Specs (as may have
been modified by any Change Orders): (i) a final lien waiver from the General Conlraclor, such ien
waiver 1o be in form and substance reasonably salisfactory o Landlord; i) a cerificafion, signed by an
officer of Tenant, certifying the total TU Costs incurred in completing the Tenant Upfit; and () a copy of
the CO.

7.3.2. Wilhholding. Notwithsianding Section 7.31 0 the conirary, Landiord may, ints
reasonable discretion, nevertheless wilhhoid funding of the Tenant Upfit Allowance to the extent
necessary to: (2 saisfy any lins i in conneclion with the consirction of the Tenant Upfi; andlor (b)
correct any Tenant Upfi work which,in Landlord's reasanable oinion, i defeciiv andior does not
‘omply with the Approved Plans & Specs (as madifed by any Change Orders)or applcable buiding, e,
heallh, and sanitary codes and regulations; provided that Landlord shall provide notice to Tenant within
10 days of Landlord's decision t withhold unding of all or any porton ofthe Tenant Upfit Aowance for
the purposes set forth n ths Section 7.3.2.

7.3.3. Forfeiture. The Tenant Upfit Aliowance is being given by Landiord on the condition that
Tenant fulfis al o s obligations under the Lease for the entie criginal Term. Upon a termination of this
Lease due (o an Event of Default occuring prior to the expiraion of the entire original Term, the then
unamoriized portion of the Tenant Upfit Alowance (ihe "UTUAT) shall be desmed forfeiled by Tenant and
recoverable by Landiord from Tenant. The amount of the UTUA shall be calcuiated by mulplying: () the
total Tenant Upiit Allowance funded by Landiord; by () a fraction, the numerator being the number of
months remaining in the original Term as of he date of the Event of Defaull and the denominalor being
84. This right shall be in addition to other rights and remedes available to Landlord for an Even of
Default; but, in no ovent, shail it enille Landlord to a “double recovery’ .., recovery of il Rent due for
the entire original Term and recovery of the UTUA.

7.4. Unused Tenant Upfit Allowance, Provided Tenant s notin defauit under the Lease, any
porton of the Tenant Upfit Allowance not expended by Landiord pursuant to Section 7.3 (the "Unused
TUA?) up to $800,525.00 of those dollars may be used by Tenant towards funding Tenant’ furniture,
fixtures, and equipmentto be installedlused at the Premises (inciuding instaling securiy, IT, audio-visual,
and other telecommunicaions equipment and/or cabling). Landlord shallreimburse Tenant for such costs
within 30 days after Landlord's receipt of Tenants writen request (which shall be accompanied by all
reasonable supporting documentation) for reimbursement of such costs.

8. ALTERATIONS, ADDITIONS, AND IMPROVEMENTS.

8.1. Rostrictions. Tenant shall not make any Aeralions wilhout Landiord's reasonable prior
witen consent. The plans and specification for any approved Alerations shall b subject o Landlord's
reasonable prior written approval and once approved, shal o be materially changed without Landord's
reasonabe prior written consent. Tenant shall provide Landiord with a copy of the plans and specifications
-and esimated construction costs for the Alerations pror to commencing construction. Al Aerations shall
be: () made promplly, n a 9ood and workmaniike mannar, and olherwise n substaniial comlance with
all spplicabie building, ie, health, sanitary codes and eguiations, and other appicablelaws; 1) made S0
as notto unreasanaby disturb orinconvenience other fanants in the Buiding; and (i) shall be paid fo by
Tenantallowing no ies toaftach cither to the Premises of to Tenant’s leasehold nterest. Landlord shall
have the right o require Tenant to provido such assurances as Landiord shall reasonably require (e.g.,
bonds, escrows, efc) to potect Landlord against unpaid work and o require that any wiork be performed
oy by duly licensed contractors and subconlraciors reasonably approved by Landiord. Upon a termination
oftis Lease and Landlord's witen request, Tenant shalprovide Landiord with copies of al unexpired
‘consiruclion warranlis related to the Alealions, al of which shallbe deemed assigned lo Landiord;
provided that such assignment shall be deemed “as ", wilhout reprosentalion o warranty by Tenant of any
Kind ncluding any warranty of assignabiiy). Uless olhervise noted in Landiord's witen approva of the
Alteraton, each Aleration shail emaln and be surrendered vith the Premises on ferminalion o this Lease.
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For all Alteraions made by Tenari pursuant to Soction 8.2 and ail Alteraions where Landiord's witten
‘approval expressly provides that he Alleralionis o be removed by Tenant upon termination, Tenant, at its
sole cost, shallremove such Alterations and shall repair all damage to the Premises and/or the Buikiing
caused by that removal. In no event, however, shail Tenant remove (or be required to remove) any of
the following materials or equipment (which shall be deemed Landlord's property) without Landlord's
prior wrillen conseni: any power wiing of power panels; casework; fume hood; communications.
‘cabling; lighting or ighting fixtures; wall coverings; drapes, biinds or other window coverings; carpets or
other floor coverings; heaters, air conditioners, or any other healing or air conditioning equipment; or
other similar standard building operating equipment and decorations; provided, however, thal in ro
‘ovent shallthe foregoing be deemed to include any specialized equipment or irade fixturos brought
upon the Premises and used specifically in connection with the Permited Us, all o which Tenant shall
be eniitied to remove. This removalirepair obligation shall survive a termination of this Lease.
Notwithstanding anything in this Lease to the conirary, Tenant shall be responsible for any ad valorem
taxss or increase therein resulling from Alerations mads by or a the direction of Tenant.

8.2. Exception. Notwilhstanding anylhing in Soction 8.1 to the conlrary, Tenant shallhave the
right to make Alteralions to the intrior of the Premises without obtaining Landlord's prior willen consent
if such Aleralions: () do not exceed $25,000.00 in cost in any one instance or $100,000.00, in the
‘aggregate, over the ful Torm; (i) are non-structural in nature, are not visible fom the exterior of the
Buikling, and do not affect any of the Building's systems; and (i) do not require a govemmental permi. Al
east 10 days before the consiruction, Tenant must provide Landlord with prior wrilien notce of s
intention to make such Alterations (stating in reasonabls detail the nature, extent, and estimated cost of
such Alterations), logether with a copy of the plans and specifications for the Alerations. Al of the other
provisions of Section 8.1 shall apply to Allerations made under this Section.

9. SERVICESIPARKINGIREPAIRS.

9.1. Services. Subjectfo Tenant’s obligation to pay Addiional Rent, after the GO Date,
Landlord, a s expense, wil cause the folowing senvices (he "Services’) o be furnished to the
Premises for ho Standard Work Week: () subject o any applicable governmentally imposed lmits,
heating and cooling for the reasonably comfortable use and occupancy of the Premises; ) janiorial
service as described in the altached Exhibit | i) waterfor rinking, lavatory, and oflef purposes: ()
‘operalor-iess elevalor service; (v electrctyfor General office space use (L. building standard led ighling
and general offico machinos (exckuding production type coplrs) and computers); () removal of trash
#rom site receptacies in accordance with cly scheduies and reguiations). Notwithstanding the preceding
10 the conlrary, Landlord shall no, at any time during the Term, shut offeilher the electciy o water
service to he Premises, have less than one elevator operating for service o the Premises, or prevent the
use of the healing and cooling described above (but the use of such sarvice shall be subject (0 payment
of the Alter Hours Utity Ghargo) unless, and thn only o the extent necessary to: () effect needed
repairs o the Buing; (i) address an emergency (e.g.,a casualy even’); o (i) comply wih any NCSU
or governmental mandiate. The costs fo these Services shallbe incuded in"Expenses”. Any costs
incurted by Landlord which result fom Tenant’s extraordinary usage of the Servces o fiom Tenant's
fequiring Senvices at imes othar than during the Standard Work Week shall bo paid by Tenant as
Addiional Rent. Tenant shal be solely responsible for conlracting with each ulity servioe provider for all
data, telecommunications, and any other ulfles ot fsted above as being provided by Landlord (each a
“Tenant Providor’. Each Tenant Provider shal neverthaless be subject o Landiord's pror reasonable
approval. Tenant shall not install equipment with unusual demands for any of the Services vilhout
Landlords prior witien consent, which Landlord may withhod i  reasonably determines tht: @) the
quipment may notbo saely used i the Premises; or i) curent Senvices cannol adequaely serve the
equipment If heat generaling machines or equipment shallbe used in the Premises by Tenant which
malerially increase the temperalure olherwise maintained by the healing and ai condiioring system,
Landiord reserves the figh to sub-meer those areas and sefup a separate account wih the applicablo
ity company. In that event, Tenant shiak, upon Landlord's demand, reimburse Landlord or allcosts
reasonably incurred in purchasing and installing the sub-melering equipment and all ullty charges
subsequently charged to that account or the remainder o the Ter. Tenant shall have immediate access
tothe use of after-hours healing and air condiloning via actvaton of he slectrical override button localed
on each thermstat wilin the Premises. Afler hours HVAC services shall be charged {0 the Tenant at the.
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‘Aftor Hours Uty Chargo. Tenant shall promplly report any interruption ofits utity service to Landiord
and o the applicable ulity service provider. There shall be no abatement of reduction of Rent for such
interruption, nor shail such inerruplion constitute either  construciive or partial eviction, if such an
interruption: ()i for a Tenant Provider service; o (i) for any other ulity service provider, is not caused
by Landiords gross negligence or willul misconduct and does notlast for more than five business days. If
an interruption is caused by Landlord's gross negligence or willul misconduct and causes the Premises (o
be untenable, in whole or in part, for more than five business days, Tenant shallreceive a rent abatement
for each day of interruption on a proportional basis (based upon the square foolage of the untenable
porton of the Premises).

9.2, Access/Parking. Landiord shall provide Tenant wilh 24 hours, 7 days a week, 52 weeks a
year access (o the Premises for Tenantto consiruct the Tenant Upii and, thereafer, conduct s business.
operations according 1o Tenant's Permied Use: provided, however, thal when the Buiding is locked,
Tonants employees may access the Bulkling by using a card access systam. The Gommon Areas shall
include not less than 294 parking spaces. Tenant shall have non-exclusive access [0 the sidowalks,
enlrances, parking lols), and driveways Serving the Buikding. Tenant shall have no designated parking
spacas and shall observe any resiicted parking areas designaled by Landiod for specifc tenans,
customers, hancicapped indviduals, ec. Landiord shall,at no addilonal charge, provide Tenant wilh the
Parking Spaces; provided that Tenanl shall be respansibl for all permit foes charged by NCSU. Tenant
shal ot permit s employees o use those resticied parking areas or the drivewiays of enlrancos within
he Building or, without NGSU'sprior witln consont, the adjacent steets, for the parking or sorage of
any automobies, rucks, or vehicies owned or used by them. As feasonably deemed necassary by .,
Landiord shal have the authorlyto further assign or otherwise restict parking areas for Tarant and the
other tenants of the Buiding and thei respeclive employees. Tonant’s use of the parking faciiies shallbe
al Tenant’ sole isk, and Tenant acknowledges that Landiord shall have no abiily whasoever for
damage to the veicies of Tenant, ts employees, andlor it visitors,or for other personal inury o
property damage or loss relaing (o or connected wilh the Tenants, ts employees', andor s invlees' use
of tho parking faciltes serving the Premises.

9.3. Maintenance & Repairs. Landiord, at ts expense (ail of which shall be included in
“Expenses’). shal: ) maintain (he Premisss, the Builing, and the Common Areas in good working order
‘and repair and in compliance with al laws and reguiations; (i) make al intrior and exterior siructural
tepairs as and when needed; and (i) repair o replace all buikling materials, fixtures, and equipment
required for the normal use of the Premises by Tenant. Repairs required of Landiord shall be made within
a reasonabe (ime (depending on the nalure of the repir neaded) after Landiord receives writien notice
from Tenant, of has actual knowledge, of the need for the repair. Except where the need for the
‘maintenance of repaif s atlibutabie to the Landlord Parties’ negligence or wilfl misconduct, the
maintenancelrepai costs incurred by Landiord shall be included in *Expenses”. Notwilhstanding the
preceding (o the contrary:

(2) Tenant, at ts expense, shal be solely responsible for making all repairs to the Premises,
Building, and Common Areas resuliing from the construciion o the Tenant Uplit and, thereafter, repaiting
alldefects n the Tenant Upft, whether or not covered by any warranly;

(b) Provided such damage was not caused by Landiord, ts agents, employees, or conlractors,
Landlord shal have no obiigation to repair any property on the Premises which Landlord shall have the
fight {0 requie Tenant lo remove from the Premises upon a terminalion of the Lease or any Ateration
‘made to the Premises by, for, or at the direction of Tenant; and

(@) Tenant shall reimburse Landlord or all expenses ncured by Landiord, along with a 15%
‘overhead e, in making those repairs arising out of Tenanls or its employess’, agenls, invitees’, or
contracors' negligence or wilfl misconduct. Payment of these expensesfiocs shall be paid o Landiord
vithin 30 days aftr Tenants receipt of Landord's wrilen domand for reimbursement (which shallbe
accompanied by reasonable supporing documeniatir). Tenants reimbursement abigation shall ba
fimied fo thase reasonably incurred expenses (inciuding the speciied overhead fec) over the amounts
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reimbursed by insurance carried by Landlord. Landiord shall make avaiable to Tenant any warranies
Landlord has received which are applicable o the repairs to be paid for by Tenant.

9.4. Securlty. Tenant acknowledges that NCSU provides secuity for the Campus and Landlord
shall have no obiigaion to provide securlty services for the Builling excepl as set forth below. The Tenant
Upiit shall include exclusive, secured access to the third floor ofthe Bulding, card-key security readers at
all entrances to the Premises, and olher security measures shown on the Approved Plans & Specs.
Landiord shall cause the Building Improvements to include card-key security readers at ai entrances to
the Building and security cameras throughout the Common Areas and a secured hallway between the
loading dock and freigh elevator and overflow storage foom by freight elevalor. Notwithstanding anything
in this Lease to the conlrary, Landlord shall not be liable for any loss or damages suffered by Tenant o
‘anyone else for failng to supply such services or manned traffic conlrol, no malter how caused. In no.
‘event shall Tenant be relieved of s duty to mainlain securty wilhin the Premises.

10. TAXES AND ASSESSMENTS. Landiord shal st he Buiding for ad valorem tax purposes
‘and shall pay those taxos and applicablo assessments of whatever kind or nature assessed agains! the.
Buiding, al of which shall be included in "Expenses”. Tenant shail pay all taxos and assossments.
‘assessed by a third pary taxing authority against the Tenant Upii In excess of the Tenant Upfit
Allowance and allof Tenant's personal property located on the Premises, whether affixed or not, and ail
olher taxes, fees, and assessments imposed for Tenan!’s use of the Premises.

41. SIGNS. Landiord shallinclude Tenant's name and suite number on: ) the Buiiding
ditectory(is) located inside the Bulding; (i) a Bullling-standard suite sign to be located at the entrance
fothe Premises; and () al Landird's expense, monument signage vith ordering of tenants. on a *fist
come, st served” basis. For Tenants il siing, (he costof such directory(es) and suite signage shal
beat Landord's sole expense. Any subsequent changes lo directory(es) and suie signage requested by
Tenant shall be paid for by Tenant wihin 30 days of receipt of Landlord’s invoice for actual and
reasonable costs reating thereto. Except as contempialed above, Tenant shall not permi, erect, install,
or dispiay on its any exterior door, wal,or window of the Premises or anywhere else in o on the Building
any sign, letering, piacard, decoration, or advertsing malerialof any kind whatsoaver, without Landlord's
reasonable prior written consent. All exteior decor and exposed sides of drapes, binds, shutters, and
other window treatmns must receive Landiord's prir witen reasonable approval.

12. INSURANCE/INDEMNIFICATION.

121. Property Insuranco. Landiord shal carry ull replacement cost, allisk property damage
‘and hazardicasualy insurance with extended coverage insuring against loss or damage o the Bulding
‘andlor olher improvements with customary deductibles and companies as Landlord in its iscretion
chooses. The cost of this insurance maintained by Landiord shall be included in "Expenses”. The policy
shail show Landiord as the named insured and Landiord's Lender as an addiional insured. Tenant shall
‘cary full replacement cost, all-risk property damage and hazardicasualy insurance with extended
‘coverage insuring against loss or damage to Tenant's Alterations, Improvements, furnishings, fixtures,
‘equipment, and other personal property situated in or about the Premises, as well 2s all exterio glass.
inciuded in the Premises. Notwithstanding the preceding o the conirary, Landiord shall have no obiigalion
toinsure the Tenant Upitprior to the CO Date.

122, Lisbility Insurance. Tenant shal, a s expenss, mintain n efecta commercial general
bty polcy wih coverages not less than the Tanan Lisbilty Covarage. This poicy sha ) be primary
:and non-conlributing; (i) contain cross-fiability endorsements; and (i) show Landlord and Managing
‘Agent as addiionsl nsureds. Landord shall mainain n effec a commercial general fabilty poicy wih
coverages ot ess than the Landlrd Libiity Coverage. The cotof s insurance shall b inciuded in
“Expenses’. Limts n 0xcoss of $1,000,000.00 may be povided by an umbreliexcess poficy. Landlord
‘shall maintain in effect a commercial general liability policy with coverages not less than the Landlord
Lisbity Coverage. The cos of s insurance maintained by Landird shallbe nciuded in“Expenses”. The
amount and coverage of such insurance shall not limit a party's liability nor relieve that party of any other
obligation under this Lease.
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123. Worker's Compensation. Tenant shal, at its expense, maintain Worker's Compensation
Insurance coverage suficient to meet all loca, state and federal govermmental regulations.

124. Business Intorruption Insurance. On and after the CO Date, Tenant shal, at ts
expense, maintain business inferruption insurance in an amount equal to the Business Inferruplion
Insurance Coverage. This insurance shall insure that the Base Rent will be paid to Landlord (unless such
Rent s abated or this Lease lerminates, a5 provided below) if the Premises are destroyed or rendered
unusable by a risk insured agains: by a policy of standard fire and extended coverage insurance, wilh
vandalism and malicous mischief endorsements.

125. Policlos. Except as expressly provided othervise in Section 7.2 o this Section 12, all of
Tenants required policies o insurance shall be maintained confinuously thoughout the Tean and provide
hat they: ) may not be changed or cancelled wilhout 10 business days' prior written notice to Landiord;
and (i) shall be underviilten by insurers who have a Best's Financial Srength Raling of "A-"or btter and
2 Besfs Financial Size Gatogory of at least ™XII" s set forth i the then most current issue of “Best Koy
Raling Guide" (or f the Sest ratings are disconfinued, a comparable method of raing insurance
omparies), who aro licensed o do business In North Garolna, and who are autharized [0 issue the
policies. Al ether parly's request, a certicate (ACORD Form No. 25 or equivalent) evidencing the
fequited insurance shall be given to the requesting party. The general abilly policies shall bo on 1O
Form CG 00 01 04 13 or equivalent"occurrence basis’ insurance polcy form. Upon 30 days' advance
waitten nolice to Tenant, Landlord may, from time to fime, increase any required coverage amounls
specifiedin this Seclion based upon inflation,increased fabilty awards, recommendation of Landlord's
professional nsurance adisers, or as needed o moet Landiord's Lender's requiremenls. f Tenant fas to
doliver any polcy, crtiicate, or renewal to Lanlord required under this Loaso within the prescribed Ume
period or if any such policy is canceled or modified during the Term without Landlord's reasanable
consent, Landiord may obtain such insurance, in which case Tenant shall remburse Landiord for he cost
of such insurance wtin 15 days after receipt ofa statement that indicales the cost of such insurance,
which tatement shall be accompanied by a copy ofthe insurancs policy obtained by Landior.

