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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)

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

For the quarterly period ended June 30, 2012

OR

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

For the transition period from              to             

Commission file number: 001-35264

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

Edgar Filing: Carbonite Inc - Form 10-Q

Table of Contents 1



Delaware 33-1111329
(State or other jurisdiction of

incorporation)

(I.R.S. Employer

Identification No.)

177 Huntington Avenue

Boston, Massachusetts 02115
(Address of principal executive offices) (Zip Code)

(617) 587-1000

(Registrant�s telephone number, including area code)

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

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

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

Large accelerated filer ¨ Accelerated filer ¨

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

As of August 1, 2012, there were 25,624,195 shares of the registrant�s Common Stock, par value $0.01 per share, outstanding.
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PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

Carbonite, Inc.

Condensed Consolidated Balance Sheets

(Unaudited)

(In thousands, except share and per share amounts)
June 30,
2012

December 31,
2011

Assets
Current assets:
Cash and cash equivalents $ 56,981 $ 59,842
Marketable securities 8,744 12,684
Accounts receivable, net of allowance 998 944
Prepaid expenses and other current assets 1,716 1,730

Total current assets 68,439 75,200
Property and equipment, net 25,108 21,648
Other assets 180 189
Restricted cash 500 �  
Acquired intangible assets, net 922 1,055
Goodwill 1,514 1,514

Total assets $ 96,663 $ 99,606

Liabilities and Stockholders� Equity
Current liabilities:
Accounts payable $ 5,463 $ 6,858
Accrued expenses 6,119 4,999
Current portion of deferred revenue 52,296 44,505

Total current liabilities 63,878 56,362
Deferred revenue, net of current portion 15,231 15,191
Other long-term liabilities 598 451

Total liabilities 79,707 72,004
Commitments and contingencies (Note 8)
Stockholders� equity:
Preferred stock, $0.01 par value; 6,000,000 shares authorized; no shares issued �  �  
Common stock, $0.01 par value; 45,000,000 shares authorized; 25,611,820 and 25,137,342 outstanding at
June 30, 2012 and December 31, 2011, respectively 256 251
Additional paid-in capital 130,495 127,807
Accumulated deficit (113,784) (100,437) 
Treasury stock, at cost (2,009 shares) (22) (22) 
Accumulated other comprehensive income 11 3

Total stockholders� equity 16,956 27,602

Total liabilities and stockholders� equity $ 96,663 $ 99,606
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The accompanying notes are an integral part of these condensed consolidated financial statements.
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Carbonite, Inc.

Condensed Consolidated Statements of Operations

(Unaudited)

Three Months Ended June 30, Six Months Ended June 30,
2012 2011 2012 2011

(In thousands, except share and per share amounts)

Revenue $ 20,247 $ 14,399 $ 38,794 $ 27,242
Cost of revenue 6,994 5,646 13,779 10,311

Gross profit 13,253 8,753 25,015 16,931
Operating expenses:
Research and development 5,029 4,259 9,869 7,710
General and administrative 2,377 1,558 4,613 2,878
Sales and marketing 10,070 7,598 22,685 16,358
Lease exit charge �  �  1,174 �  

Total operating expenses 17,476 13,415 38,341 26,946

Loss from operations (4,223) (4,662) (13,326) (10,015) 
Interest and other income, net 2 10 (1) 26

Loss before income taxes (4,221) (4,652) (13,327) (9,989) 
Provision for income taxes (10) �  (20) �  

Net loss (4,231) (4,652) (13,347) (9,989) 

Accretion of redeemable convertible preferred stock �  (52) �  (105) 

Net loss attributable to common stockholders $ (4,231) $ (4,704) $ (13,347) $ (10,094) 

Basic and diluted net loss per share attributable to common
stockholders $ (0.17) $ (0.93) $ (0.53) $ (2.02) 

Weighted-average number of common shares used in computing basic
and diluted net loss per share 25,448,791 5,084,820 25,337,653 5,009,565

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Carbonite, Inc.