126. Indemnification. Excepl where caused by a Landiord Party' negiigence, gross.
negligence or il misconduct, Tenant shall indemnify and hold the Landiord Parties harmiess from any
Vabilty forinjury o or death of any parson o damage to any propertyrelaing t or aising 0ut o Tenant’s
or s invitee's, employee's, agent’s, or conlracior’s s or occupancy of the Premises or Gommon Areas
or breach of its obigations under this Lease. Landiord shal indemnify and hold the Tenant Parties
harmiess from any iabilty ot injury o or death of any person or damage to any propery relating o or
arising out of a Landiord Party's negligence, gross negiigence, or wllfl misconduct. I the party to be
indemnifid is made a party to any ligation commenced by or against it for which s o be indemnified,
then the indemifying party shall protect and hold harmiess and pay all court costs, penalles, charges.
‘damages, expenses, and reasonable atomeys fees incurred or paid by the party to be indemnified. All
acls aliibutable o a parly shal extend to that party's members, offcers, irectors, employees, agents,
sharehalders, parent, and affates provided that the other lenants in the Buiding shall nal be included
these groups. These indemnification obiigations shall survive a termination of this Lease.

127, Waiver of Subrogation, Notwithstanding te languago of Saction 12,6 0 the cantrary or
that he oss or damage may be dus o o resu from he negigentor wilfl actof a party or s empioyees.
‘or agents, Landlord and Tenant, for themselves and their respective insurers, release each other from
2y and al caims, demands, acions and causes of acion tht each may have or claim f have against
the other for loss or damage to persons or property, both real and personal, caused by or resuling from
asualios reqired 1 be insured against by he terms of s Lease or oherwiss insured against by the
party suffering the loss or damage. For the purpose of the foregoing waiverirelease, the amount of any
Geducile spplicadl {0 any loss o damage shallbe ceemad coversd by, and recovered by he nsured
under, the insurance policy to which such deductibie relates. Al policies of insurance required by this
Lease shall contain a provision whereby the insurer waives all rights of subrogation against either Tenant
or Landlord, as appropriate. If insurance policies with waiver of subrogation provisions shall be obtainable
only at a premium, the party obtaining the policy shail pay that additional premium. Except to the extent a
parly’s insurance pays (or would have paid if the insurance coverage required by this Lease were in
effect) a claim that otherwise would be subject to indemnification by the other party, this release is not
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Intended to nor shall it release such other parly from it indemnification obligations as set out in this.
Lease. These obligations shail survive a terminalion of this Leaso.

3. DESTRUCTION/CONDEMNATION.

131, Destruction of Premises.

13,1, Substantial Destruction I afer the CO Date the Premises are totaly or substantially
(more than 50% of the rentable square fesf) destroyed by fre or other casually, eilher Landlord or Tenant
‘may terminate this Lease by giving wrillen notico of termination to the other party no fater than 60 days.
after the dale of the deslrucion. In that event and provided Tenant imely vacales the Premises, Base
Rent and Addilional Rent paid for the period beyond the date of destruction shal be refunded to Tenant
‘and neither party shall have any further obligations under this Lease except fo those obiigations which
are expressly provided to survive a termination.

134.2. Partial Dstrugtion. I there s not total or substaniial destruction of the Premises as
described above, yet: ) Land ord,ints sole judgment, conciudes that restoration of the damags cannot
‘b completed within 270 days; or () less than six monis o the Tesm remains (afler factoring in any
‘exercised Renewal Option), and the repairs are reasonably estimaled to require more than 30 days o
repai; or, () insurance proceeds (along with funds Landlord, n ts discretion, decides (0 provide) in an
‘amount sufficient o restore the Premises aro not made available to Landiord (provided, that Landiord
shall use commercially reasonable efforts to abtain the proceeds to which it is eniled under its appicable
insurance policy); ether Landlord or Tenant may, at s option, terminate this Lease by giving witien
nolice of termination 1o the ofher party not ater than 30 days after the date Landlord provides Tenant with
the information described below. In that event and provided Tenant imely vacaes the Premises, Base
Rent and Addilional Rent paid fo the period beyond the date of desiruciion shall be refunded to Tenant
and neither party shall have any further obligations under this Lease excep for those obligations which
are expressly provided to survive a terminalion. Within 30 days after the casually, Landlord shall furnish
Tenant vith Landlord's estimate o the fime required to complete repairs and whelher of not sufficient
funds are available to pay for the required repairs.

13.1.3. RepairRestoration. Iftis Loase i notterminalted pursuant o Soction 13.1.1 or 13.1.2,
Landiord, a ts expense, shall prompll restore andior repeair the Premises and any olher portions of he.
Buiding outside the Pramises roquired for Tenant’ use of the Premises: providad that,in no ovent shall
Landlord be required to restore or repair: ) any demage o the Tenant Upfit occurring prior o the CO
Deale; i) Aterations, ilures, of Inproverenis owned by Tenant (.e., improvemenis olher than the
Tenant Upf; or (i) any of Tenant's personal property, llof which shall be Tenant’s sole responsibilty;
provided, however, that Landiord shall pay over to Tenant any nsurance proceeds made avaiiable to
Landlord for the purposes of restoring of repairing the items isted above. (For avoidarice of doubl, in o
‘ovent s Landlord required 1o maintain insuranco fo tho foms isted above.) i Tenant is reasonably
required o close alor a porton of s oparalions during the period of repairirestoration, Base Rent and
Addiional Rent shall abate on a proportionai basis (based upon the square footage of the unusable
portin of the Premises) during that period. In o event shall Landiord have any fablty forlosses claimed
by Tenant resuling, direcly or ndirecly, from Tenant’s Inabiiy fo uso the Premises.

13.1.4. Tenant's Faul. Notwithstanding the above to the conlrary, if the Premisos are damaged
due to willl or grossiy negligent acts or omissions of Tenant, ts employees, agents, coniractors, of
nvitees, Tenant may not terminate this Lease and there shall be no apportionment or abatement of Rent.

13.1.5. Waiver. Tenant acknowledges that the provisions of this Section shail govern the rights
and obligalions of the paries n the event of any substaniialor total destruciion to the Premises and
Tenant waives the protection of any stalute, cods, o judicial decision which grants a fenant any other
fighis to terminale a lease in the event of the substantial or tolal destruction of the Premises.

13.2. Condemnation of Premises. f af of the Premises, or  porion which will make lre
remainder unusable for the Permitted Use, is taken under the power of eminent domain (or a conveyance
i leu thereof, then this Lease shall lemminate 25 o the vesiing o il in the condemning aulhority and
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Base Rent and Additional Rent obligations shall be adjusted between Landlord and Tenant as of that
dale. f only a portion of the Preises are taken and Tenant can reasonably conlinus use of the

remainder, e this Lease willnot terminate, but Base Rent and Additional Rent obligations shall abate in
ajust and proportionale amount o the loss of use incurred by the taking. Except as otherwise provided by
the authority granting an award of damages, Tenan! shall have no right or caim to any part of any award
made to o received by Landlord for any taking of the Premises and o right or ciaim for any alleged value.
of the unexpired porton of this Lease; provided, however, thal Tenant shall not be prevented from making
a claim against the condemring party (but not against Landlord) for any moving expenses, loss of profits,
or taking of Tenant' personal property (including its leasehold interest) to which Tenant may be enled.
No Tenant's claim may, howover, diminish Landiord's or Landlord's Lender’s award wilh respect o the.
Premises. For purposes of tis Section, Landiord and Tenant shal make a good failh determinalion as to
‘whether or not the Premises are stll uitable for the Permitted Use after a taking. i less than a fee flle o
allor any portion of the Premises shall be taken or condemned by any govemmental authrity for
temporary use or occupancy, this Lease shallcontinue in full force and effect; but with Rent abated during
any period when Tenant's use of the Premises is impaired in proportion to the mpairment of such use.

14. CAREIRETURN OF PREMISES.

141, Care of Premises. Tenant shalnot, o the extent wiin Tenant's conro, permitor cause
any actto be performed upon,in, or aboul the Premises which shall cause or be ikly 10 cause injury (o
any person or o the Premises, e Building, (he Common Aroas, or any adjoning property. Subjectfo
Landlord's obigations under Section 9.3 and Exhibit , Tenant shal at all imes keep the Premises in a
neat and orderly conditon. Terant shall take reasonabis care of the Premises, fixtures, and
‘appurtonances and suffer no waste or nury to such and sl pay or il repais to the Buiding or
Promises necessialed by lhe faul o Tenanl,ts employecs, agents, customers, o gues's. Tenant shall
‘comply with allrash storage policies established by Landiord from ime 1o limo.

142 Retur of Premisas. Upon the erminalion of this Lease, Terant shal relu he Premises
o Landiord subsiantally nthe samo condion as received and shal deliver any ceticaton roquired
under Exhibit G. Excepted from this obligation are: (j) conditions which are Landlord's responsibility or
result from Landlord's or its agent's or employee's gross negligence (except 1o the extent covered by
insurancs maintined by Tenant a casualty o a condamnaton: (i) rcinary wear and tear: and ()
Landlord-approved ARrations which Lanciord has not reqired o be removed. Tenan shai ba
responsible for all damages to the Building or Premises caused by the removal of its equipment, trade:
fiures, and olner personal property fom the Premises. Tenant shall bo rosponsiio fo al damages o
1o Buiing or Premises caused by the removal of thir squipment and rade fxuresfrom the Premises.
“The obigatins in s Seclon shal strie a terminaton of this Lease. Any falure by Tenant o comply
vith s Secton shall be deemed f bo a holdover (as described in Section 15) by Tenant or the period
i takos Tonan, o fTonant fais to do s0 aflr wrien ot fom Landord, Landlord o complele any
equred repaiteplacement actites nesded t relun (h Premises to the required condilon.

14.3. Surrender of Premises. No act o thing done by a Landlord Party or Landiord's agent
shallbe deemed to constute an acceplance by Landiord of a surrender ofthe Premises prior (o the
Expicalion Dale unless such inent i speciicaly acknowledged in wilng by Landiors. The deliery of
Keys o the Premises to.a Landiord Party or Landlord's agent shallnot consilute a surrender of e
Premises o effecta lerminalion of s Loase, whether or ol the keys are retained by Landiord. Neiter a
surender of this Lease by Tenant, whelher accopled by Landiord o not, or @ mutual erminaton of s
Lease shll work as & merger; but, at Landlord's opton, shall operate ilher as an assignment o
Landlord of all subleases or sublonancies of the Premises or erminate any or llsuch subleases or
sublenancies.

15. HOLDING OVER. f Tenant remains in possession after termination of this Lease without the
‘execution of a new lease or Landiord's written consen, Tenant shall not acquire any right, ille, or interest
in the Premises. In that event, Tenant shall occupy the Premises as a tenani-at-will and shal otherwise
be subject lo al appicable conditions, provisions and obligations of this Leas; except that all options and
fights of renewal, ighis offirst refusal, and the fike, f any, shallterminate. Notwithstanding the preceding,
Landiord shall have the right to pursue summary ejectment of Tenant as provided by law and to recover
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from Tenant any and all damages suffered as  result of that holdover,including any indrect,
onsequential, or special damages sustained by Landiord refalng to any I0ss of a prospeciive lenant for
the Premises; provided, however, that Tenant shall not be liable to Landiord for any damages (olher than
the paymenl of increased Base Rent as provided below) during any such holdover unless and unl
Landlord has () deiivered witen nolice to Tenant that Landlord has execuied a lease wilh a new tenant
for the Premises; and (i) provided Tenant at least 15 days {0 vacale the Premises after reccipt of such
nolice. (For avoidance of doubt, nothing in this Section shail be deemed (o give Tenant any fogal
right to occupy the spac after the expiration of the Lease.) During the hoiding over period, Tenant
shall continue o pay Additonal Rent as prescribed n this Lease; but shall pay monihly Base Rent equal
10 the Holdover Rent Multple times the Base Rent Instaliment Amount in effect as o the last monih
immedialely prio to the terminaion; provided thal the increased rent paid by Tenant (.., the amount
over the Base Rent Instalment Amount) shall be credited toward those damages, f any, incurred by
Landlord as arising out of the holdover.

16. ASSIGNMENT.

16.1. Teriant Restriction, Tenant shall not assign tis Lease or subet the Premises, In whole
orin pa, whether voluntaly or by operation of 2w, without both () Landiord' reasonable por ritlen
consen; and (1) NCSUs approval s described in Sectlon 16.2. 1t shal not be unveasonabio for
Landiord o wilhhold consent .

() the assignes/sublessee is engaged in the commercial real estate business (including property
‘management or the brokerage, ownership, or development of compelitve propertes), or the provision of
“execufive suiles” of any similr arangement;

(i) the assignee/sublessee’s business which is not in some way connected or associated with
NCSU, such that the assignee/sublesses would not be qualifed 1o lease space directly from NCSU in
‘accordance with NCSU's policies for leasing to tenants in the Campus;

() itwould cause Landiord to be in default under another lease in the Buikling of the Campus;

(v) occupancy by the proposed assigneelsublessee would violate the terms of this Lease or
‘cause Landlord to be in breach of any restrictive covenan! relalive 1o the Building, the Campus, or other
leases, or materially increases the costs of operation for the Buiding;

(v) Landiord's Lender wilhholds its consent or Landlord's granling consent would be a breach of
the Deed of Trust; provided Landiord takes commercially reasonable efforts to resolve such and is
unable to do so; o

(4 the proposed subtenant or assignee is a person or entity with whom Landlord or s agent
vilhin the preceding six months has given o recsived any willen of oral proposal regarding leasing
space i any bulding in which Keystone Corporafion or ts principals owns any interest and which
building has suitable space availablo for such proposed sublenant or assignee.

If Landlord unreasonably withholds its consent, Tenant's sofe and exclusive remedy is specific
performance and under no circumstances will Landlord be liable for any damages.

Any proposad assignment or sublease shall aiso be subiectto the following addilonal imitatons: @)
Tenant shall ot post any signs advertising the avalabiily of the Premises anywhere in (ncluding inside
the Premises) or on the Building; and (i) all public advertisements regarding the assignment of this
Lease or subletting all or any portion of the Premises, shall be subject to Landlord's prior written
reasonable approval. In no event shall this Lease be assignable by operation of any law. Any attempted
assignment of this Lease or sublease in violation of this Secton shall be voidable by Landiord, i ts
discretion, and, notwithstanding anything in this Lease to the contrary, shail immediately be an Event of
Default (., Tenant shall have no right to notice of o fightto cure, that dsfaul).
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16.2. NCSU Approval. The Campus is a research and advanced technology campus where
universil, indusiry, and government partners inleract in mulidisciplinary programs directed toward the
‘solution of contemporary problems. A wide range of business uses are permitted in the Campus,
including the following: research and development, information technology, computer software/ardware,
advanced materials, engincering, biotechnology, environmental sciences, agricullure and e sciences,
‘and business management. I the event of a dispute concerning the qualiications of a potental
sublenant under the preceding sentence, the quastion vill be presented to NCSU's Vice Chancellor for
Research, innovation and Economic Development for a decision. In addition, a variety of commercial and
retail support services may bo pormited in the Campus. I the event of a dispute concerning the
qualifications of a poteniial sublenant under the preceding senlonce, the question vl be presented to
NCSU's Vics Chancaliorfor Finance and Admiistration for a decision. Shouid Tenant be dissalisfied
wilh a decision made by either Vice Chancellor regarding either of these categories, Tenant shall have
he right o submit the quesiion to the Chancelor of NCSU, whose decision shall be final

Notwithstanding the foregoing, NCSU agrees that: @) t will not deny any sublease or assignment to any
applicant for reasons other than failure to mee the ciiteria generaly applicable to ofher prospective
Campus tenants; and (i) any subleass or assignment appicant which, at the ime of such application, is
alceady a tenant in good standing in another building in the Campus shall automalically be deemed
acceptable to NCSU, provided its proposed uss of space is similar to its use of such ofher space in the.
Campus.

16.3. Notice. If Tenant proposes (o assign any inferest n this Lease or o sublet alor any portion
of the Premises, Tenant shalfistsubmi t Landlord a written notce of s intentions (the "Notice of
Intent). The Notice of Intent shal contain: () the niame of the proposed assigneelsublenant; (i) the temts
of the proposed assignmentisubletling and a copy of the proposed assignmentsublease agreement; and,
) any other informalon reasonably requested by Landiord. Landiord shiall send the Notice ofIntent and
‘any olher accompanying maleriai o NCSU fo their approva; but Tenant shailbe solely responsibie for
obaining that approval.If Landlord consenis to the proposed assignmenisublease, it shall be an express
‘condiion of thal consent that: () Tenant provide Landlord with a copy of the executed assignment,
sublease, or olner applicable document promplly after t s executed: and (i) no material modification or
‘assignment of that assignmentisublease shall be peiited wilhout Landiord's reasonabe prior witlen
‘consent. Landiord shall have 15 business days from recaipt of the Notice ofInent to consent o ofreject
Tenants sublease or assignment.

16.4. Liability. Landiord's consent to one transfer shall not bo deemed a consent to any
subsequent transfer. Any assignment or sublease o which Landlord may consent (one consent not being
any basis to contend that Landiord should consent to further assignments or subleases) shall not relieve:
Tenant or any guarantar of ts Loase obligations. If Tenant’s assignee/subtenant defaulls under this.
Lease, Landiord may proceed directly against Tenant without pursuing remedies against that
assignee/subtenant. Landiord may consent to subsequent assignments or modfications of this Lease by
Tenant’s assigneelsublenant, wihout nolifying Tenant or obtaining its consent, and such action shall not
relieve Tenant from liabilty under tis Lease. Landiord's acceptance of rent from any person other than
Tenant shall not be a waiver of any of Landiord's rights.

16.5. Costs. If Tenant requests Landiord's consent to an assignment/subleting of ths Lease,
Tenant shall pay Landlord'sreasonable and actual alloreys' fess incurred in connection with that
matter, such foes ot 0 exceed $1,500.00 for each requesL. (This cap shallncreass at the ate of 3%
‘por annum from the Commencement Date) I aditon, Landiord reservs the right f Tenant is
eleased from its obigations under this Lease, in s discretion and as a condiion of any assignment
permited under any subsection of this Section, 10 require the assignes (o increase the Securty
Deposit Amount to an amount equal to the then effective monihy Installment Amount of Base Rert.

16.6. Excess Considoration. If ths Lease is assigned or the Premises sublet, one-haf o the
‘consideraton in the form o Renl received by Tenant from that assignment or sublease over the amount
paid as Rent during the comparable period (the "Excess Consideration’) shall be paid to Landlord as
Addilonal Rent on a monihiy basis. In the event less than al of the Premises is subleased, a pro rata
portion (calculated on a per square fool basis) of the Rent paid by Tenant shal be used in calcuialing the
Excess Consideration. The reasonable leasing comissions paki by Tenan, the amorlizaon of the cost
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of any improvements made to the Premises at Tenant’s cost fo the assignee/sublesses, the amrtization
of the TU Costs paid by Tenant, and other reasonable, out-of-pockel costs paid by Tenant to unalfiiated
hid partes in connection with lhe assignment/subleting shall be deducted in calcutating tho Excess
Consideration. Fxcess Consideration shall not include the price paid to Tenant by the assignee/sublenant
for Tenant's equipment, assels, intangiblo property, stack, and/or business as a going concern. Within 10
days of the dale the assignse/subtenant begins occupancy in the Premises, Tenant shall send Landlord a
copy of the executed Lease Assignment or Sublease, as appiicable, and a detaied statement showing
the calculation of the Excess Consideration, including the total consideralion to be paid by the
sublenanl/assignes over the term of the assignmenUsubletiing and any costs (to be accompanied by
reasonable supporting documentation) to be deducted from that amount as permited by this Seciion.
Landiord shall have the right, at any fime, but not more than once per calendar year, during business.
hours and upon o less than five business days' priof reasonable notice to Tenant, to audi Tenants
books and records to verify the accuracy of that statement.