Condensed Consolidated Statements of Comprehensive Loss

(Unaudited)

Three Months Ended
June 30,

Six Months Ended
June 30,

2012 2011 2012 2011
(In thousands)

Net loss $ (4,231) $ (4,652) $ (13,347) $ (9,989) 

Other comprehensive income:

Net unrealized gains on marketable securities 2 �  3 �  

Foreign currency translation adjustments 1 2 5 3

Total other comprehensive income 3 2 8 3

Total comprehensive loss $ (4,228) $ (4,650) $ (13,339) $ (9,986) 

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Carbonite, Inc.

Condensed Consolidated Statements of Cash Flows

(Unaudited)

Six Months Ended
June 30,

2012 2011
(In thousands)

Operating activities
Net loss $ (13,347) $ (9,989) 
Adjustments to reconcile net loss to net cash from operating activities:
Depreciation and amortization 5,090 3,538
Amortization of premium on marketable securities 120 �  
Stock-based compensation expense 1,959 552
Provision for bad debt 42 2
Non-cash lease exit charge 1,017 �  
Re-measurement of preferred stock warrant liability �  19
Changes in assets and liabilities, net of acquisition:
Accounts receivable (96) (106) 
Prepaid expenses and other current assets 47 (757) 
Other assets 9 (1,412) 
Accounts payable (1,395) (2,575) 
Accrued expenses 241 1,478
Other long-term liabilities 26 67
Deferred revenue 7,831 10,004

Net cash provided by operating activities 1,544 821

Investing activities
Purchases of property and equipment (8,417) (7,190) 
Proceeds from maturities of marketable securities 5,000 10,000
Purchases of marketable securities (1,210) �  
Increase in restricted cash (500) �  
Payment for acquisition, net of cash acquired �  (1,949) 

Net cash provided by (used in) investing activities (5,127) 861

Financing activities
Proceeds from exercise of stock options 717 725
Repurchase of common stock �  (22) 

Net cash provided by financing activities 717 703

Effect of currency exchange rate changes on cash 5 3
Net increase (decrease) in cash (2,861) 2,388
Cash and cash equivalents, beginning of period 59,842 13,855

Cash and cash equivalents, end of period $ 56,981 $ 16,243

Non-cash investing and financing activities
Accretion of redeemable convertible preferred stock $ �  $ 105
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The accompanying notes are an integral part of these condensed consolidated financial statements.
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Carbonite, Inc.

Notes to Condensed Consolidated Financial Statements

1. Nature of Business

Carbonite, Inc. (the �Company�) was incorporated in the State of Delaware on February 10, 2005, and focuses on the development and marketing
of computer backup services that enable users to backup, access, and restore data files online.

The Company views its operations and manages its business in one operating segment.

2. Summary of Significant Accounting Policies

Basis of Presentation

The accompanying consolidated financial statements include the accounts of the Company and its wholly-owned subsidiaries.

In addition, through its wholly-owned subsidiary Carbonite (China) Co., Ltd. (�Carbonite China�), the Company effectively controls a variable
interest entity (�VIE�), PanSheng AnXin Network Information Technology Co., Ltd., which is incorporated under the laws of the People�s
Republic of China. The People�s Republic of China restricts foreign ownership of internet-related service companies. To comply with these
foreign ownership restrictions, the Company operates its business in China through this VIE. The Company has entered into certain exclusive
agreements with the VIE and its shareholders through Carbonite China, which provide the Company with the ability to direct the VIE�s most
significant economic activities and to receive a majority of the VIE�s economic benefits.

Based on these contractual arrangements, the Company consolidates the VIE as required by Financial Accounting Standards Codification (�ASC�)
810-10, Consolidation, because the Company is the primary beneficiary of the VIE through Carbonite China. Despite the lack of majority
ownership, there exists a parent-subsidiary relationship between the Company and the VIE through the aforementioned agreements, whereby the
equity holders of the VIE effectively assigned all of their voting rights underlying their equity interest in the VIE to Carbonite China. In
addition, the Company has the ability and intention to continue to exercise its rights to obtain substantially all of the profits and to absorb all of
the expected losses of the VIE.

All intercompany accounts and transactions between the Company, its subsidiaries, and the VIE have been eliminated in consolidation. These
consolidated financial statements have been prepared in accordance with accounting principles generally accepted in the United States (�GAAP�).