16.7 Affiliated Entities. Notwithstanding anything contained in this Lease to the contrary,
Tenant may, without Landlord's prior consen, assign this Lease or sublease allor a portion of the
Premises to an Affiated Enity (as defined below); provided that the assignment or sublease to the
Afiated Entiy shall be permilted only 5o long as the assignment or sublease is made for a good faith
business purpose and the assignee or sublenant remains an Affifated Eniity. Tenant shall nevertheless.
give, subject to any legally required confidentialty requirements, Landiord prompt notice of any such
assignment or sublease, which shal include the information specifled in Section 16.3; provided that,in
the event Tenant cannot provide such nolice to Landiord prior o the assignment or Sublease in question
due to any such legally required confidentialty requirements, Tenant shail provide such nofice o
Landiord as soon s reasonably possible afier such legally required confidentilly requirements are no
longerin effect. For purposes of lhis Lease, an *Afiiated Eniity” shall mean a partnership, corporation,
or imiled abilty company that direclly or indirectly controls, s controlied by of is under common control
wilh Tenant, Ihe purchaser of substantialy all of Tenant’s assels (provided the purchaser assumes the
Lease, in wting, in a form reasonably acceptable to Landlord),of the surviving ently in @ merger
involving Tenant. An assignment or sublease pursuant to this Section shall nol release Tenant or any
‘guarantors from thele respective oblgations under this Lease. Notwithstanding anything in this Section
1610 the conrary, every assignment of this Leaso or sublease of any portion of the Premises i subject
10 NCSU's prior written approval,

16.8. Landlord Assianment. Landlord may assign this Lease o Landiord's Lender as colateral
andior to a purchaser of Landlord's interest in the Building without Tenant’s prior consent or approval, but
such assignment shall be subject o Section 18.2.

17. DEFAULT/REMEDIES.

47.4. Tenant Defauit. The following events (each an "Event of Default) shall each constitute a
material defauit by Tenant:

(@) If Tenant ails to imely pay any sum due Landlord under this Lease, which failure shall
‘continue for a period of five business days afer receipt or deemed receipt of wrilen nofice of that faiure
by Tenant; or

(b) If Tenant fils to imely perform any non-monetary term, condilon, or covenant of tis Lease,
‘which failure continues for a pariod of 30 days afier receipt or deemed receipt of writen nofice of that
fallre by Tenant; provided that, if the default cannot be reasonably cured within that period, Tenant shall
ot be in defauit 50 long s t commences a cure of the faiure within that 30-day period and thereafter
diigently conlinues to pursue such cure to completion within a reasonable time after the expiration of hat.
Inital 30-day period (in o evant to exceed a total of 90 days after Tenants receipt or deemed receipt of
the wrien notice of that fallure). Notwithstanding the preceding to the conlrary, where a specifc ime
period following a writien nolice of such faiure is olherwise provided in this Lease for Tenants
perdormance, the failure to perform by Tenan within such time period shall be an Event of Default (ie.,
the cure periods provided above shall ba inapplicable); or
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(©) An Insoivency Proceeding occurs with respect to Tenant and such is not stayed or vacated
within 60 days of entry thereof and provided Tenant does ot conlinue to pay Rent hereunder; or

(@) 1 Tenant’s interest in this Lease or the Premises is subjected to any altachmen, levy, or sale.
pursuant o any order or decree entered against Tenant in any legal proceeding and the order or decree
shallnot be vacated within 30 days of s entry; or

(@) If any guarantor of his Lease revokes or otherwise ferminales, or purporls to revoke or
othervise erminale, any guaranty of allor any porion of Tenant’ obligation under this Lease. Unless.
othervise expressiy provided, no guarenty of his Lease is revocable; or

() I Landiora, with reasonable cause, on more than two occasions in any 12-monih period, ives.
nofic to Tenant of the same defaul under subparagraphs (2)or (o) above, notwilhstanding Tenant's
subsequant cure of the noticed defauls vihin tho allowable periods.

‘The notices required by this Section are intended to salsfy any and all nofice requirements imposed by
Iaw on Landlord and are not in addilion to any such requirement.

17.2. Remedies Upon Tenant Dofault.

() Upon the occurrence of any Event of Default, Landiord, with or without temminating this Lease,
immediately or at any time thereafter, shall have the right, a ts oplion, o utiize any one or more of the
following remedies:

() Landiord may make any payment required of Tenant and/or re-entef the Premises and correct
o repair any condition which shall consfitule a failure on Tenant's part to keep or perform. Tenant
shallreimburse Landlord for any reasonable expendiures made by Landiord in making the
‘payment and/or corrections of repairs within 15 days after dolivery of a statement to Tenant
‘accompanied by reasonable documentation supporing the demand.

(@ Landiord may demand in writing that Tenant vacate the Premises. Tenant shall vacate the
‘Premises and remove allits property within 10 business days of Tenant’s recaipt of he notice,
whereupon Landiord shall have the right {0 re-enter and take possession of the Premises.

() Landiord may re-enter the Premises and remove Tenant and al of Tenanl's property.

() Landiord may re-let all or any portion of the Premises for such time, rent, and othier terms
‘and condilfons as Landlord, in it sole discrelion, may deem advisable. Landiord may make any
alterations or repairs to the Premises which it may deem necessary or proper to facitate the.
releling. Tenant shail pay all commercially reasonable costs of the releting applicable to the.
‘Term remaining on this Lease, including the commercially reasonable cost of any alterations or
fepairs o the Premises. I this Lease has not been terminated by Landord, Tenant shall coniinue
o pay allcharges due from Tenant under this Lease up to and including the date of beginning of
payment of rent by any subsequent tenant of partor al of the Premises, and thereafier, Landiord
may accelerate and collect ffom Tenant the dierenc,if any, between the rent to be collected
from that subsequent tenant and the Rent reserved in this Lease for the balance of the Term,
after discounting the difference o is present value by a factor equal o Landlord's Lender's then
‘announced prime rate. In no event shall Tenant be enilled o receive any excess of any renls
colected by Landiord over the Rents due from Tenant. In no event shall Tenant be eniiled to
receive any excess of any rents collected by Landlord over the Rent due from Tenant.

(¥) Landiord may terminate this Lease without nolice or demand {o vacate the Premises. This
Lease shall be deemed to have been teminated by Landiord only upon Landlord's writien notice:
of terminaion delivered to Tenant. Upon termination Landlord shall nevertheless remain enilied
o recover from Tenant all sums provided forin subparagraph (v) above as ifthis Lease were not
terminated.
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(v Landiord may exercise any other remedies and recover any other damages avalable to it
under law or in equily.

(8)_Inthe event of any re-entry of the Premises by Landlord pursuant to any o the provisions of
this Lease, Tenant waives all claims for damages which may be caused by that re-enlry except those
‘damages arising from any Landiord Party's gross negligence o willul misconduct which damages are ot
olherwise covered by insurance maintained by Terant or would have been covered by insurance required
to be maintained by Tenant. Tenant shall reimburse Landlord for any and alllosses, cosls, expenses.
(including legal expenses and reasonable attomeys' fees), and damages suffered by Landlord by reason
of its re-entry, removal, andlor storage of Tenani's property. No re-enlry shall be considered or consued
to be a forcibie entry.

(C) Upon any material breach of this Lease, regardiess of whether that breach is, or becomes,
an Event of Defaul, Landiord shall be reimbursed for any and all actual and commercially reasonable
expenses incurred by Landlord, including legal expenses and reasonable attormeys' fees, in enforcing the
terms and provisions of this Lease.

(D) Any of Tenant's personal propery remaining at the Premises 10 business days after a
repossession of the Premises by Landlord after an Event of Default or after a termination of this Lease
shall be deemed abandoned by Tenant. Tenant shall be iable for any and allstorage andior removal
costs incurred by Landlord In storing and/or removing that abandoned properly; provided, however, that
Landiord shall give Tenant witten notice of s election to remove and/or store such personal property. In
‘addition, Landiord shallbe enliled fo sel the abandoned property in order (o recover those:
storagelremoval costs and any other amounts due from Tenant under this Lease. The sale of the.
‘abandoned property may be by privale or pubiic sale as conlemplated under the North Carolina Uniform
‘Commerclal Code or in any olher form provided by law. This right shall be in addition to any statutory lien
for rent or similar rghts available to Landiord undor law of this Lease

(E) For avoidance of doubt, after an Event of Default, Landlord shall not bo obligated to
accept a cure of that Event of Default, such decision to accept being in Landord's sole discretion.

17.3. Landlord's Default. I, after delivery of the Premises to Tenant, Landiord breaches any of
ts duties or obigations 10 Tenant and:

(2) n the case of a monetary defaul, the breach conlinues for five business days after witten
nolice is received or deemed received by Landiord; or

(©)n the case of a non-monetary defau, the breach conlinues for 30 days (or such longer period
ofime a5 t may reasonaby taks to uro providod Landiord promply and diigently pursues te cure and
is not olherwise indefaull after witten nalioe of he breach s received or deemed received by Landiord,
Tenant may take such acton as s reasonably necessary o cure the breach. For avoidancs of doubt
purposes, except where another remedy is iherwise expressly provided in this Lease fora Landiord
efaul the above remedy shall bo Tenants solo and exclusive remedy for a default by Landlord. In this
event, Lanclord shall, upon demand (accompanied by reasonable documentalion supporting the domand)
reimburse Tenant fo expenses reasonably incurred by Tenant in curing Landlorc’s breach, incucing logal
expenses and reasonable aloreys'fees. If Landord shall fal o promptly reimburse Tenan!, Tenant may
wilhhold or abate s Ren payment dus 1 the extent of the unreimbursed expenses. In the event of any
dispute about Tenant’ right o abate or withhold Rent or ther sums payable to Landiord under tis
Lease, Tenant must dopositho dispuled amounls in escrow inan iterest-bearing account wilh
Landiord' Lender, conditoned on resoluion of the dispute by a fial, on-appealable court order or by
mutual wrilten agreement of Landiord and Tenat. Any interest earned shall be paid o the party enliled
10 1ho escrowed funds and any fees of he Landlord's Londer shall bo paid by the party notentied to the
escrowad funds. Regardiess of the outcome or rosolulon of the dispute, no Event o Default with respect
1o the subject matter o the disputo shall bo doamed to have occurred 5o fong as the disputed amouts
are imely depositedin oscrow by Tenant. Notvilhslanding the foregoing, f Landlord has ot imely cured
a defaull and the cosls which Tenant would reasonably incur fo cure that partcular defauk exceed a otal
of$50,000, as allernative remedes, Tenan, at i eleclon, may: ) sue to specifically enforce Landiord's
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‘obligation; or (ii) terminate this Lease without any liability by giving Landlord wrilten notice no less than 30
days pror t the effeive date o such terminalion: rovided, n elhr evenl, that such stemaiie remedy
is exercised by Tenant within 80 days o the date Tenant has given Landiord writien notce of Landord's
default

17.4. Mitigation. Whenever a partyisin default under this Leass, the non-defautting party shall
use commerciallyreasonable efors (o mifgate the damages resulling rom the defaul; provided,
however, Landlord shall ot be obligated o market o relet the Premiss: (a) on a prioriy basis
over unleased or unoccupied space in the Buiding; (b)for a use diferent from the Pormitted Use;
or () ata rental rate below the lesser of: () the then current fair market rental for the Premi

and (i) the then effective rental rate for the Premises. The parties acknowedge that the rostictions of
he Ground Lease as {0 the type o tenants permited 10 occupy the space i the Buiding may impair
Landlord's abilty to migale ts damages by re-leasing the Premises.

18. SUBORDINATION/ATTORNMENT/ESTOPPEL.

18.1. Subordination. Depending on the requirements of the then Landiord's Lender, this Lease
‘and the righs of Tenant vl ither be subordinate or superior to each Deed of Trust. If Tenant requests.
such, such subordination shallbe subject o the terms of a wrtten subordination, non-disturbance, and
aftormment agreement (an "SNDA") between Landiord's Lender and Tenant (and Landlord if requested by
Landiord's Lender). Should Landiord's Lender request an SNDA, 0 long as the language and provisions.
‘comport with the provisions of Uris Lease and olherwise are customary for commercial real estate leases
of this type, Tenant will execute an SNDA making this Lease superior or subordinale, as the case may
be. Should Tenant fal to Umely deliver the SNDA within 15 days of Tenant's receipt of Landiord's
Lender's witten request, then:

(a) Such failure shall be deemed an Event of Defaull i it continues for an additional ten days after
written notice to Tenan; andlor

(b) Tenant shallpay to Landiord, as Addional Rent, $100.00 per day for each day past that 15-day
period Tenant delays in defivering the SNDA;

provided that Landlord may not seek the remedies set forth in this subparagraph for as long as the delay
is atrbutable o reasonable negoliations between he partes refating o the form or content o the SNDA.
Each SNDA shal ) be in wiling; i) include language (o the effect that, provided Tenant is not n default
under this Lease beyond applcable notice and cure periods, Tenant's rights under this Lease shall not be
disturbed or affected by any default by Landiord under tho Deed of Trust and (i) otherwise include.
provisions customary for SNDAs for commercial real estate leases of this type. Upon Tenants writen
request, Landlord shall use commercialy reasonable efiors to cause the then current Landlord's Lender to
enter info an SNDA In the form descbed in this Secfion.

Landiord shall obtain rom Landlorc's current Lender an SNDA with respect to tis Lease in conformance
wilh the requirements set forth above within 20 days of the Execulion Date.

18.2. Attornmnt. Tenant and any guarantor of s Lease shall bs bound t0:a Successor under
allof the terms of this Lease for the balance of the Term, with the same force and effect a5 f the
Successor were Landlord under (is Lease. Tenant and any guarantor of this Lease is deemed (0 alom
10 the Successor as s landlord (but only on the express conditon that Tenan’ rghts under this Lease:
shall ot be disturbed o affected so long as Tenant s not In default beyond any applicable nofico and
cure periods under the terms oftis Lease) and no futher documents shall b requied 1o effectuate the
attornment. Provided Successor becomes logaly bound o Tenant n respect ofal of Landlor's duties
‘and obligations accruing under this Lease on and aftr Successor acquires tile, Landiord shall have no
furher iabilly under this Lease for duties of obigalions thereater accruing undar his Lease and Tenant
shallook solely o the Successor for any subsequent performance dus by Landlord. Each wriflen
attorment agreement of Tenant shal: () incude language (o the effect tha, provided Tenant s notin
default under this Lease beyond appicable nolice and cure periods, Tenant’ ights under this Lease shal
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ot be disturbed or affected by any default by Landiord under the Deed of Trust; and () otherwise include
provisions customary for altornment agreements for commercial real estate leases of his type.

18.3. Estoppel Certificate. Within 10 deys afer Tenant’ receipt of Landlord's or Landlord's
Lender's writen request, Tenan (and, f 2ppiicable, each Guarantor) shal execute a tenant estoppel
certicate (a *TEC") sling forth the following facts wilh respect o this Lease: ) ts date of occupancy:
@) the Term; (i) the amount of periodic Rent then due and lhe date to which Rent is paid; (v) whether or
Rotithas, to Tenants knowiedge, any defense o offsets o the enforcement of this Leass; (1) s
knowledge of any default or breach by Landlord under fhis Lease; and (vi) whether or not iis Lease s in
full force and effect, inclusive of all modifications andior amendments, copies of which Tenant shallattach
tothe TEC. Tenant acknowiedges that Landlord and any prospeciive purchaser or lender may rely on the
TEC given by Tenant and each guarantor. Uniess Tenantis reasonably negoating the form o content of
the TEC, if Tenant fals to imely delivr the TEC within the 10-day period specified above, then Landiord
may send a second writen request for the TEG lo Tenant. Unless Tenant s reasonably negofating the
form or content of the TEC, if Tenant fais o fmely defiver the TEC within fve days after receipt of the
second request:

(2) Landlord, and any prospective purchaser o lender, may conclusively presume and rely upon
the following facts: () that the torms and provisions of his Lease have not been changed except as
ofhervise represented by Landlord; () that this Lease has not been terminated except as otherwise
represented by Landlord; () that not more than one monit's Base Rent of other charges have been paid
in advance; and (i) that Landlord is notin default under this Lease. Tenant shall be estopped from.
‘denying the truth of such facts; andior

(5) Tenant shall pay to Landlord, as Addiion Rent, $100.00 per day for each day past that five-day
period Tenant delays in deivering the TEC after Landlord's secand request; provided that Tenant shall not
be required o pay such chargo ifthe delay s atibutable 1o reasonable negotiaions between the parties
relating to the form or contert of the TEC.

18.4. Landlord Lendor's Riahts. If Tenant s nofied of Landlord's assignment of his Lease as
securityfor a Deed of Trust and of the name and address of Landlord’s Lender, Tenant shall ot
thereafte terminate his Lease for any default by Landlord withoul first giving willen nolice o s ntention
0,60 3010 Landlord's Lender (the notce fo describe i reasonable detal he nalure and extent of the
dofaul) and affording Landlord' Lender the same opporturity (.., period of ime) o cure the default as
given Landlord undor the terms o this Leaso. Tenant iaives Ihe prolection of any statute or rul of law
‘which gives or purports o give Tenant any rght o ferminate tis Lease or suender possession o the
Premises upon the transfer o Landiod's iterest.

19. COVENANT OF TITLE AND QUIET ENJOYMENT. Landiord covenants and waranis to
Tenant that Landlord has fullright and lawful auhority (0 enter into this Lease for the Tem and that,
provided Tenant is not in defaut beyond any applicable notice and cure period, Tenant's quiet and
peaceable enjoyment of the Premises shall not be disturbed by Landlord or anyone claiming through
Landlord. Tenant novartholoss acknowiedgos that from time to time portions of the Bulding may
be under construction following Tenant's accupancy of the Premises, and that such construction
may result in levels of noise, dust, obstruction of access, etc. Tenant waives any and all rent
offsats or claims of constructive eviction which may ariso in connection with such construction;
provided, however, that Landlord shall not materially impair, and shall use all commercially
reasonable efforts to minimize any impact on, Tenant's business operations and access to the
Premises in the performance of such construction and shall seek to coordinate anticipated
interruptions in services or other disturbances with Tenant to the fullest extent reasonably
possible.

20. RULES AND REGULATIONS.

204. Tenant's Obligation. Tenant shall be bound by the Rules & Regulations. Landiord may,
from time 1o time, make addilional rules and regulations or modifications (o the Rules & Regulations
which it deerfs reasonably necassary or the preservation of good order, safety, care, deeaniiness and
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‘economical management of the Premises. Landlord shall use commercialy reasonabls effors to cause
‘compliance in all material respects wilh the Rules and Reguilions by al tenants and other occupants of
the Buiding; provided that: () Landlord shall not be iabl for non-compliance: (i) any such non-
‘compliance shail not excuse Tepant from compliance; and (i) Landiord may permit reasonabie viivers
s0long as such waivers do not unreasonably iterfere with of materialy and adversely affect Tenant in
the conductofits business or violate any express fights granted 1o Tenant under this Lease. Landiord
shall not olherwise enforce the Rules and Regulafions agains! Tenant in a discriminalory manner.

20.2. Changes. Notwithstanding the above to the conlrary: (a) Tenant shall be provided with
witten notice of any change in the Rules & Regulations; (b) Tenan shail be required to comply with only.
those Rules & Regulations which are appicable 1o all tenants in the Bulding; and (c) no change in the
Rules &Regulations shail be made that would materially and adversly affect Tenant's abily (o use the
Premises for the Permitted Use.

21. EASEMENTS, RESTRICTIONS, AND RIGHTS OF WAY. Th Premises are leased subject
10l easements, eslrctions, and rights-of-way legally afecting the Premises. Landiord has no actual
nofce It these easements, esticion, ofrighis-of-way prohibil the use of the Promises for the
Permilted Use.

22. LANDLORD'S RIGHT OF ENTRY. Landlord shall have the righ o enfer and o grant
temporary icensss to enter the Premises i accordance with the terms of this Section t: () Inspect the
Premises in connection with Landlord's maintenance obiigalions under s Lease; i) exhot the
Pramises (o prospeciive tenants (provided such s fimited o tho period wihin one year piorto the
Expiration Date ), purchasers, orlenders; () make alteraions of repals to he Premises or o the
Buiding o the extent permited by this Lease; () fo abate any condilon which conslfutes a viclaion of
‘any covenant o condilon of this Lease; or (v) for any purpose which Landlord shalldeem reasonably
necessary for the operation and maintenance o the Bukling and the general welfare and comort of s
tenants. Landlord's exercis of these rghts shall ot constilte an actualor construcive evicion. Except
in hose instances where Tenant s in default under his Lease, theso enires by Landlord shall not in any
manner affect Tenants abigations and covenants under tis Leaso. Exceptin the caso of emergencies of
default: ) Landiord shal give Tenant at least 24 hours' advance witen nofce of eniry; (1) enties shall

be during business hours; (i) If Tenant so elecs at the lime, any persons entering the Promisas on
behalf of Landiord shallbe accompanied by one of Tenants empioyees: and (v) Landlord shall make
easonable efforts to minimize intererenco with Tonant occupancy of the Premises. Tenant shal permit
NGSU and it contractrs, agents, and reprosenativas (o enlr the Premises o the samo terms provided
o Landiord under this Seclon; provided thl, in the event o an emergency, when enly to the Premises is
reasonably necessary and neither Tenant nor Landiord is personally present 0 open and permil iy into
the Premises, NCSU or NCSU's agent mayenter the Premises by master key, cods, card, o swilch of
may forcibly enor tho Premisss, wilhout rendering NCSU or such agents iabi for such eniry and without,
i any manner, affecting the obligations and covenants of this Lease.

23. LANDLORD'S LIABILITY. Notvithstanding anything i this Lease to the conlrary, none of
the Landlord Parties shall b iable to Tenant for:

(2) Any damage caused by or any act or negligence of any other occupant of the Buiiding or by
‘any owner or occupant of adjoining or contiguous property.

(®) Provided that causes of the damage aro notdirectly under the care, Gustody, o control of
Landlord, any damage caused o Tenant or s property due to the Premises, Buiding,or Common Avea
(ot any partor appurtenances thereo) being of becorming out of epair o arsing rom the falu of any.
ullty sevice. Tenant shal promly report any defeciive condilon in or about the Premisos, Bulding, or
Common Areas known by it lo Landiord

None of the Landiord Parties shall have any personallibilty for any breach of this Lease or any claims
relang {o the relationship of the paries except o lhe extent of rental income, procesds of saie, insurance
proceeds, condemnalion proceeds, and the Iike received by the exculpated party from the Buiding aftor
the enlry of a judgment in favor of Tenant and Tenant shall otherwiss look solely o Landlord's interestin
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the Building for salisfaction. Any Landlord who ransfers istie to the Buiding is relieved of alliabilty
vilth respect to the obligations of Landiord under ths Lease to be performed on or afer [he dale of
transfer. Notwithstanding any other provisions in this Lease to the contrary, neither Landlord nor
Tenant shall be liable to the other for any special, consequential, incidental, or punitive damages
‘except: (a) this limitation shall not apply o a party's indemnification obligations; and (b) Tenant
shall be liable for consequential damages with respect to a breach of its obligations under Section
15,

24. IDENTITY OF INTEREST. The relationship of the pariies during the Term shall at ai imes
be only that of a landiord and tenant. Nothing i this Lease shall be deemed or construed to have created
the relationship of principal or agent or a parinership or joint venlure between Landlord and Tenant.

25. FORCE MAJEURE. If Landlord o Tenant shall be defayed, hindered, or prevented from the
performance of any act required under this Leass (olher than the payment of money) by reason of
‘governmental restictions, exireme weather or other act of God, scarcly of abor or malerials, slrkes, or
‘any other reasons beyond its reasonable conirol, the performance of the act shall be excused for the
‘period of delay, and the period for the performance of the act shall be extended for he period necessary
10 complete performance afte the end of the period of the delay. Afle the CO Date, any such force
‘majeure extending for a period of 30 days or longer shal be Ureated as a casually and the provisions of
Section 13 shall apply.

26. ATTORNEY FEES. Ifa legal action, Binding Arbilalion, or any other legal proceeding is
brought o enforce his Lease, the unsuccessful parly i the proceeding shall pay o the successl party
e costs of he action, ncluding reasonabls altomeys' ecs. "Reasonable Attorneys' Fees" shal bs
deemed o be fhoss fees actually charged based upon lime aciually spent at customary and reasonable
charges normally incurted fo thase type of ervics, as opposed to any satulory presumpiion which may
then be i effect This cbigalion shall survive a terminalon o this Lease.

27. BROKER. Tenant warrants tht  has had o dealings ith any broker in connecion with
the negotations or cxaculion of this Lease other ha the Brokers. Landiord shal: () be soley fesponsible
for any commissions due Landlord's Broker o olher brokers contacled by or used by Landiord in
connecton wilhthe negolation or executon of tis Lease; and () indomnify Tenant and hold Tenant
armiess from and against any and all cos, expense, o ablty for commissions or ofher compensation
or charges claimed by Landiord's Broker and any olher broker o agen! acing for Landiord with respect 1o
this Lease. Tenant shalt () be soley responsible for any commissions due any brokers contacted by or
used by Tenantin connecton with the negoliationsor execuion oftis Lease, olher than Landlord's
Broker, and (i) indemniy Landlord and hold Landlord harmiess from and against any and al cost,
expensa, orlabiiy or commissions or olher compensaion of charges ciaimed by any broker or agent
2ciing for Tenant with respect (o this Lease.

28. HAZARDOUS SUBSTANCES.

28.1. Compliance. Tenant shall at Tenan’s own expense: (a) comply ith all Environmental
Laws and the requirements of Exhibit G; (b) comply wilh the provisions of Section 11.1(e) of the Ground
Lease appiicablo to a "Permilted Sublenanf’; and (c) make all submissions lo, provide all information
roquired by, and comply vith ai requirements of all govermmental authorites (the “Authorities’) under
the Environmental Laws arising in connection vith s obligations under this Section.

28.2. Tenant's Restrictions. Tenant shallnot cause or, o the extent wilhin Tenant's control,

(@) Any violation of any Environmental Laws on, under, or about the Premises; or
(6) The use, generalion, release, manufacture, production, processing, storago, or disposal of

‘any Hazardous Substance in or about the Premises, or the lransportaiion 1o of from the Premises.
of any Hazardous Substance, excepl: ) in de minimis quaniiles necessary for or incidental fo
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Tenants normal and customary conduct of business; and/or (i) in siict comliance with it
‘applcable Environmental Laws.

26.3. Remedistion. Should any Authority or any thirdparty demand that a cleanup plan be
prepared and that a cleanup be undertaken because of any deposl, spil,discharge, of lher elease of
Hazardous Substances that occurs at any time from Tenant's use or occupancy of the Premises, then
Tenant, al s own expense shalk ) prepare and submit the required plans and al rlated bonds and.
other financial assurances; and (i) carry out all such cleanup plans.

28.4. Indemnification. Tenant shailindemnify, defend, and holg harmiess the Landlord Parties
from all fnes, suits, procedures, caims, and actons of every kind, and allcosts associated therewith
(inciuding reasonable attoreys' and consultants'fees) arising out of o in any way connected vilh any
deposit, spil, discharge, of olner refease of Hazardous Substances which: () occurs al o from the
Premises during the Term o this Lease; (b) arises at any time ffom TenanCs use or occupancy of the
Premises; or (c) esults from Tenant’ faiure o provide all informalion, make all submissions, and tako all
steps required by all Authoriies under the Environmental Laws. Tenant’s obligations and liabiities under
his Section shall survive the temination of this Lease. These provisions reialing o Tenans
enviconmentl indemnificaton obligations shall not, owever, apply to events (and for each of such
ovents Landiord shall be responsibie): () which occur at any time 2s a direct result of the acs or
‘omissions of Landlord andjor Managing Agen, o their respeciive employees, agenls, conlraciors,
successors,or assigns: (i) which arise oul of and are directly caused by events occurring before Tenant
took possession of the Premises; ) which occur after Landiord, its employees, agents, conlraciors,
successors, or assigns have regained exclusive possession of e Premises; o () which arise out of
acts atibulable Lo parties olher than Tenant of its employees, agents, conlraciors, or inviees. The
burden of proving the applicabilty of an exceplion to Tenant' indemifcation obligation shail be on
Tenant.

29. PROPRIETARY INFORMATION. Landlord recognizes the need for confidentialty and the
propristary nalure of the work Tenant may perform in the Premises for tseif or ofher third parties, and
shalluse commercially reasonable efforts to mlntai the confidentiality of such work (including Customer
ideniity and relaionships, producls, business processes, equipment configuration and specifcations and
any otner development, produciion or manufacluring processes or aciviies, collecively, the "Propristary
Information") being performed in the Premises, if at any fime known {o Landiord for any reason. Without
fimiting the foregoing, Landlord shalinform any third parties entering the Premises with or a the request
or ditecton of Landlord of the proprietary and confidentia nature ofthe work being performed therein,
‘and, if requested by Tenant,in wriing, and no Event of Defaul is conlinuing at the fime of the reques,
Landlord shall obtain rom any such third party(ies) a commercially reasonable non-disciosure and non-
‘compelilon agreement thal s reasonably acceplable (o Tenant in form and substance, which shall be
executed and deivered to Tenant pior to entry by that tird party. Notwithstanding the foregaing:

(a) Proprietary Information shall not inciude any information that is: () akready known (o 2
Landlord Party orin s possession vilhout restricton prior to the disclosure of such Proprietary
Information by Tenant; (i) publicly known at the time of disclosure or subsequently becomes publicly
‘available through no fault of a Landord Prty; o (i) received by & Landlord Party wilhou reslriiion from
athird party lawfully i possession of such information and lawully empowered 1o disciose such
information; and

(5) Landiord's obiigations under this Section shall not prevent a disclosure which is: () necessary
to enable Landlord to perform its obiigations under this Lease; (i) necessary to enable Landlord to
enforce this Lease; and/or (i) required by law, govemmental reguiation or court order to be disciosed.

No publicity or advertising in connection with this Lease shall be released without the prior written
approval of ail partes, which approval shal ot be unveasonably wilihoid.

30. EFFECT OF TERMINATION. Upon a termination of this Lease, neither party shal have any.
further obligations under ths Leaso except as t0: (a) those obligalions which have accrued on or before.
the date of termination and remain unsatisfed; (5) the indemnification obligations set out in this Lease;
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andior (c) any obligalions which by their nature would,or ae expressly provided to, survive a tesmination of
this Lease.

31. MISCELLANEOUS.

31.1. Intorast. Any sums duo to be paid by either party o or fo the benefitof the other which
are not paid when due shall bear interest from fhe due date (o the date of paymen at the lesser of the
Interest Rate and the maximum legal interest rate permilted by law. Interest shall () continue to accrue
on past due sums at the Interest Rate after an eniry of judgment; () not be payable on any late charges
incurred by Tenant; and (i) not accrus if the payment is made in the applicable grace period provided
under ths Lease, f any.

31.2. Notices. To be effective, nolices required under tris Lease must be in wriling and must
either be: (a) personally served (deemed received on receipt of refusal of delivery); (b) deiivered by a
nationally recognized ext business day” express delivery service (deemed received the next business
day after posting); (c) maled by certfied United States Mail, postage prepaid, relur receipt requested
(deemed recsived three business days after posting); o (d) delivered via elecronic mail (deemed
recsived on recsipt of transmission), provided, however, it f such communicalion is given via eleclronic
mail, an original counterpartof such communication shall concurrentiy be sent in either manner specified
‘above. Each document shall be addressedfransmilted s Set out in the Lease Term Sheet or at such
olher address as may from time 1o lime be designated in wriing in accordance with ths Subsection. A
‘copy of any default notices required to be sent to Tenant under this Lease shall be conlemporaneously
sent

Bandvidth Inc.

/900 Main Campus Drive, Suite 500
Raleigh, North Caroiina 27606
Alin: General Counsel

Emait legal@bandwidth.com

A copy of any default notices requied to be sent to Landiord under this Lease shail be
‘contemporaneously sent to:

Bums, Day & Presnell, P.A.
12626 Glenwood Avenue - Sute 560

Raleigh, North Caroiina 27608

Attn: James M. Day/Emily D. Iverson

Email. jday@bdppa.comlelverson@bdppa.com

Notices may be given on behalf of any party by tht party'slagal counse and nofices on behalf of
Landord may be given by the Managing Agent. Notwithstanding anylhing in tis Lease t the contary: ()
Statements and any demands fo reimbursement may bo posted by ordinary United Stetes Mait and )
parties 10 be copied on any nolices need be copied only on nofices of defaull.

31.3. Recording. This Lease shall not be recorded, but a memorandum of (i the form
attached as Exhibit H) may, al the expense of the recording party, be prepared and recorded in the
County where the Premises are locat. Provided Landiord has given prior wrten notce fo Tenant of
Landiord's ntent o record such nolice, upon a terminaton of the Lease following an Event of Defaul,
Landiord shl be entitied to record a notice of such temination on s own signature. This ight shall
survive a lerminaton of the Lease.

31.4. Addifional Acts. Each party il execule and deliver all other addiional and necessary
instruments and documents and do all olher acts and tnings as may be reasonably necessary to more
fully effectuate the lransaction contemplated by this Lease.

315. Entire Agreoment. This Lease constitues the enfire and exclusive agreement between
the parties with respect to the leasing of the Premises. Allprior agreements between the partes, whelher
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oral o willen, are merged into this document and shall be of no furher force or effect. This Lease cannot
be changed, modified or ischarged other than by a written agreement signed by the party against whom
enforcement of the change, modification or discharge is sought.

51.6. Binding Effect. Each and al of the covenanis,terms, provisions, and agreements of this
‘document shall ba binding upon and inure © the benafit of the partis and, tothe extent permitied by ths
Lease, their respective heirs, executors, administrators, legal representatives, successors and assigns;
provided that Landlord shall have no obigation o Tenant's successor unless ihe righ or inlerests of
Tenants successor are acquired n accordance vith the terms of this Lease.

31.7. Walver. The delay or faur of cither party to seek redress for violation f o fo nsist upon
the stict performance of any covenant or conditon oftis Lease shallnot prevent a pror or subsequent
act, which would have originall consifted a vilaton,from having th effectof an original vilaton. Any
waivet by a paty o any breach or et by the ofher must be in wiing 2nd wil be eflective only [0 the
extent specificaly set forth i that wriing. Except as subsequently may be expressly acknowledged in
wing by Landiord, no acceptance of Rent by Landord after an Event of Defaul shall consiute a waiver
by Landiord of any Event of Defaul o olherwise feinstate, confinuo, or extend the Term or affect any
nolice of erminaton given to Tenant prior o Landior's recept of such payment. No statement on a
payment check from Tenant ot ina et accompanying a payment shal be binding on Landiord and
Landlord may, with or without nolice o Tenant, acoapt such payment and/or negotiate such check vithout
being bound o the coniions of such statemen.

31.8. Binding Arbitration. Except for any court action: @) seeking injunciive reie (¢.g.
‘summary ejectmen), in which case such action shall be siricly limited to such malters oriy; i) secking (o
challenge the enforceabily of the binding arbilration provisions of s Lease; or (i) fled after a court of
‘competent uriscicion has deciared siuch arbilallon provisions to be unenforceable, al conlroversies and
disputes between the parties aising out of o related to this Lease o the relationship of he parties under
this Lease, irespective of the type of claim, shallbe determined by binding arbilation under the North
‘Garolina Revised Uniform Avbiratin Act (the "Ac). The decision of the arbirator shal be final and
binding on allpariies to that proceeding and a judgment upon the arbirator's award may be entered in
‘any court having juisdicton thereo. Except as expressly provided otherwise In this Leass, a party may
iniiate an arbicaiion proceeding by sending writien notice of such (the *Arbitration Demand) to the
lher Party at any ime prior (o the date the ciaim is barred by the applicabie statute of imitations. That
nolice shallspeciy the nalure of the dispute. The arbiration shall b held in Raleigh, North Caroiina.
Nolvithstanding any provisions of the Act o the contrary: (a)the parties shall be entiled to conduct
discovery as provided under the North Carolina Rules of Givil Procedure 5o long as that discovery is
‘concluded vithin 80 days of the date of the Arbilraion Demand; (b) the parties shall comply with Rufe 3
(®)- @) of the Ruies for Gourt-Ordered Arbitration in North Garolina; and (c) the arbiator shl have the
authority to award injunciive refief and to impose sanctions under NCRCP Rule 11 and other applicable.
rules. Al disputes refalng Lo discovery which cannot immediately be resolved by the parties shall be
‘submiited to the arbitrator for an expedited ruling. The arbilration shail be conducted by a single arbilrator
‘mutually acceptabis 1o the partes, o, i the partes are unabis 10 agree upon a single arbilator within 20
days ofthe dale of the Arbiration Demand, then by a single arbtratr appointed by a Wake Counly
‘Supeior Court Judge. Unless the arbirator awards olherwise, the cost of the arbitation shal be ratably
bome by the parties to the proceeding.

31.9. Jurisdiction. This Lease shall be ceomed executed and completed in North Caroling; the
‘cours of North Carolina shall have exclusive jurisdiction over any matters (including torts) relating to or
arising out ofthis Lease or the relationship of the partes under this Lease; and by their signatures below,
the parties consent o the exclusive, personal jursdiction by the courls of North Carolina and to venue in
Wake County, North Carolina and irevocably waive any objecton theroto.

31.40. Time, Time s of the essence in connection with each and every provision of this Lease.

If any time pericd under this Lease ends on a Salurday, Sunday, or any day on which the state courts of
‘Wake County. North Carolina are closed, that ime period shall be extended unii the nex! business day.
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3111, Reprosentations and Warranties. Each party, foriself, represents and warrants (o the
other that:

@ 1t duly constitted, n good standing, and quaifid to do business i the State of North
Carolina; i has the right, power, and aulhority o enter nfo s Leass and al rlated documenls
1o be execued by i coliectely, the "Lease Documents”)and lo perforis abligations under
the Lease Documents, as wilen; the execution and delivery of the Lease Documens have been
duly aulhorized and the signalores signing on s behall have the requisite authority o bind (o
the obligations under the Lease Documents; and the Lease Documents consfiuteifs vaid and
legally binding obligation, enforceable against tin accordanco with thic terms;

(i) The execuion and delivery of the Lease Documents, and the performance of it duies and
obiigations under the Lease Documents and of all lher acts necessary and appropriate forthe
full consummation of tis Lease, are consistent with an not n iolaion of any coniract,
agreement o other instrument to which t s a party, o any judicial order or judgment of any
nalare by which t s bound; and

(@) It not, and vil ot became, an enily wilh whom U.S. persans are resticted from doing
business under the reguiations of the Office of Forelgn Assat Gonlrcl (OFACY) of the Departmont
of Treasury (inchuding those named on OFAC's Specialy Designated and Biocked Persons i) or
under any stalute, execuive order (ncluding the Soptember 24, 2001 Execulive Order Blocking
Property and Profibiing Transaclions With Persons Whno Commit, Trrealen to Comit, or
Support Terorism), the USA Patiot Act, o other govermmental aciin.