The accompanying unaudited interim condensed consolidated financial statements have been prepared pursuant to the rules and regulations of
the United States Securities and Exchange Commission (�SEC�), the instructions to Form 10-Q, and the provisions of Regulation S-X pertaining to
interim financial statements. Accordingly, certain information and footnote disclosures normally included in the financial statements prepared in
accordance with GAAP have been condensed or omitted pursuant to such rules and regulations. These condensed consolidated financial
statements should be read in conjunction with the Company�s audited consolidated financial statements and the notes thereto, included in the
Company�s Annual Report on Form 10-K for the fiscal year ended December 31, 2011, as filed with the SEC on March 7, 2012.

In the opinion of management, the condensed consolidated financial statements reflect all adjustments, consisting of normal recurring
adjustments, necessary for a fair presentation of the Company�s financial position for the periods presented. The results for the periods presented
are not necessarily indicative of future results.

The Company considers events or transactions that occur after the balance sheet date, but prior to the issuance of the financial statements, to
provide additional evidence for certain estimates or to identify matters that require additional disclosure. Subsequent events occurring after June
30, 2012 have been evaluated as required. There were no material recognized subsequent events recorded in the unaudited consolidated financial
statements as of and for the three and six months ended June, 30, 2012.

Use of Estimates

The preparation of consolidated financial statements in conformity with GAAP requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities, the disclosure of contingent assets and liabilities at the date of the financial statements, and
the reported amounts of revenues and expenses during the reporting period. Although the Company regularly assesses these estimates, actual
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results could differ materially from these estimates. Changes in estimates are recorded in the period in which they become known. The Company
bases its estimates on historical experience and various other assumptions that it believes to be reasonable under the circumstances. Actual
results may differ from management�s estimates if past experience or other assumptions do not turn out to be substantially accurate, even if such
assumptions are reasonable when made.
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Carbonite, Inc.

Notes to Condensed Consolidated Financial Statements

Translation of Foreign Currencies

The functional currency of the Company�s foreign subsidiary and VIE are their local currency. The financial statements of the Company�s foreign
subsidiary and VIE in China are translated into U.S. dollars. The Company translates assets and liabilities at the exchange rates in effect at
period-end and revenues and expenses at the average exchange rates in effect during the period. Gains and losses from foreign currency
translation are recorded as a component of other comprehensive income (loss).

Concentration of Credit Risk

Financial instruments that potentially subject the Company to credit risk primarily consist of cash and cash equivalents, marketable securities,
and accounts receivable. The Company maintains its cash and cash equivalents and marketable securities with high-quality financial institutions
and, consequently, the Company believes that such funds are subject to minimal credit risk. Cash equivalents and marketable securities consist
of investment grade debt securities or money market funds investing in such securities.

The Company sells its services primarily to consumer and small business customers. Payment for the majority of the Company�s sales occurs via
credit card. The Company regularly reviews its accounts receivable related to customers billed on traditional credit terms and provides an
allowance for expected credit losses. Due to these factors, no additional credit risk beyond amounts provided for collection losses is believed by
management to be probable in the Company�s accounts receivable. At June 30, 2012, one customer represented greater than 10% of accounts
receivable balance and no customer represented 10% or more of revenue for all periods presented.

Comprehensive Income (Loss)

Comprehensive income (loss) consists of net income (loss) as well as other changes in stockholders� equity that result from transactions and other
economic events from non-owner sources. The Company�s only elements of other comprehensive income consist of foreign currency translation
adjustments and unrealized gains or losses on available-for-sale investments for all periods.

Revenue Recognition

The Company derives revenue from online backup subscription services. These services are standalone independent service solutions, which are
generally contracted for a one- to three-year term. Subscription arrangements include access to use the Company�s services via the internet. The
Company recognizes revenue in accordance with ASC 605-10, Overall Revenue Recognition. Subscription revenue is recognized ratably on a
daily basis upon activation over the subscription period, when persuasive evidence of an arrangement with a customer exists, the subscription
period has been activated, the price is fixed or determinable, and collection is reasonably assured. Deferred revenues represent payments
received from customers for subscription services prior to recognizing the revenue related to those payments.