‘The foregoing representalions and warranties are made by each party with the knowledge and
‘expectation that the ofher i placing complete reliance thereon and shal sunvive the execuion of this
Lease. Each partywill not cause or permil any action (o be taken which vill cause any of its
representalions or warranties to be unlrue. Each party agrees {o indemnify and hoid the other harmless
from all abiliies, cains, losses, damages, and expenses (including reasonable aliomeys' fees) reiating
o or arising out of a breach of these representalions and warranties. This indemification obligation shall
Survive the fermination of ths Lease.

32. ADDITIONAL LEASE PROVISIONS. Addilional provisions of tis Lease are contained in the
altached Extibits. These addional provisions shall control fin confict with any of the foregoing
provisions of this Lease.

[Signatures on Next Page]
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IN WITNESS WHEREOF, the undersigned have executed, sealed, and delivered this Lease as of
the date first above written.

LANDLORD: TENANT:
Keystone-Centennial I, LLC, Bandwidth Inc.,

aNorth Carolina imited liability company a Delaware corporation

By Its Manager:

Keystone Corporation, By (SEAL)

Name/Tille: David A. Morken, Chief Executive Officer
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IN WITNESS WHEREOF, the undersigned have executed, sealed, and delivered this Lease as of

the date first above wrtten.

LANDLORD:
Keystone-Centennal I, LLC,

a North Carolina limited fiabiity company

By its Manager:

Keystone Corporation,
2 North Carolina corporation

8y:
Narne: James C. Litle
Title: COO & CFO

(SEAL)

TENANT:

Bandwidth Inc.,

2 Delaware corpoyafigh

e
Worken, Chief Execulive Officer
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EXHIBIT A
Premises Description

[Attach]
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EXHIBIT B
Renewal Option

Provided al the time of execise, there is not () a conlinuing Event of Defaul o (1) a default for
‘which Landlord has provided nofice 1o Tenant (unless such defaut s still within the cure period and is
subsequently cured within the applcable cure period, In which case Tenant'sright (o exercise (he
Renowal Option shal continue), Tenant shall iave an oplion to renew this Leass (ths *Renewal Option"),
for an addlional five years (the “Renowal Term"). The Renewal Term shall be on the same terms and
conditins of this Leaso, including the Base Rent as provided in Exhibit E.

If Tenant elects to exercise the Renewial Option, t shall give written notce to Landiord at least
365 days prior to the then schedulod Expiration Date. Provided the Renewal Option has been properly
‘exercised, il shall be iirevocable and wherever the term *Ter” appears in this Lease, it shall nclude the
Renewal Term and the Expiration Date shall be extended for the length of the Renewal Term. The.
Renewal Oplion is personal 1o the original Tenant and shl automaiically expire on an assignment of this

Lease or a subletting of e Premises by the original Tenant, except in the case of an assignment (o an
Affiated Ently.
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EXHIBIT G
Building Improvements

“The Building wil be delivered in a “warm sheif” condition and include the following:

Location: The Buiding is localed within NCSU's Centennial Campus on the comer of Research Drive
and Main Campus Drive.

LEED Cortification: The shellof the Buiding will be designed and constructed as a LEED Silver bulding
incorporaling energy efficient design and sustainable features.

‘Space: The Buiding will be three stories and conlain approximately 104,998 rentable square fest.
Construction: The Buiding will be consiructed as a Type l B- Fully Sprinkled

Structural System: Composite steel frame and concrete floor siab system. Tho upper leasable floors in
the Building vl be designed for 100 Ib. sf floor loading. The loor to loor heights at these levels will be
approximately 15'-4"

Exterior facade: The exterior walls will be constructed of brick veneer masonry with aluminum panel
detaiing over 2 rgid insulation on melal studs with 2* spray foam in the caviy.

‘Gurtain Wall: Pre-fnished aluminum curtainwallsystem wilh 1" inted insulated high perfommance glass.
with low-e coaling

Windows: The window system is a thermally improved aluminum framing system with 1* insulated high
performance glass. Windows typicall start at 2-0" above finished floor and extendto 9-0° AFF.

Roof: Single-ply mechanically fastened TPO roof membrane over mechanicaly fastened R-30 insulation.
‘Shared Common Areas:

- 1st Floor Common Areas: The first looris accessed from the dive off of Research Drive and the
‘adjacent parking deck. There s a shared exterior dock for truck access and a wide corridor that leads
1o the service elevator and alovator lobby. This firt loor elevalor lobby contains terrazzo floors,
painted walls, accent wood paneling, and electronic buiding directory. Tenant mailboxes, modern
estrooms, and stairs are also locaed directy off this lobby.

— 2nd Floor Common Areas: The second floor is accessed from two separate sides of the Building.
One access is along Main Campus Orive and contains the larger formal building lobby. This two-story
lobby contains terrazzo loors, painted walls, acoent wood pansling, open ceiling with acoustical
clouds, and a state of the ar electronic buikiing directory. An open stainwell in the middle of this lobby
eads to @ lounge area with a large screen television, seafing, vending machines, and a large custom
piece of artwork. The ofher side of the second floor is accessed from a bridge that spans from the
adjacent parking deck to the Building. This side has an eievalor lobby similar in size (o the ground
foor elevator lobby. This first loor elevator lobby contains tarrazzo floars, painted wails, accent wood
paneling, and a state of the art electronic bulding directory for way-Tiding. Modern restrooms are
located off a shared corridor.

- 3rd Floor Common Area: The majority of the third floor is ntended fortenant use. There s a
resiroom core and this flooris served by two egress stairs.

Elevators: Two traction passenger elevators wil be provided: () an elevator wilh a capacity of 3500
‘pounds and a speed of 150 fom; and (1) a larger 4500 pound servics elevalor. The elevalor cabs will
have custom cab wall treatments with polished stainiess steel ceiing and flooring to match lobby.
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Parking Dack: The parking deck wil contain approximately 283 parking spaces. It will be consructed of
precast concrele throughiout, with the front of the deck facing Research Drive receiving a brick fagade that
‘compiments the adjacent buiding’s architectural design. There are two stairs for vertical irculation, and
abridge on the highest level that connecs to the 2nd floor of the Building over the access drive. There.
will be conlrolled gate access within this parking deck.

Mechanical System: The mechanical system includes all heating, ventiating, and cooling equipment and
‘associated electrcal and control wiring to supply conditioncd air. Tho Bulding is served by chilled water
and gas-fired condensing bollers (for preheal). Heating and air Gonditioning for the Buiding wil be
provided by chiled-water rooftop units. Medium pressure duct and exterior fan-powered box (FPB) units
wilh eleclric reheat are installed for exterior exposures.

Each FPB unit contains a damper (hat moduialos 1o conlol the amoun o air elivered 1o the space it s
sarving. Tho damper positionis controlled by the space thermaostat. During the cooling season the cooled
ai shal bo approximately 55° . Duting he heating season the damper coses {0 a minimu posiion and
e integra fan is powered on. Th fan puls air fom the relurn ar plenum and pushes aif across the
electic hoaling coils. Ths hoated air s defivered o the space unl the thermostat sefpoint s met

Tenants with spaces other than a typical office may require additonal supplemental units andior exhaust
systems n heic t.up. Variabl aif volume boxes (dampers hal serv inerir arcas) il be partof the
tenant upft

Energy Management System: Computerized DDC energy management system and controls providing
maximum comfort and minimizing energy consumpion.

Plumbing System: A complete system of plumbing wil be instalied, consisting of sanitary drainage,
storm drainage, and hot and cold waer throughout the Building. Restrooms vl be provided with aulo-
flush vaive and inrared touch-less faucets.

Fire Protaction Systom: The Building wil be fully sprinkled per NFPA 13. Sprinkler heads in lay-in
celings will be the white sem.recessed type and be installed centered in ceiiing tles. Sprinkler heads will
be installed tumed up in the tenant spaces due 1o the lack of a cefiing and then turned down as part of a
tenant upfit.

Electrical System: The main servioe for the 2nd and 3rd floors of the Buidingis a 277/480V 2500 amp.
main switchboard and distribution panels for HVAC, lighting and convenience power are insta

Each foor s fed via 2 400 amp HVAC and a 400 amp ighiing penel which are 277/480V. The lighting
panel in turn feeds two 75kVA Uransformers on each floor and two 120V panels per transfommer for power.
Each panel is protected via a TVSS.

Fire Alarm: The Buiding will be equipped with a state of the art addressable fire alarm system, whichiis
monitored 24 hours per day, 7 days a week.

‘Shell Tenant Space: As described in the as-built plans and specs delivered by Landiord to Tenant prior
o the execution of the Lease (the *As-built Plans")
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EXHIBIT D
Tenant Upfit

D-1. Plans & Spocs. The Plans & Specs shal be subject o the reasonable approval of bolh
partes. Once approved, a copy of the approved Pians & Specs (the "Approved Plans & Specs’) shall bo
nitaled by each party in a separate insirumen. I, despite reasonable efforts, the parties cannot agree on
the Plans & Specs before the Plans & Specs Approval Deadiine, either party, as s sole and exclusive
remedy, may submil such dispute to Binding Arbilrafion. Once approved, no material changes o the
Approved Plans & Specs may bo made without both parfes' reasonable prior writlen consent. All
‘approved changes shall be made i the form of a wrillen change order, signed by Landiord and Tenant,
(a"Change Ordor) setting foth the increased costs andior aniicipated dslay in completion, f any,
‘caused by that Change Order. Tenant shall be solely responsible for any increased costs, including any
appicable supervision fees, resulling from a Change Order requested by Tenant o the extent in excess
of the Tenant Upfi Allowance.

D-2. TU Budget. The TU Budget shall be subject to the reasonable approval of both parties and
shallincluds the MA Feo (dsfined below). Once approved, a copy of that approved TU Budget (ihe
"Approved TU Budget) shall be initialed by each party in a separate instrument. If, despite reasonable
effors, the pariies cannot agree on the TU Budget by the TU Budget Approval Deadiine, eilher party, a5
it 50l and exciusive remedy, may submitsuch dispute to Binding Arbiration. Tenant shall be solly
tesponsibl for any TU Costs that exceed the Approved TU Bucget.

D-3. Construction Supervision.

D-3.1. Services. During the Ter, the Managing Agont shall perform services with respect o the.
Tenant Upii (collecively, the "Upfit Services"), including the following:

(2) Reviewing the Plans & Specs;

(b) Assisting Tenant in getting compeliive bids for the scope of work included in Approved Plans
& Specs from at least three local general contractors (including Innertech);

(@) Attending a limited number of design and construction mestings on an as needed basis; and
(@ Coordinating construction of the Tenant Upfit with other tenants in the Buiding.

For avoidance of doubt, neilher Landlord nor Managing Agent shall have any responsibly for: ()
entering into any contracts with the General Conlractor or any olher conlractors wlh rspect o the
Tenant Upii; 7 oblaining any permits for the Tenan! Upli; () inspecting the Tenant Upfi for compliance
with the Approved Plans & Specs or any athef reason o, f they o inspect, reporting any condition or
defect to Tenant or the General Contractor; (iv) supervising or monitoring the General Contractor, the
Tenants architect, or any other conlractors or suppliers involvad i the Tenant Upfi; (1) reviewing,
approving, or processing any of the General Coniracior's draw fequests; of () reviewing of approving
any Change Orders.

D-3.2. Fees. The Managing Agent shallreceive a fee for the Upfi Services (ihe "MA Fee’). The
total MA Fee due from Tenant shall equal 1.5% of the total TU Costs incurred n the consirucion of the:
Tenant Upi. The MA Fee shal be eamed thvoughout the conslruclion period and paid in installments
(e Instaflments") as and when the General Gontracior s paid for the costs it has Incurred in
consirucling the Tenant Upfit. Each Instaliment shall qual 1.5% of the draw fequest fled by the General
Conlractor under ts consiruciion contract wilh Tenant and shal be paid wilhin 15 days of he General
Conlractor's submission of each draw request. To the extent suffcient funds remain i the Tenant Upft
Allowianc, the Insialiments shall be paid to Managing Agent by Landlord and such amounis credited as
payments of the Tenant Upfit Allowance. To the extent necessary, thereaer the Insteliments shal be
paid to Managing Agent by Tenant wihin 15 days of the General Coniracior's subimission of each
subsequent draw request.
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EXHIBIT E

Base Rent Schedule
LEASE PERIOD (Mos.)*  INSTALLMENT AMOUNT

1-12 $99,253.44
13-24 $102,231.04
25-3 $105,207.97
37-48 $108456.91
49-60 $111.71062
61-72 $115,061.94
73840 $118513.79
85-95 $122,069.21
97-108 $125731.29
100- 120 $129503.22
121-132 $133,388.32
133-144 $137,380.97

* The “Lease Periods" are calculated from the Rent Commencement Date.

*“Rent afte the 84 monthis appicable only if Tenant fimely and properly exercises the Renewal Option.
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EXHIBIT F
RULES AND REGULATIONS

‘Tenant shall faithfully observe and comply with the following Rules and Regulations. Landiord
‘shall not be responsible to Tenant for the nonperformance of any of these Rules and Regulations by, or
otherwise with respect 1o the acts or omissions of, any other tenants or occupants of the Buiding.

(1) The sidewalks, walks, plaza enlres, corridors, concourses, ramps, saircases, escalators
‘and elevalors shellnot be obsiructed of used by Tenan, or any person entefing the Buding under
express or implied Invitation of Tenant, for any purpose other than ingress and egress o and from the
Premises. Except for those used in connection wth Tenant’ research being conducted at the Premises,
10 vehicis shal be brought nto the Building or kepl on the Premises without Landlord's prior witen
consen.

(2) Exceptas reasonably necessary in connection wh the consiruction of the Tenant UpfR, no
reigh, fumiure, or bulky malier (notin the orinary course of business) of any descripion shall be
received into the Buiing or carred infothe elevators except in such a manner, during such hours, and
using such elevalors and passagowiys as may be reasonably approved by Landlord, and then only upon
aving been schedlec in advance. Any hand trucks, cayals or simiar appliances used fo the delvery
o ecept of merchandise or equipment shall be equipped wilh rubber ires,side guards and such ofher
saleguards as Landiord shal require.

(3) _Atthe time of the Tenant Upftor any ARerations, Landiord shall have the right to prescribe.
the weight, positin, and manner of nstallaion of safes, conceneated fiing/storage systems, or other
heavy equipment which shall, if considered necessary by Landiord, be instalied in a manner, which may
require reinforcement of the Buiding's siructure (at Tenants cost and expense) 1o insure satisfactory.
weight distrbution. All damage done to the Buiding by reason of 2 safe or any other artcle of Tenant's
office equipment being on the Premises shall be repaired at the expense of Tenant. The time, routing,
‘and manner of moving safes or other heavy equipmen shall be subject to Landlord's reasonable prior
writen approval.

(4) Oy persons reasonably authorized by Landiord shall be permitted to fumish towels,
barbering, shoe shining, floor polishing n the Common Areas and other simiar services and concessions
o Tenant, and only at hours and under reguiations fixed by Landiord.

() Tenant shall not at any fime, cause or allow the placement, leaving or discarding of any.
rubbish, paper, aricles or objecs of any kind whatsoever outside the doors of the Premises of n the.
cortidors or passageways of the Building.

(8)  Landiord shall have the right to profibit any advertising by Tenant which, in Landlord's
‘opinion, tends to impaic the reputation of the Buiding or its desirabilty for offices, and, upon writen notice
from Landlord, Tenant shallrefrain from or discontinue such adverlising.

(7) _ Tenant shall not place, or cause or allow to be placed, any signage, letering or graphics
‘whatsoever, in or about the Premises except in and at such places as may be designated by Landiord
and consented to by Landlord in wiing, prior to the instalation of such signage, letteing or graphics. Al
signage, letering and graphics on corridor doors and walls shall conform o the Buiding standard
prescrived by Lanclord. Any signage, lettecing or graphics localed in the Premises that s visible (o the.
public must be approved, in writing, by Landlord prior o installation thereof. Tenant may display
trademarks on interior wals and doors of the Premises.

(8 Canvassing, soliciting or pedding i the Building is prohibited and Tenant shall cooperate
to prevent same.

(9)  Landiord shal have the rght o exciude any person from the Building otrer than during
‘customary business hours for unlawul, ewd behavior, or unveasonable disturbance, and any person in
the Buiding shall be subjectto dentiication by employees and agents of Landlord. Al ersons in of
entering the Bulding shall b required to compiy with th securly poiies o the Bulding. If Tenant
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desires any addtional securty services for the Premises, Tenant shail have the right (only with the.
‘advance written consent of Landlord) to obtain such additional services at Tenant's sole costand
‘expense. Tenant shal keep doors o unatlended areas locked and shallotherwise exerciss reasonable.
‘precautions (o protect properly in the Building and the Premises from theft, loss or damage.

(10) Only workers employed, desigraled, or reasonably approved by Landiord may be
‘employed for repars, installations, aleralions, painiing, material moving and other similar work that may
be done (o the Premises.

(11) Tenant shall ot do or aliow any cooking or conduct any restaurant, luncheonelte, automat
or cafeteria for the safe or service of food or beverages 1o ts employees or o others, nor shall Tenant
provide any vending machines in the Common Areas without Landlord’s prior witten consent. Tenant
‘may, however, provide, at Tenant's cost and expense, microwave oven(s),refigerator(s) and coffee
‘machine(s)in a designated break room/area(s) of the Preises for use by Tenant's empioyees and
invitees.

(12) Tenant shail ot bring, or cause or allow to be brought or keptn or on the Preises, the
Buiing or the Campus, any bieach, inflammable, combuslibio, corrosive, causiic, odorous, poisonous,
toxic or explosive substance or any Substance deamed to be a hazardous ortoxic malerial under any
‘applicablo environmenta law or regulation except 1o the extent stich materials are common in an office
buiding and used in accordance wilh appicable environmentallaw and reglalion.

(13) Tenant shall not mark, paint, deill into or in any way eface any partof the Building or the.
Premises. No boring, driving of nails or screws, cutting or slinging of wires shail be permitted, except vith
Landiord's prior writlen consent, and as Landlord may direct; provided, however, that Tenant shail be:
permitted to install or hang usual and cuslomary office artwork and dryboards without Landlord's priot
wilten consent. Tenant shall not install coat hooks, identification plates or anything eise on doors nor any
resilient e or similar floor covering in the Premises except Landlord's reasonable prior witten approval.
The use of cement or other similar adhesive material is expressly prohibied.

(14) Tenant shail not place any additonallocs or bolts of any kind on any door in the Builling or
the Premises or change or alte any lock on any door therein n any respect without Landiord's prior
reasonable approval. Landlord shall furnish two keys for each fock on exteror doors 0 the Premises, and
two keys (conventional o card type) fr one or more exlerior doors o the Buiding, and shall, on Tenant's
fequest and at Tenants expensa, provido addifional duplicate keys. Tenant shallnot make any duplicate |
Keys. All keys shal be returmed o Landlord upon the terminalion of s Lease, and Tenant shail give to |
Landiord the explanation of the combination of al safes, vas, and combination locks In the Premises.
Landiord may at alltimes keep a pass key fo the Premises. Al enirance doors o the Premises shall b
Teftocked when the Premises e not i use.

(15) Tenant shall give reasonably prompt notce to Landlord in case of is discovery of any theft,
‘unauthorized solicitation or accident in the Premises or in the Buiding or of defects therein or in any
fxtures or equipment, or of any known emergency in the Buding. |

(16) Tenant shall place a water proof ay under ll plants in the Premises and shali be
responside for any damage o the loors, carpets, andfor any other damage caused by over-walefing
such plans.

(47)_Tenant shall not use the Premises or allow the Premises to be used for photographic,
‘multith, mutigraph or digitalreproductions, excep in connection with its own business and not as a
‘service for others, without Landlord's prior ilen permission.

(18) Tenant shall not use or permit any porion of the Premises to be used for any uses other
than those specificaly granted in Tenan’s Lease.

(19) Tenant shal not advertise for laborers (.. those who perform physical labor outdoors)
giving the Premises as an address, nor pay such laborers al a location in the Premises.
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(20) Employees of Landiord or Landlord's agen(s) shall not perform any work or do anything
outside of their regular dufies, unless under special instructions from Landlord or Landlord's agent(s).

(21) Provided that Landlord provides Tenant with the applicable specifcations, Tenant shall not
place aload upn any floo of the Premises which exceds the Ioad per square fool which such floor was
designed o carry as described in the As-bult Plans and which s allowed by law, regulation, of code.
Business machines and mechanical and eleclrical equipment belonging to Tenant which cause noise,
vibration, electrical or magnelic nterference, or any other nuisanc that may be transmited to the
structure or olher portons of the Building or [0 the Premises lo such a degree s to be objectionable (0
Landiord o which nterfere with the use o enjoyment by other tenants of theic Promises o the public
portions of the Buiding, shall be placed and maintained by Tenant, at Tenant's expense, in setlings of
cork, rubber, spring type of other vibration eliminators suficient to eiminate noiss o vibration.

(@2) Intentionally Omitted

(23) No solar screen materials, awnings, draperies, shulters or ofher interor or exterior window
coverings that are visible from the exterior of the Buikiing or fom the exterior of the Premises within the.
Building may be installed by Tenant. Building-standard miri blinds shall not be pulied up or removed, but
may be opened using the "wand'.

(24) Tenant shall not piace, installor operate wihin the Preises or any olher part of the.
Bilding any engine, stove or machinery, or conduct mechanical operations therein, without Landiord's.
prior writen consent.

(25) No poriionof the Premises or any olher patof the Buikling shall ol any ime be used or
occupied as siseping or lodging quartrs.

(26) For purposes of this Lease, hoidays shall be deamed to mean and inciude the following:
(a) New Year's Day; (b) Memorial Day: (c) Independence Day; () Labor Day; (¢) Thanksgiving Day and
the Friday followings and () Ghristmas Day. If any such holiday occurs on a woekend, then the holiday
‘shall be the day such holiday is legally observed.

(27) Tenant shall at allimes keep the Premises neat and orderly.

(28) Tenant shail use no olher method of healing or cooling than that suppiied by Landiord or
‘spproved by Landlord.

(29) Intentionally Omitted.

(30) The toilet rooms, uinals, wash bowls and other plumbing apparatus shall not be used for
any purpose other than that for which they were consiructed, and no foreign substance of any kind
‘whatsoever shall be thrown therein. Furthermore, no acid(s), chemical(s), Hazardous Substances, or
toxic materials shall be poured or placed into any Iaboralory sink, drain o ofher plumbing apparatus.

(31) Tenant shal keep corridor and lobby doors closed when ot n use.

(32) Al permilted alterations and addilons to the Premises must conform to applicable bulding
and fire codes. Other than Landiord’s work in deliveing the nial Tenant Upft, Tenant shallobtain prior
‘approvalfrom applcable buiing and fire offcials and, as conlemplaled by Section 8, Landlord with
respectfo any such modifcaons and shall deiver "as buif”plans therefor 0 he property manager for
the Building on completion.

(33) Itis the intent of both Landlord and Tenant that any porton of the Preises visible o the.
‘public hold a high qualily professional image at il imes. f, at any time during the Term, Landiord or
Landlord's agent ceems such visble area to hold less than  high quality professional image, Landiord
shalladvise Tenant of desiced changes (0 be made to such area 1o conform (o the inent of tis
~paragraph. Wihin three business days, Tenant shall cause the desired changes to be made, or present
Landiord with a plan for accompishing such changes. Tenant shall have such addiional ime as is
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reasonably required (o implement the plan, not o exceed two monihs; provided, however, thal f Tenant is
ot diigently pursuing the plan for accompishing such changes wilhin 10 busingss days, o dogs not
implement the pan wihin two months, then Landlord may provide draperies o binds for the glassed area
at Tenants expense, and Tenant shal keop such draperies or biinds closed at al imes.

(34) Any carpet and wall coverings located in the Premises thal is visible o the public must be.
‘consistent in color and style with the carpet and wal coverings located in the [obby arca of the Buiiding
‘and must be reasonably approved by Landiord prior o installaion. This rule shail not apply to any space
located on a floor of the Building where Tenant has leased ailof the rentabie space for that floor.

(35) The Building has been designated a “non-smoking” building. Tenant, and all persons
entering the Bulding under the express or mied nvtaton of Tenant arc prohibited rom smoking n the
common areas both Insido and autside ofthe Bulding, excapt in hose areas outside the Buiding
dosignated as smaking areas by Landlord.

(36) No animals, except for "service animals” trained to assist disabled persons, shall be:
brought or kept i or about the Premises or the Building without Landiord' prior written consent.

(37) Tenant shal not play or allow the playing or the generation of () any music orloud noise in
e common areas of the Buiding without Landlord’s pior witten consent andior (i), any loud music or
foud noise i the Premises, as delermined by Landlord in Landiord's reasonable discrefion.

(38) Tenant shal not cause or allow any odors andlor fumes deemed obroxious or olherwise
unreasonable by Landiord, in Landlord's reasonable discretion, to permeate or emanate from the
Premises.

(39) Tenant shal not bring, or cause or, o the extent in Tenan's control, allow to be brough,
any firearms, ammuniton or weapons of any kind, whelher concealed or otherwise, into the Building at
any time.

(40) Subject o the terms of the Lease, Landiord reserves the right o rescind, amend and add
Building Rules, and to waive Building Rules wih respect 0 any tenant or tenanls.
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EXHIBIT G
RADIOACTIVE MATERIALS/RADIOACTIVE EQUIPMENT REQUIREMENTS

‘Gonditions of Use: lonizing Radiation Producing Equipment and Radioactive Materials

Tenant shall be responsible for performing all actions associated with icensing or registration and
for all aciivilies associated ith compliance vilh the rules and reguiations in the “North Carofina
~Regulations for Protoction Against Radiation" (*15A NCAC 11). License applications or equipment
registration aclviies are striclly between Tenant and the State of North Carolina Radiation Protection
‘Section. Landlord in no way serves as an agent for Tenant n iis regard nor shall Landiord be
responsible for furishing any special Building fealures or services o support these actvities.

Tenant shall be responsible or providing the NCSU Radiation Safety Division with a copy of its
current icensesiregistralions and any olher requested documentation. The NCSU Radiation Saety
Division may vsit the Premises or inspect the aciivties of Tenant with respect o these licenses andior
registered aciivilies. Upon termination of this Lease, Tenant i solely responsible for removing or
transferring al such registered or licensed devices or material at Tenants sole cost and expense.

Tenant shall be responsible or developing emergency pians and notification procedures as
required by federal, state, or municipal agencies and for supplying copies of these approved documents
to Landiord.

L fonizing Rediation Producing Equipment

‘Tenant shall be responsible for ensuing that lonizing Radiation Producing Equipment, such as -
ray unit, eleclron microscopes, gas chromalographs with eleclron caplure devices, and particie
‘acceleralors, elc., are procured, registered or licensed, and used in full compliance with the rules and
regulations published in the most current version of 15A NCAC 11, and the conditions of use s isted
elow.

I Radioactive Materials

) Licensed Radioacive Material. Tenant shall be responsibe fo ensuring that Licensed
Radioaciive Materials are procured and used in ful complance wih the *Genoral
Licensing’ provisions of the U.S. Nuciear Reguiatory Commission as adopted by the
State of North Garolina in 154 NCAC 11. Tenant shall comply ful wilh all aspects of the
General License requitements, and Tenant expressly acknowledges and agrees that all
ficenses for the use of radioaciive materils shall be reviewed and approved by the
'NCSU Radiation Safety Division piorto submiltl [0 the Stato of North Carolina
Radiaton Profecton Section.

(8)  Radioaciive materials covered as ether source materal exempt (15A NCAC 11.0302) or
as exompl quaniies olher than source malarial (15A NCAG 11.0304) or under a specific
icense (ncluding License of Broad Scope). Tenant shallbe responsible for ensuring that
radioaclive material n this category is procured, used, ransferred, and disposed of i full
‘compliance with the ruies and regulations published I the most ltent version of the
16ANGAG 11 and that all icenses for use of radioactive malerial o registation of
radiation producing devices are reviewed by the NCSU Radiation Safely Division pror to
submiltal to North Carolina Radiation Proteciion Section. Landlord also specifically
requies that:

@ Tenants use il not resultin any disposal of radioaciive materials o the sanitary
sewer or o he atmosphere in excess of permitlimis (under EPA, NRC, and NC DENR).
Landlord requires thal this be a condition of the license application. Other Landiord
requirements may apply.

() Tenant shal dispose of al radioactive waste in accordance with all license
‘conditions, and in accordance with all applicable NCSU requirements. On-site
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storage of racioactive waste generated by Tenant shall be imited, pursuant to
license condiions and subject to approval by NCSU. The disposal methods for
this material must be documented in the radiation safely program and ficense
‘application.

Tenant shall be responsible for ensuring that its use is consistent with any ofher
‘permits and/or agreements between NCSU, the State of North Carolina and/or
the Uited States Environmental Protection Agency related to protection of the
anvironment.

@)  Landlord will not consider lhis Lease terminaled or expired until Tenant
demonsirates, or, at Landlord’s option, Tenant obains, at Tenant’s sole cost and
expense, an independent, third-party, duly icensed, expert (i, having at least
five years' experience, hereinafter, a "qualiied expert) certfication, that il
radioactive malerial nas been removed from the Premises and that any
remaining radioaciive contamination is not n excess of acceptable imits (15A
'NCAC 11), including from all surfaces and from within hoods and sinks and
‘associated condits. Landlord also reserves the right fo hire, al Tenant's sole
cost and expense, a second qualfied expert (o take any measurements as such
‘qualified expert may deem necessary wilh regard to determining whether ail
radioactive material has been removed and whether any remaining
‘contamination is in excess of acceptable imits, which may include the review of
‘previous qualfied expert ceriiicalions.

1l Nononizing Radiation Prodicing Equipment

Non-ionizing radiation producing equipment, nciuding lasers and microwave sources, shall
‘comply with North Caroiina regulations and the appropriale American National Siandards Insttute
standards, 6., ANSI Z136 for lasers. Tenant is responsible for providing the NCSU Radiation Safely
Division (or other appropriate enlity(es)) with a current written inventory of al such equipment. The
Radiation Safety ivision may require copies of pertinent documenis demonstrating compliance with
‘appropriate regulations. Tenant shall supply copies thereof to Landiord.





image103.png
EXHIBIT H
Lease Memorandum

Prepared By & Hold For: Burns, Day & Presnell, PA (JHD) - Box 35

NORTH CAROLINA
WAKE COUNTY MEMORANDUM OF LEASE

Pursuant o that unrecorded Lease Agreement dated January __, 2018, (the "Lease’),
Keystone-Centennial ll, LLC, a Notth Carolina limited liabity company, as Landiord, in
consideration of the rents and other considerations specified in the Lease, has leased to
Bandwidth Inc., a Delaware corporation, as Tenant, cerlain space in that buiding located at
4010 Main Campus Drive in Raleigh, North Carolina, (the “Premises”). The Tenants rights
under the Lease commenced as of the date of the Lease and willterminate on or about August
31, 2025; provided that Tenant also has an option to extend the Lease, for an additional five.
years.

“This Memorandum is not a complete summary of the Lease Agresment and is subject o
allthe conditions, terms, and provisions of that document, which s incorporated into this
instrument by this reference. Provisions in the Memorandum shall not be used in interpreting the
Lease. In the event of conflict between the Memorandum and the Lease, the Lease shall
control.

Upon a vaiid termination of the Lease in accordance with its terms, Landlord shall be
entitied to record a notice of that termination on its own signature. This right shall survive a
termination of the Lease.

[Signatures on Next Two Pages]
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IN WITNESS WHEREOF, the undersigned have executed, sealed, and delivered this
instrument as of the date first above written

LANDLORD:

Keystone-CentennialIl, LLC,
aNorth Carolina limited liabity company

By Its Manager:

Keystone Gorporation,
aNorth Carolina corporation

|- —
Name: James C. Little, COO & CFO

WAKE COUNTY, NORTH CAROLINA|
‘The undersigned Notary Public cerlifies that the following person personaly appeared

before me this day, acknowledging to me that he/she voluntarily signed this document on behalf
of Landlord for the purpose stated therein and in the capacity indicated: James C. Lite.

Date: January _, 2018

Notary Public
(Official Seal) Printed Name:
My commission expires:
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TENANT:

Bandwidth Inc.,”” 2

a Delaware corporation
o

- \
Namemtlgrbz\fﬁyldmke Ghief Execulive Oficer
L

WAKE COUNTY, NORTH CAROLINA

‘The undersigned Notary Public certifies that the following person personally appeared before
me this day, acknowledging to me that he/she voluntarily signed this document on behalf of

Tenant for Stated therein and in the capacity
indicate

Date: January B 2o
(Official Seal)

JENNIFER ACEVEDO
NOTARY PUBLIC
‘WKE COUNTY.NC
My Comission Expires 31712020
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EXHIBIT |
Janitorial Service Schedule

‘General - The janitorial services 1o bo provided by Landlord under this Lease shal cover all areas of the
Premises, other than any laboratory areas, mechanical rooms or electrical rooms and shallconsist of the.
following;

Restrooms - Daily

* Washall mirrors.

+ Wash hand basins and bright work with nonabrasive cleaner

* Wash urinals and bright work.
‘Damp mop floor

» Damp wipe and clean where necessary (walls and pariiions are (o be free of hand prints and
a

* Replenish hand soap, towels, issues, and feminine supplies
« Pariion and ventiating louvers aro 1o be damp wiped weekly
= Machine scrub floors with approved germicidal detergent solution on a monihly basis.

Toilet bowl brush shall be used on tolet bowls, and care shall be given {0 clean flush holes under the rim
of bows and passage lraps. Bowl cleaner shall be used nightly.

Offices

Vacuuming - DailyWeekly
Al rugs and carpets in office areas, as well as pubic spaces, shall be vacuumed daily n allrafic areas.
Hard lo reach places such as under desks and chairs shall be vacuumed weekly. All non-carpeted floor
areas shall be dust mopped wih a treated yam dust mop. Dust mopping shall be performed after fumiture.
has been dusted.

Vacuuming - Monthly
Al ceiing and wall ai supply and exhaust diffusers or grils shall be vacuumed once monthiy.

Furniture, etc., Dusting - Daily

Al unobstructed fumilure, office equipment and appliances, window sils, etc. shall be dusted with a
reated cloth or stalc duster. This shallinclude all horizontal surfaces up to 84 inches igh. Enough
ertcal surfaces shll bo cleaned daily to complete ail vertical surfaces each week. Desks and tabies not
cleared of paper and work materials shall not be dusted. Equipment such as compuers, calculators,
telephones, printers, etc. shall not be dusted.

Wastepaper/Ashtrays - Dally

Allwastepaper baskets and ashirays are (o be emplied daily, and ashirays are (o be wiped clean.
Waslebaskets shall be damp viped as necessary. Piasiic liners, where uliized, shail be changed as
needed. No interio trash receplacie s 10 ever (o be without a iner.

‘Spot Cleaning Carpats - Dally
Al carpeted areas shall be inspected daily for spols and stains. Al spols and stains shall be removed, if
possible, as soon s possible. Whare difficult spols are encountered, a notation shal be leftwith the.
buiding managemen representative.

Tile Floors - As Needed
‘When vinyltle floors require wet mopping, they shall b leftin a sreak ree conditon. Extreme care shall
be exercised n all mopping to avoid splashing walis of fumiture. Al e floors shall be refinished, bufed
‘and keptin a consistently cloan condilion at all times. Since some i areas require more alteion than
ofhers, reinshing and buffing shail be accomplished on an as needsd basis at enant request.
Transporting of floor finish and other liuids over carpeled areas shall be accompished in such a manner
2510 avoid spilage. Gare shall be exercised n applying fnish 50 as 0 keep i off furniure and was.

Floor machines shal b used in a careful manner to avoid damage t the walls, baseboards and furnture.
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‘Special Floor Coverings
Perquel, quarry, ceramic, raised computer floors and ofher special floor coverings shall b treated with
‘appropriate melhods and approved materal, separately, and a possible addiional osts as determinsd
vith management

High Dusting - Quarterly
Ledges, mokings, picture frames, etc. shall b cleaned quarterly or more frequenty if necessary.

Blinds - Periodic
A suffcient number of blinds shal be dusted daily 5o that ai binds are dusted every 90 days.

Entrance Doors - Dally
Al entrance doors shall be cleaned and poiished daily.

Spot Cleaning - Daily/As Needed
Al hand prints and spols shallbe remaved from doors and fghtswilchos dail. Al dinking fountans shall
be cleaned, disinfected, and polished daily. Walls, woodwork and interior giass shallbe spol cleaned a5
needed.

Light Fixtures - Quarterly
“The exterior of al lght fixiures shall be dusted as needed. Light fixtures including reflectors, giobes,
diffusers and lim should be washed annually as needed.

Window Washing - Annually
Al nterior and exterlor windows shall be washed at least annually.

For purposes of this Schedulo, "daily" refers to days in tho Standard Work Week.
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EXHIBIT J
GENERATOR

Sublect 0 the terms of his Extibit and the provisons of Section 8 not lherwise n confict wilh
this Extibi, during the Ter Tenant shall have the right o instal and opsrate a generator the
*Generator) as a backup power source o serve it Premises. Tenants ights (o install and operate the
Generalor are expressly subject o the following conditons:

(2) Tenant shallintall the Generator in tho Common Avea at the location reflected on the
schemali atached t this Extibil and olherwise in accordance with ho plans and specs reasonably
‘approved by the Landlord. As a condition o ts approva, Landlord may, in s discretion, requie Tenant,
al Tenant’ sole expense, to adequalely screen lhe Generatorfrom view (e design of the screening (o
be subject to Landiord's reasonable pror writen approval).

(%) Tenant, at ts expense, shall be solely responsibe for () the instalation, operalion, and
maintenance of the Generator and any reqired screening; (i) obtaining and maintaining all recuired
‘operating permits and governmental approvais; and (i) otherwise complying with all appiicable legal
requirements relating o the Generator. Tenant shal also promplly repair any damage io the Buiding,
Common Areas, andlor Premises caused by the instalation, operation, of maintenance of the Generator.