Lease Exit Charge

In March 2012, the Company closed its Boston, Massachusetts data center and transitioned the computer equipment and operations to its other
Massachusetts data centers. This facility closure was accounted for in accordance with ASC 420, Accounting for Costs Associated with Exit or
Disposal Activities, pursuant to which the Company recorded a charge of $1.2 million, of which $0.2 million was paid to relocate the Company�s
computer equipment and $1.0 million was accrued related to the fair value of the remaining lease payments as of the date of the closure. The fair
value of the remaining lease payments was determined based upon the discounted present value of remaining data center lease payments through
the August 2013 lease expiration. At June 30, 2012, $0.9 million and $0.1 million related to the fair value of the remaining lease payments are
included within accrued expenses and other long-term liabilities, respectively. See Note 8 for related disclosure.

8
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Carbonite, Inc.

Notes to Condensed Consolidated Financial Statements

Goodwill and Acquired Intangible Assets

The Company records goodwill when consideration paid in a business acquisition exceeds the fair value of the net tangible assets and the
identified intangible assets acquired. Goodwill is not amortized, but rather is tested for impairment annually or more frequently, if facts and
circumstances warrant a review. The Company performs its annual assessment for impairment of goodwill on November 30th and considers its
business to be one reporting unit for the purpose of conducting this assessment. In its assessment, the Company evaluates qualitative factors to
determine whether it is more likely than not that the fair value of a reporting unit is less than its carrying amount as a basis for determining
whether it is necessary to perform a quantitative analysis. If qualitative factors indicate that it is more likely than not that an impairment has
occurred, the Company is required to conduct a quantitative assessment by estimating the fair value of the reporting unit (based on the
Company�s market capitalization) and comparing this amount to the carrying value of the reporting unit (as reflected by the Company�s total
stockholders� equity). Based on the most recent evaluation, the Company determined that its goodwill was not impaired.

Intangible assets acquired in a business combination are recorded under the acquisition method of accounting at their estimated fair values at the
date of acquisition. As the pattern of consumption of the economic benefits of the intangible assets cannot be reliably determined, the Company
amortizes acquired intangible assets over their estimated useful lives on a straight-line basis.

Software and Website Development Costs

The Company follows the guidance of ASC 350-40, Internal Use Software and ASC 350-50, Website Development Costs, in accounting for its
software and website development costs. The costs incurred in the preliminary stages of development are expensed as incurred. Once an
application has reached the development stage, internal and external costs, if direct and incremental, are capitalized until the application is
substantially complete and ready for its intended use. Because the Company believes the majority of its development efforts are categorized in
operation stage (post-implementation), no costs have been capitalized to date. These costs are included in the accompanying statements of
operations as research and development expense.

Income Taxes

The Company provides for income taxes under the liability method. Deferred tax assets and liabilities are determined based on differences
between financial reporting and tax bases of assets and liabilities and are measured using the enacted tax rates in effect when the differences are
expected to reverse. Deferred tax assets are reduced by a valuation allowance to reflect the uncertainty associated with their ultimate realization.

The Company accounts for uncertain tax positions recognized in the consolidated financial statements by prescribing a more-likely-than-not
threshold for financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return.

Accounting for Stock-Based Compensation

Stock-based compensation is recognized as an expense in the financial statements based on the grant date fair value of the stock awards granted.
For awards that vest based on service conditions, the Company uses the straight-line method to allocate compensation expense for awards
expected to vest over the requisite service period of those awards. The grant date fair value of options granted is calculated using the
Black-Scholes option-pricing model, which requires the use of subjective assumptions including volatility, expected term, risk-free interest rate,
and expected dividend yield.

9
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Carbonite, Inc.

Notes to Condensed Consolidated Financial Statements

Recently Issued Accounting Standards

Effective January 1, 2012, the Company adopted ASU No. 2011-08, Testing Goodwill for Impairment (the revised standard). The revised
standard is intended to reduce the cost and complexity of the annual goodwill impairment test by providing entities an option to perform a
�qualitative� assessment to determine whether further impairment testing is necessary. The adoption of this guidance did not have an effect on the
Company�s consolidated financial statements.