(c) The Generator shall remain Tenant’s property throughoul the Term and Tenant shal maintain
fullreplacement value insurance to profect is nterest. Tenant shal aiso be responsible for any additional
insurance andlor increase in insurance premiums incurred by Landiord as a result o the installation of the.
Generator.

(d) Tenant’s access to the Generator shall be subject to such reasonable conditions imposed by
Landiord.

(#) Tenant’s rights under this Exhibit shall not unreasonably interfere with the other tenants’ use
oftheir respeciive premises i the Building.

() Landird, atts expense (except where necessitated by any applicable legal requirement or
‘governmentalauthorly, where it wil be Tenanls expense), shal have the rght, on notless than five days'
prior wrien nolice (exCapt n the event of an emergency, I which event no notie shallbe required) o
relocate the Generalor, provided that Landlord must provide backup power during such relocalion i not
being done pursuant 10 afegal requirement o governmental authory. Tenant shal cooperale with
Landlord n al easonabis respecs relating to any such reocation

(@) Upon termination of this Lease, the Generator shall remain with the Premises and become
Landiord's personal property.

(n) The rights granted under this Exhibit are not separately assignable; but may only be assigned
in connection with a permilled assignment of this Lease.

US2008 13775070 1
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LEASE TERM SHEET

THIS LEASE TERM SHEET is made a partof the altached Lease Agreemen between Landlord and
Tenant. Use of the following capialized terms (indicale I bold type) i this Lease shallbo deemed a
teference o the informalion set out below.

Landlord: Keystone-Centennial ll, LLC
a North Carolina imited liabity company
5410 Trinity Road, Sute 215
Raloigh, NC 27607
Attn: J. Palrick Gavaghan, Manager
Emait jpgavaghan@kscdevelop.com

Managing Agent: Keystone Corporation
a North Carolina corporation
5410 Trinity Road, Sute 215

Raleigh, NC 27607

Atn: JmUitle

Email: itie@kscdevelop.com

Tenant: Bandwidth inc.

a Delaware corporation
After Commencement Date: Befors Commencement Date: Emergency Contact:
900 Main Campus Drive 900 Main Campus Drive Name: Kade Ross
Suite 500 Suite 500 Tol:_919-260-2715
Raleigh, North Carolina 27606 Raleigh, North Carolina 27606 Emait: kross@bandwidih com
Attn: General Counsel Altn: General Counsel
Emait legal@bandwidth.com Emait legal@bandwidth.com

Landlord Parties: Landlord, Managing Agent, and their respeciive officers, direclors, managers,
employees, and owners.

‘Tenant Parties: Tenant and it offcers, directors, employess, and owners.
Brokers:

- Landlord's Broker: CBRE (Lee Clyburn)

-Tenant's Broker: NIA

Landlord's Lender: As of the date of determinalion, the beneficiary of any deed of trust which s @
et lien against Landiord's interest in the Buiding

NCSU: North Carolina State University
Campus: The NCSU Centennial Campus located in Raleigh, NC

Execution Date: The lates! dafe of execution by Landiord and Tenant as reflected on the signature:
page of this Lease Term Sheel

Land: Being al of Lot 1, containing 2.612 acres, more or less, as shown on that plat recorded in
Book of Maps 2015, Page 145, Wake County Registry.

Bullding: That buiding located on the Land consisting of approximately 104,998 rentable square
feet,ideniified as “Center for Technology and Innovation", and having an address of 1010 Main
‘Campus Dr., Raleigh, NC. As used In this Lease, the ferm Buiding" shall also include the Land and
allother improvemens, now located or subsequenlly consiructed, on the Land.
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Premises: 40,035 rentablo square foot (approx.) i the Building consisting of

1,632 rentable square feet (approx.) on the thid floor (the *Third Floor Space’)
503 rentable square feet (approx.) on the second floor (the “Second Floor Spaca’)

allas outined on Exhibit A aitached to

Lease.
Parking Spaces: 160 unveserved parking spaces

Permitted Use: General business offics, along with other lawful uses reasonably related to or
incidental o such specified use.

Improvemonts:

- Building Improvements: Described on Exhibit C attached

- Tenant Upfit: The interior space improvements for the Premises as reflected in the Approved Plans.
& Specs.

- Plans & Specs: The proposed plans and specifications for the Tenant Upfi.

- Approved Plans & Specs: As defined in Exhibit D

- Plans & Specs Approval Deadline: March 1, 2018

- TU Budget: The proposed budget for the Tenant Upfit.

- Approved TU Budget: As defined in Exhibit D

- TU Budget Approval Deadiine: 30 days after the Plans & Specs have been mutually approved.

- Tenant Upfit Allowance: $1.921,680

“Torm: From Commencement Date through Expiration Date.
- Commencement Date: The Execuion Date

- Delivory Dato: The date on which Landiord delivers possession of the Premises (o Tenant, which
shall be o later than five business days after the Approved Plans & Specs have been agreed
upon.

- Rent Commenicement Date: The earler o: () September 1, 2018; and (i) five business days after
the CO Date (as later defined).

Expiration Dato: 84 moniths from the Rent Commencement Date

- Renewal Option: As described in Exhibit B

Rent:

- Base Rent: Described in Exhibit £ altached

- Per Diem Rent: $3,308.45/day

- Additional Rent (TICAW): Described n Section 5.2

- Base Year: Calendar year 2018

 Tonants Proportionate Share: The percentage obained by diing the fentabe square feetof
the Premises by the rentable square feet of the Building, as those figures may vary from time to
time resuling from physical changes in th size of the Premises andior Buiding, or changes in the
character of space within the Buiding, which, as of the Commencement Dats is 38.13%.

- Holdover Ront Multiple: 1.5

Security Deposit Amount: NIA

Services:
- Standard Wark W
holdays)

- After Hours Utility Charge: The lesser of Landlord's actual hourly casts (o provide overtime.
HVAC and $35.00 fo he frst e years of e Term and $40.00fr.for the temainder o for HVAC
use outside of the Standard Work Week

7:00 a.m. 10 6:00 p.m., Monday through Friday (excluding national or state

Rules & Regulations: The rules and reguiations described on Exhibit F atiached, as may be
subsequently supplemented and modified by Landiord s provided in this Lease.
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$10,000,000.00 Combined Single Lirmit;

- Landlord Liability Coverage: $10,000,000.00 Combined Single Limit
- Business Interruption Insurance Coverage: 12 months Base Rent

« Interest Rate: 12.0% per annum

«  Guarantor(s): NA

A - Premises Description

B - Renewal Option

C - Building Improvements

D - Tenant Upfit

E - Base Rent

F - Rules and Regulations

G - Radioactive Materials/Radioactive Equipment Requirements
H- Lease Memorandum

1- Janitorial Service Schedule

J-Generator
LANDLORD: TENANT:
Keystone-Centennial l, LLC, Bandwidth Inc.,
aNorth Carolina limited liabilty company 2 Delaware corporation
By Its Manager:
By (SEAL)
Keystone Corporation, NamelTite: David A_ Morken, Chief Exective Officer

aNorth Carolina corporation Date: January __, 2018

EAL)

Tenant's execution of this Lease shall be deemed an offer to lease and shall not be deemed
accepted by Landlord until this Lease is executed by Landiord and a counterpart original returned
to Tenant.

i
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« Insurance:
- Tenant Liability Coverage:

10,000,000.00 Combined Single Limit
- Landlord Liability Coverage: $10,000,000.00 Combined Singie Limit

- Business Interruption Insurance Coverage: 12 manths Base Rent

« Interest Rate: 12.0% per annum
+ Guarantor(s): N/A

« Exhibi

A- Premises Description
B~ Renewal Option

C- Building Improvements.

D - Tenant Upfit
E-Baso Rent

F - Rules and Regulations

G - Radioactive Materials/Radioactive Equipment Requirements
H - Lease Memorandum

I- Janitorial Service Schedule

J- Generator

LANDLORD:

Keystone-Centennial I}, LLC,
aNorth Carolina limited labilty company

By its Manager:

Keystone Corporation,
2 North Carolina corporation

By:
Narme: James C_Lille
Tille: COO & CFO

Date: January __, 2018

TENANT:
Sandwitinine, )
aDelaware. wrn/walﬁr

By: bl AL

NamerTille: Davig A/Morken, Chief Executive Oficer
Date: January 4/2018

Tenant's execution of this Lease shall be deemed an offer to lease and shall not be deemed
‘accepted by Landlord until this Leass Is executed by Landlord and a counterpart original returned

to Tenant.
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LEASE AGREEMENT

THIS LEASE AGREEMENT (this "Lease) is entered into as of the Exscution Date between
Landlord and Tenant. Landlord, in consideration of the rents and covenants to be kept and performed by
Tenant, leases to Tenant thal certain property and improvements, more specifcally described below,
‘upon the following terms and conditions:

1. DEFINITIONS & RULES OF CONSTRUCTION.
1.1 Definitions. In addilion to other terms defined In the Lease Term Sheet and elsewhere in

this Lease, the following capitalized words and phrases shall have the indicaled meanings in his Lease
unless the context otherwise requires:

"ADA" rfers to Title Il of The Americans wilh Disabiiies Act, Public Law 101-336 (Juy, 1990).

"Advance Payments' refers to the monthly payments of estimated Addilional Rent paid by
Tenant to Landiord as described in Section 5.2.3.

“Alterations* means alersfions, addions, or improvements n or o the exterioror interior of the
Premises other than the Tenant Upit.

“Approved Plans & Specs" is defined Exhibit D.
“Approved TU Budget"is dofined Exhibit D.

“Binding Arbitration” refers to an arbiration proceeding (o be conducted in accordance with the:
terms of Section 31.8.

“Change Order* is defined in Exhibit D.
~CO” means a certificate of occupancy issued by the Gty of Releigh.
“CO Dats” means the date the GO s fssued for the Premises after compltion of the Tenant Upfi.
“Common Areas" refers to those common areas of the Buikding necessary for ingress, egress,
and parking. Thes areas include lobbies, restrooms, halls, stairways, drves, sidevalks and parking
areas, along with any other areas which Landiord may, but s not obligated to, designate for common use.
by tenants.

“Deed of Trust" refers 1o the Landiord's Lender's securiy instrument, as of the date of
determination.

“Environmental Laws' means any federal, state, or municipal law, ordinance, or regulation, now
or subsequenlly enacted, relating to the exdstence, use, generation, storage, transportation, or disposal of
Hazardous Substances andlor other environmental conditions.

*Expenses” means al direct costs of operalion and maintenance of the
by GAAP, including those described In Section 5.2.1.

ing as determined

"Event of Default i defined in Section 17.1.
*GAAP" refers to generally accepted accounting principles, consistently applied.
“Ground Lease" refers 1o that “Ground Lease Agreement’, dated August 13, 2015, entered into

by The Board of Trustees of the Endowment Fund of North Carolina State University, as ground lessor,
‘and the Landlord, as tenant.
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*Hazardous Substances" means flarmabls, explosives, adioacive materiels, asbeslos,
polychlorinated biphenyis (PCBs), chemicals known o cause cancer or reproductive toxicity, poliutants,
contaminants, hazardous wasles, loxc substances o related malerias, petroleum and palroleum
producs, biological and medical wastes, samples, or subsiances, and subsances deciared fo be
hazardous o toxic under any law or regulation now or, following such enactment or promulgation,
hereafter enacted or promuigated by any governmental authority. "Hazardous Substances” shall also
include any mold, fungus, or spores, if such mold, fungus, or spores poses a risk fo human health or the
envirorment, whether o not such s dassifed as a hazardous maera” under any Environmental Laws.

“Insolvency Procesding” efers to: () Tenants assignmentforthe benefi of credilrs; i)
‘Tenant’s wrilen admission of an inably to pay s diebl as they become due or faiure, generaly, o pay
it debis as they become due; () Tenants filng or consenting (o the ling of any peliin i barikrupicy,
reorganization,or othor proceeding under the Federal Bankruploy Actor any other law, now or
subsequenly in efect, elalng to the reorganization or the arrangement of readjustment of s debls: (v)
‘Tenants consent t the appointment of a receiver,liquidalor, or truslee for any of s properties; ) the
enlry of a cour order appointing a receiver, liuidator, or trustee for allor @ substantial part of Tenants
property: or (v) any other voluntary orinvoluntary act o Insalvency by Tenan,

“Reasonablo attorneys' foos” refers to those fees actually charged by the altorney based upon
fime actually spenl, at customary and reasonable charges normally incurred for those type of services, a5
opposed to any stalutory presumption which may then be n effect.

“Statement’ refers to Landiord's lemized statement of any Addilonal Rent due from Tenant.

*Successor"refers [0 the successor to Landiord's interest in the Premisos, whelher by sale,
lease, foreclosure, or in any other manner.

“TUA Porcontag" refers 1o that percentage of the TU Costs to be funded by the Tenant Upfit
Allowance, which shall be that fraction (expressed as a percentage) having a numerator equal to the
‘Tenant Uplit Alowanca and a denominator equal o the total TU Costs reflected in the Approved TU
Budget.

“TU Costs” refers to the costs and expenses incurred in designing, permiting, and constructing
the Tenant Upfi.

1.2. Rules of Construction. The folowing rles shall be folowed in inerpreting the provisions
of this Lease: (a) all attached Exhibits are incorporated into this document by reference and are made a
partof s Loase. The inadvertent failure o altach any Exhibil described In his Leaso (o the fully
‘executed Lease shall not render this Lease invald,incomplet, or inefectve n any way. Upen nolice
from one party to the other, Landiord and Tenant shall cooperate in good faith to provide any missing
informalion regarding the rissing Extibi, and each shall append he issing Exhbi o hei respeciive
xecued orginal of s Leaso. The tenn *Leaso" shall be deeme to incude allsuch Exhibls and any
other documents expressly ncorporaled, by reference, nto tis Lease; () this Leese constutes e
‘entire and exclusive agreement between the parties on this subject and supersedes any and all prior
agreements, arrangements, and undersiandings, whether witen, ora, electonic, o olhenvise, belween
the parties on this subject; (c) all words and phrases shall be construed fo include the singular or plural
number, and the mascuiin, feminine, o neuler gender, bolh as the context requires; (d) the captions and
eadings are for convenience oy and n no way defing, i, or doscribe the scope o intent of any
provision of this Lease; (¢) al references lo "Seclions" are references (o sections of s Lease niess
'some other reference is established; (f) the term “include” or “including” shall be deemed to mean
“without limitation’", (g) this Lease may be executed in any number of counterparts with the same effect as.
ifall paties had signed the same document.All counterparts shall b constve together and shal
constitute one Lease; (h) any statutory reference in this Lease shall include a reference to any successor
1o such tatute andior evision thereol. () any reference to an agreemen shall unless othervise
indicated, include 2 eference to such agreemenl as amended, restaled,or oihervise modiied from fme.
o ime; () this Lease shall be consiued as having been drafied by bot paries,fonly, and not nfavor of
‘or against one party or the other; () the term “person” and words importing persons shall include firms,

2
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‘associations, partnerships, oint venlures, rusts, corporations,fmited fiablty companies, public and
governmental bodies, and other legal enties, agencies, or instrumentallies, as well as nalural persons;
(0 this Lease shall be deemed executed and completed in North Carolina and, along with all matters
(inclucing forts) relaing to or arising out of this Lease o the relationship of the parties under tis Lease,
shall be consirued in accordance with the laws of North Carolina, without giving effect o its confict of
laws principles; () il accounting terms not otherwise specifically defined in tis Lease shall be.
‘construed in accordance with GAAP: (n) whenever an action {0 be taken under this Lease must be
“reasonably” approved ot s subject o “reasonable” consent, acceptance, or approval, “reasonably” and
“reasanabe" shal, in each instance, mean such consentiacceptance/approval shall not be unreasonably
withheld, condioned, o delayed. If  party's consent/acceptance/approvalis not o qualified, tha party
may wittholdts consentiapproval i s sol discretion; and (o) when used i reference to this Lease, the
term “temmination” shall includo both an early ermination of tis Leass andor an expiration of the Term,
as appiicable.

2. PREMISES.

21, Promiscs, The property leased to Tenant s the Premises localed inthe Buikling as
descrived inthe Lease Term Sheel. The term "Premisss’” shall consistof oly that interior space located
wilhin the perimeter described on Exhibit A (inciuding the inlerior portons of the wall surfaces, ceiing,
and floc). The Premises shallnot inciude the roof, oof membrane, or any exterior wall surfaces (other
than exterior glass), and, except as may olhenise be provided in this Lease, Tonant shall have o right
10 0ccupy or olherwise use those areas except as contemplated by the Tenant Upfit or as otherwise:
reasonably approved by the Landiord, in wrilng.

2.2. Common Area. The Premises are leased to Tenant togeher wilh a non-exclusive license (o
use the Common Areas. Tenant shal have no parking spaces mared exciusively for its use and shall
observe resticted parking areas designated by Landlord; provided that Landlord shall not oversubscribe
parking within the parking areas serving the Buikding nor othenwise do or permit anything that would
‘unduly interfere with the express parking rights granted to Tenant under his Lease. The parking area
shall be gated. Landiord does not grant any easement for ight,air, or view. Provided they do not
‘materialy affect Tenant's use of the Premises, access or parking rights, Landiord, from time o time, may
change the size, localion, nature, and use of any of the Common Areas, convert Common Areas info
leasable areas, consinuct addiional parking facilfies (including parking siructures) in the Common Areas,
‘and increase or decrease Common Area land and/or faciiles. Landlord shall use all commercially
reasonable efforts to minimize any impact on Tenant's business operalions in the Premises, access,
‘andlor parking rights during Landlord's exercise of the foregoing rights. Tenant acknowiedges thal such
activity may result in inconvenience to Tenant. Tenant shall not unreasonably interfore with tho rights of
Landiord, ofher tenanis or any ofher person entilied to use the Common Areas for the purposes for which
those areas wore designed.

2.3. Right to Relocate. Intentionally Omitted
3. TERM.

3. Duration. Sublect to a prior termination s provided in this Loase, this Lease shail be
binding and effeciive as of the Execution Date and shal remain in effect for the Temn. Landiord shall
deliver the Premises lo Tenanl on the Delivery Date.

3.2, Early Occupation. Intentionally Omitted

3.3. Option to Renew. Tenant shall have one opion to renenw this Lease as provided in Exhibit
Battached.
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regulations, signage regulalions, and olher restrictions, guidslines or reguiations affecting the
Campus).

Tenant and any subtenant of the Premises shall adhere to all reasonable emergency plans (including
plans relating to fire, safety, events of terrorism, and any other contingencies) of NCSU. Tenanl's
‘complance shallbe for the benefit of Landiord and NCSU. Upon discovering any viotation of this Section,
‘Tenant shall promplly take all necessary remediai action.

4.4. ADA Compliance. To the extent after the Delivery Date: () the Premises do not comply.
with the ADA: (i) such non-compiiance relates 1o or aises out of Tenant's particular use, operations, or
Altrations; and (if) modification of the Premises is required in order to comply with law, Tenant shall, at
its sole expense, take allreasonable steps to modify the Premises to comply with the ADA. Otherwise,
Landlord shal, subject o the provisions of Saction 4.3, be responsible for keeping the Premises, the.
‘Common Areas, and the Building (exclusive of Aterations) in compiiance vith the ADA.

4.5. Licenses. Throughout the Term of this Lease, Tenan shall obtain and maintain al censes,
permits, and olher governmental approvals necessary for the operation of the business conducted by it at
the Premises.

46. Bullding Changes/Additions. Landiord may at any fime and without ibilty to Tenant
change, alter, remadel, or remove any of the improvements in the Common Areas, and instal in or
through the Fremises any wirng, piping, ducts, or conduits necessary for the service of the Premisss, or
lher buildings in the Builing. Notwihstanding the foregoing. all such wiring, piping, ducts or conduits
shall be installed benind walls, under floors, andior above ceilings in the Premises and shall not interfere
vith installations previously made by Tenant in such areas or unreasonably interfere with Tenant’s use of
the Premises or the Common Areas or reduce the usable square footage of the Premises. Further,
Landiord shall not materially impair, and shal use all commercially reasonable efforts to mirimize any
impact on, Tenants business operalions in the Premises during and as a result of Landlord's exercise of
the foregoing rghis, including coordinaling any necessary shut-down or nterruplion i uities with Tenant
10 the fullest extent possibie.

5. RENT:

5.1. Base Rent. Commencing on the Rent Commencement Date and continuing for the
remainder of the Term, Tenant shall pay to Landlord the Base Rent sel out in Exhibit E. The Instaliment
Amouns of Base Rent (as reflected in Exhibit £), as well as paymens of Additonal Rent, shall be
payable without previous demand, and except s expressly provided otherwise in this Lease, without
offset or deduction, in advance, on or before the first day of each month, al the office of Landlord at the.
‘address given In the Lease Term Sheat or such other address as Landiord notices Tenant in witing. If the.
Rent Commencement Date s a day other than the first day of the monih or if the Term ends on a day
ofher then the last day of the month, Base Rent for any partial month of the Ter shall be pro-rated on a
per diem basis.

5.2. Additional Rent. Tenant shal pay Landiord Additional Rent in amounts and in the manner
s described below:

5.2, Expenses. “Expenses” shallinclude al direct costs of operation and maintenance of the
Buiiding as delermined by GAAP and shal include by way of fustration:

() Taxas. Amounts paid by Landlord for eal esate taxes, special assessmenis,or any
governmenial charges which may be levied or assessed against the Bulding. "Taxes" shal specifically
‘exclude Landlord's income and/or franchise taxes and tax penalties, and/or any other taxes that are
personal to Landiord, such s nhertance, estate o g taxes

(i) Utilis. Amounts paid by Landiord for lectricity, heating and air conditioning, telephone
the elevator, and other ulities for the Common Areas of the Bulding. Amounts paid by Landiord for water





image63.png
and sewage servicas used at the Building, including the Common Areas, the Premises, and all other
tenant space unless separately metered or specifically atirbutable to another tenant.

(i) Insurance. Amounts paid by Landlord for all premiums for insurance required by ths Lease.
o be maintained by Landlord or othervise deemed by Landlord to be reasonable property and liabiity
insurance coverage with fespect to the Bulding or as othervise required to be maintained by Landiord's
Lender.

() Maintenance. The reasonable cost of wages, including associated payroll taxes, insurance
andfrnge benes, o persons employed by Landiordin connection wihthe operalon or management of
the Building, with such costs allocated to the Building in proportion to share of such person(s)’ overall
fime alocaied to the Bulldng. ncucing management personnela or below the level of Buding manager,
secretaries, security guards (if any), janitors, carpenters, painters, laborers and olher office, maintenance,
securiy, jantarial o Genaral loaning persornol. Tho roasonable costof srvices urnished by
indapendant conractors wilh rospectlo the operaion, repair, maintenanc, securly or cleaning o e
Buiing. The reasonable cost of maeil, ool and equipmen,incuding ot room supplies,
iorescont and incandoscent lemps, s, deaning suppics and maintenance foms, purchased by
Landlord i providng Sarvices (as later defned)

) Operating Expenses. Reasonabie amounts paid by Landlord for all diect coss o operaions
and maintenance (not otherwise specified above) as determined by GAAP, including payroll expense
‘associaied wih personnel diecl providng operaional and mainicnance serioes, e, secury,
‘management fees (not to exceed 5% of total rents payable to Landlord by tenants and occupants of the
Building in any given year), legal and professional fees (except as specifically excluded), maintenance
costs (including Buiiding and grounds), plumbing, heating, electrical, air conditioning and cleaning
(Incucingfantoria services, suples, rbish and snow femoval.

"Expensos" shall spacificaly exchudo cosis incurred for making installatios, replacements of alerations
1o the Buiding which under GAAP are properly cassifid as capilal expendiures; costs of correcting
Jatent or structural dofocts I the Buking (incuding dofects n the ool or Buiding systems, such as the
HVAC), Common Areas or Premises; costs of capHtalized equipment; depreciation on the Buiding or any.
Building equipment or systems: ground lease rental payments, loans, andlor morigage principal and
interest; expenses assaciated wilh mortgaging, refiancing or seling the Buiding or incurred in
onneciion with a ispute with any lendor of purchaser of the Builing (incuding legal o professional ess
incurted in conneclion with such): costs of negofiaing or enforcing leases of incurred in connection with
dispultes wih any lenants or occupans o the Buling (ncluding legal or professional fess incurred in
conneclion with such); audit and consulling fees; marketing and leasing expenses ncluding broker
‘comissions and costs ofleasehoid improvemenls mado or allowarices n thereaf; Landiord's "overhead”
or general administrative expenses; expenses olhervise reimbursable by specicienants or occupants of
the Buiding or fher third parties or hrough insurance or condemnalion proceeds; costs resuling rom
casualles of condemnations; any expendiure for goods and services paid to any entiy rlated to, or
affifated with the andiord of the pincipals o the andlord, n excess of tho fa markol value thereof;
‘expensos for the purpose of renovaling ot restoring any tanant space in the Bulding; costs aising rom
the negligence or inentional misconduct of Landlord; chariable or poiical conirbuions of Landiord;
costs of executive compensation (including salares or benefits of any kind) for any personnel above the
tevel of Builing manager; costs to operafe any commercial concession in he Buikding; costs o paintings,
sculptures or arwork for the Buiding; costs aising rom tre failure of Landlord o comply with ll laws
regarding the Buiding or the breach of ths Leas by Landiord; tax penalies or interest charged as a
fosultof Landiord'sfafure 0 imely pay any amounts due o resulting from Landlord's negligence or wilful
misconduct, costs of invesiigating or remediating Hazardous Substances or oxic materials al the Bulding
(provided sich shallnol il Landlord'srights under Section 28 and any costs alibutabie to services
(or above-standard servics levels) that e not generally provided o availabi (o all enants and
occupants of the Buiding, or that specifically are not availabl to Tenant, or which are generaly available
only at addilonal oxpenss.

5.2.2. Gross Up. In any calendar year (including the Bass Year) in which lne leasabie area of
the Buiding is not flly occupied for the enlire year, the Expenses (other then Taxes and Insurance
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(described above) and any other Expenses that do not vary with the lovel of occupancy) shall be "grossed
up" as i the Buiding were.100% occupied for the entire calendar year. The gross up shall be based upon
Landlord's reasanable projections of the variable Expenses expected to be incurred if the Bulding were
totally occupied for the eniire calendar year, as determined under GAAP and in accordance with sound
‘commercial office buiing management praciices. Landiord shall have the duty during the Term to be
reasonable i its selection of persons providing services (0 the Buiiding, taking into consideration the
‘services required and their cost within the Raleigh, North Carolina area.

5.23. Payment. Starting with the 2019 calendar year and for each subsequent calendar year
during the Tem, fthe Expenses incurred by Landlord for the Building fo that year exceed the aggregate
Expenses for the Building in the Base Year, Tenant shall pay to Landlord, as Addional Rent, Tenant's
Proprtionate Share of the Expenses incurted by Landiord in that calendar year. If the Term does not
cover an enlire 12 monins for a partcular caiendar year, the amount of Adiional Rent due from Tenant
for that calendar year will be adjusted proportonately on a per diem basis. With each Base Rent payment
during the Term, Tenant shal, as appiicable, pay Landlord an Advance Payment which shall equal ane-
twelth of the amount o Tenants Proportionale Share of the Addiional Rent,if any, aniicpated for the
‘upcoming calendar year as a credit against Additional Rent due for that calendar year. At any fme during
the caiendar year Landlord may increase the amount o the monihly Advance Payments for tha year (o
‘account for unexpecied inroases in Expensos by providing atloast 30 days' prior witien nolice to
Tenant; provided that () Landiord shall not make more than one such mid-year adjusimentin any
calendar year, (i) Landlord must have a reasonable basis for such increase, and (i) such increase shall
ot exceed 10% of the Advance Payments originaly setforthat year. All Advance Payments shal be
redited to Tenants account for the appiicable calendar year. Within 120 days after e end of each
calendar yes, Landiord shellsend Tenant a Statement as to the Addilional Rent due for the preceding
‘calendar year, which shall include a reasonable descriplion of any goss up calculations and all Advance
Payments o be credited to Tenant. Any deficiency n the Advance Payments shallbe noted in the
‘Statement and paid by Tenant within 30 cays afler it receives or is deemed to have received the
Statement. Any excess in the Advance Payments shail be applied to the Addtonal Rent obiigation
olhervido due in the ensuing calendar year, or, if this Lease has terminaled and the excess has not been
olhervise applied by Landlord to cure an Event of Default that excess shal be refunded to Tenant with
the Stalement or thatyear. Tenant's obiigation to pay Adcitional Rent and Landlord's obiigation o refund
any excess Advance Payments, as the case may be, accruing through the dale terminalion of this Lease.
shall survive that terminalion.

5.2.4. Inspection of Books and Records. At any reasonable time, but no more than ance in a
‘calendar year, Tenant shall be enlilled o inspect allof Landiord's records reasonably necessary to
determine that all charges have been correctly allocated 1o Tenant. Tenant must give Landiord at least
five business days' prior nolice before exercising this inspecton right. The inspection shll be:
conducted at Landord's business office during Landlord’s regular business hours and shall be fimited to
the two Immediately preceding calendar years unless a materal eror s found in one or mare fine tems,
n which caso the review of such line items shall extend to the end of the appiicable statute of imitations.
‘Tenant shall be eniilied to obtain an audit by an independent certfid public accountant or such
representative of Tenant as Tenant shail othenwiss select (provided that such representative shall not, in
any event, be compensated on a recovery or contingency fee basis and shall othenwise be reasonably
‘acceptable to Landiord) to delermine the accuracy of Landlord's certifcation of the amount of Additional
Rent charged to Tenant. Tenant shail bear the total cost of any such audi, incuding reimbursing Landlord
for any out-of-pockel expenses (e.g., pholocopying chargas, accountant's fees, elc.) reasonably incurred
by Landlord in conneciion with Tenant's audit. Notwithstanding the preceding t the conlrary, if the audit
reveals that Tenant’s Proportionale Share of Expenses for such calendar year was overstated by more
than 10%: () Landiord shal reimburse Tenant or the reasonable cosis incurred by Tenant in conducting
the audit (o be reimbursed to Tenant within 30 days following Landlord's receipt of written demand from
Tenant, along with reasonable supporting documentation); and (i) Tenant shall have no obligation to
reimburse Landlord for its out-of-pockel expenses incurred in conneciion wih such audit. Any
deficiencyloverpayment determined by the audit shal be paid byrefunded to Tenant within 30 days after
‘acceptance of the results of the audit by Landiord, which shall ot be nreasonably withheld or delayed.
In o event shail Tenan have any right to examine Landiord's books and records while Tenant s in
default under the terms of this Lease. As an express condilion of Tenant' rights under s Secfion,
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Tenant shall, and shall use commercially reasonable efforts to ensure that its auditors shll, keep the
existence of the audit, any and allfinancial informalion obtained from the audit and the resas of its audit
‘confidential except to the extent necessary to resalve any dispute between Landiord and Tenant relating
tothe Expenses or {0 salisly publc reporting requirements. A material breach of this confidentialty
obiigation shall automatically be an Event of Defaut i.c., Tenant shall have no right to nofice of, or ight
1o cure, that breach) and Tenant shall forfeit alrights to conduct any further audils pursuant to this
Section.

5.25. Dispute in Additional Rent. If Tenant disputes any billng for Addiional Rent, at any ime
prir o the date that is more than 18 months after Tenants receiptof the Stalement in dispute, Tenant
may seve wilen notice on Landlrd demanding Binding Avbialion f the dispule. As an expross
condiion precedent to Invoking Binding Arbisation, Tenant must havo paid the enire amountof
Addtional Rent set out n tho Satemant (nciuding he amount cisputed) to Landiord, subject 0 any later
adjustment as may be ordered in the arbiralon decision. Fallure (o timely pay the Addiional Rent shall
render any demand for arbilraion absolutely void and shall consfiute an Event o Defaul. f there is no
imely demand for Binding Arbialion and/or payment as contemplaled in this Section, the applicable
Statement rendered by Landlord shall bo deemed correct n 2l fespects and shall no longer be open (0
challenge by Tonanl

5.3, Stamp, Use, Sales Tax Adjustment. Should any governmental authority having jurisdiclion
‘over the Premises deciare or olherwise assess against Landlord any tax on Tenanfs rents, lease, or
leasehold whether designaled as a stamp tax, sales tax, ad valore tax, use tax of otherwiss (olher than
income taxes or other taxes excluded in Saction 5.2.1(}), then all taxes s charged shll be Tenant's
obligation and shall be paid by Tenant directy 1o the taxing authoriy or shall be paid to Landiord in
reimbursement.

5.6. Late Charges. Tenants failure o imely pay Ront may cause Landiord 0 ncur
unanticipated costs. If any payment of Rent is not received within 10 days of s due date, Tenant shall
pay Landiord a late charge equal (0 2.5% of the overdue amount. Tenant acknowledges that such late
charga ropresents a fair and reasonable estimate of th costs Landlord wilincur by reason of such late
payment. The payment oflte charges shall ot excuse or cure any default by Tenant under this Lease.
Interest shall not be payable on late charges to be paid by Tenant under this Lease. Notwilhstanding the
preceding, so long as the Rent is paid by Tenant wlhin five business days of s receipt of writen nolice
of such definquency, Tenant shail not be responsible for late charges for such delinquency the frst time it
occurs in any 12-month period; provided that this waiver ofiate charges shail no,in any even, apply
after he third delinquency during the Term.

5.5 Controllable Expenses. Nowithsianding anyihing in s Lease o the conlrary, during the:
period of time when Tenant is responsible for payment o Expenses, Tenant will bz responsibl fo s
Proporionale Share of Taxes, nsurance premiums, ules, Conianial Campus Maintenance Payments,
snow removal, and ofher costs for services or matertal for which there s only one avallable source or
provider for such servico or matefials a the ime the services/material are needed (‘Uncontroliablo
Expensos), withoul regard o he level of incresse in any or all of the above i any year of olher peiod of
time. Tenants obligalon to pay all oher Expenses tha are not Uncontrllale Expenses (*Controllable
Exponsos’) shal be fmited o tho Controlable Expensss i the Base Year increased each calendar year
{hereaftr by 5% per annum on a cumuiaiive bass. For purposes of this calcultion, Conlrolable
Expenses shallbe determined afer application o the "gross up” conlemplaled by Section 5.2.2.

6. SECURITY DEPOSITIFINANCIALS.
6.1, Security Deposit, Intentionally Omitted

6.2. Financials. Upon Landiord's request (which, except in connection with a potential
efinancing or sale of the Buiing, wil not be more frequent than ance in any 12-month period), Tenant
shail provide Landlord with a copy of Tenants most recent financial statements (lo inciude, at least, a
‘current balance shest and statements of profit and loss and cash flow, all prepared in accordance wilh
‘GAAP, consistently applied) which shall be certiied by an officer/manager of Tenant and such other
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financial information concening Tenant as reasonably requested by Landiord. Landlord agrees to hold
that financial information in confidence and to use the same degree of care in proteciing the
confidentiality of that information as il uses in protecting ts own confidential information, which shall not
be less than a reasonable degres of care. Nowithstanding anything to the contrary confained in this.
Section 6.2, for as long as Tenant i a pubicly traded company, it shall not be required to provide the
financialinformation olherwise required under this Section.

7. IMPROVEMENTS.

7.1. Building Improvements. Landiord,at s sole cost and expens, has designed and
constructed the Buiding as refected i the Bulding Improvements. Laniord represents thal the Buiding
Improvements have bean substantialy completed in substantal accordancs wih Exhibit C and otherwise
in & good and workmanlke manner and in substantal compliance vith al appicable buiding, fre, hea
santary codes and regulatons, and olher appicable lavs.

7.2, Tanant Upfit. Tenant shallselect the general contractor for constructing the Tenant Upfit
(he"General Contractor’), which seleclion shall ba sutjoct to Landlord's pror writen reasonable
approval. The following general contractors aro hereby approved by Landiord fo be the General
‘Contractor: Inner-tech, Incorporated, BE&K Buiding Group, LLC, Choate Consiruction Company. and
Barringer Consiruciion, LLC. Once approved by Landlord, the General Contractor shall not be changed
without Landlord's prir writen roasonable consent. Tenant shallbo solely rosponsible for enterng ino @
consinuclicn contract for the consiruciion of the Tenant Upfit with the General Contactor. Afer the
Approved TU Budget has been adopted as contemplated in Exhibit D, Tenan, at ts sole cost and
expense, shall commence and difigenty pursue completon of the Tenank Upft, allowing no fens to atiach
aither to he Pramises o to Tenans leasehold nterest, and s0 as not 1o unreasonably disturb or
inconvenience ofher tenants in the Buiding. All Tenant Uit shall be consirucled in substantial aocord
vith the Approved Plans & Specs, in a good and workmanike manner, and olherwise i substaniial
‘compliance with al appicable builing, fr, health, and sanitary codes and regulatons, and shall be
performed by the General Contractor. At i fimes during the construcion of the Tenant pfi, Tenant, at
is sole expense, shall(or shall cause the General Gonlracior 1o) maintain all 1" buiders fsk Insurance
(inclucing windsiorm, hail damage, fre, and vandalism) in a non-reporiing, completed value form with
Special Gause of Loss. This policy shalt ) be in an amount not less than the full amount ofthe fotal TU
Gosls rafocted i the Approved TU Budget; () name Landlord as the oss payee up (o he amount o the
Tenant Upft Allowance fundd as of the dalo o the casualty; and (W) atherviss be In a form and
substance reasonably acceplable to Landlord. Uless othervise noted in wrting in the Approved Plans &
Specs or in the applicable Ghango Ordor, the Terant Upfi shal femain and be surendered with the
Premises on termination of this Lease. If the Approved Plans & Specs or the Change Order provides that
certain improvaments are nt o be surrendered, Tenant, at s Sole cosL,shall,upon terminaton of this
Lease, remove that Tenant Upfi which s not to ©emin and repair all damage o the Premises of the
Building caused by their removal. Tis femovailtepai biigation shal survive a termination of this Lease.
Notwilhstanding the foregoing, Tenant shall be permitted fo remove that personal property as descrived
in Section 8.1.

7.3, Tenant Upfit Aliowance.

7.3.1. Funding. Notwithstanding Section 7.2 1o the conirary, Landiord shal contribute the Tenant
Upfit Allowance towards the TU Costs incurred by Tenant. Tenant shal be responsible for any and all TU
Costs in excess of the Tenant Upft Allowance. The Tenant Upfit Allowance shall be paid by Landlord in
the form of relmbursements to Tenant for TU Costs as incurred (each an "Upfit Reimbursement). Each
Upfit Reimbursement shall:

(a) equal: () the TUA Percentage times the TU Costs sought to be reimbursed; less (i) 10% of
that resul (the *Retainage"); and

(6) be made by Landlord ithin 10 days ofis receiptof: () Tenant’ wiiten request for such; (i) a
‘copy of the paid invoice(s) fo the TU Cosls sought to be reimbursed; and (i) a partial lien waiver

s