Effective January 1, 2012, the Company adopted new guidance applicable to comprehensive income. Under this guidance, the Company can
present the total of comprehensive income, the components of net income, and the components of other comprehensive income either in a single
continuous statement of comprehensive income or in two separate but consecutive statements. This guidance eliminates the option to present the
components of other comprehensive income as part of the statement of changes in stockholders� equity. As the new guidance relates only to how
comprehensive income is disclosed and does not change the items that must be reported as comprehensive income, adoption did not have an
effect on the Company�s consolidated financial statements.

3. Net Loss per Share

The Company calculates basic and diluted net loss per share of common stock by dividing the net loss adjusted for the dividend on the
redeemable convertible preferred stock in 2011 by the weighted average number of shares of common stock outstanding during the period. The
Company has excluded (a) all unvested restricted shares of common stock that are subject to repurchase and (b) the Company�s other potentially
dilutive shares, which include redeemable and convertible preferred stock in 2011, a warrant for redeemable convertible preferred stock in 2011
and common stock in 2012, and outstanding options to purchase common stock, from the weighted average number of shares of common stock
outstanding as their inclusion in the computation for all periods would be anti-dilutive due to net losses. The Company�s redeemable and
convertible preferred stock are participating securities as defined by ASC 260-10, Earnings Per Share, but are excluded from the earnings per
share calculation in 2011 as they did not have an obligation to share in the Company�s net losses.

The following table presents the number of potentially dilutive shares of common stock that, as of the end of the period, have been excluded
from the computation of diluted weighted-average shares outstanding as they would be anti-dilutive (in thousands):

Three and Six Months Ended
June 30,

2012 2011
Redeemable and convertible preferred stock �  13,483
Options to purchase common stock 3,233 2,038
Warrant 11 11
Restricted stock �  18

Total 3,244 15,550

4. Fair Value of Financial Instruments

The Company applies the guidance in ASC 820, Fair Value Measurements and Disclosures, (�ASC 820�), which provides that fair value is based
on the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the
measurement date. In order to increase consistency and comparability in fair value measurements, ASC 820 establishes a fair value hierarchy
that prioritizes observable and unobservable inputs used to measure fair value into three broad levels, which are described below:

Level 1: Quoted prices (unadjusted) in active markets that are accessible at the measurement date for assets or liabilities. The fair value hierarchy
gives the highest priority to Level 1 inputs.
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Carbonite, Inc.

Notes to Condensed Consolidated Financial Statements

Level 2: Other inputs that are observable directly or indirectly, such as quoted prices for similar assets and liabilities or market corroborated
inputs.

Level 3: Unobservable inputs are used when little or no market data is available, which requires the Company to develop its own assumptions
about how market participants would value the assets or liabilities. The fair value hierarchy gives the lowest priority to Level 3 inputs.

In determining fair value, the Company utilizes valuation techniques that maximize the use of observable inputs and minimize the use of
unobservable inputs to the extent possible in its assessment of fair value.

The Company�s assets and liabilities that are measured at fair value on a recurring basis, by level, within the fair value hierarchy are summarized
as follows (in thousands):

June 30, 2012 December 31, 2011
Level 1 Level 2 Level 3 Total Level 1 Level 2 Level 3 Total

Assets:
Cash equivalents � money market funds $ 40,865 $ �  $ �  $ 40,865 $ 40,943 $ �  $ �  $ 40,943
Marketable securities � U.S. agency securities �  8,744 �  8,744 �  12,684 �  12,684

Total $ 40,865 $ 8,744 $ �  $ 49,609 $ 40,943 $ 12,684 $ �  $ 53,627

5. Accrued Expenses

Accrued expenses consist of the following (in thousands):

June 30,
2012

December 31,
2011

Accrued compensation $ 1,683 $ 2,706
Accrued media spend 2,549 1,223
Accrued other expenses 995 1,070
Accrued lease exit charge 892 �  

Total accrued expenses $ 6,119 $ 4,999

6. Stock-based Awards

The Company�s 2005 Stock Incentive Plan (the �2005 Plan�) provided for granting of incentive stock options, non-qualified options, restricted
stock, or other awards to the Company�s employees, officers, directors, and outside consultants up to an aggregate of 3,601,551 shares of the
Company�s common stock. In conjunction with the effectiveness of the 2011 Equity Award Plan (the �2011 Plan�), the Board of Directors voted
that no further stock options or other equity-based awards would be granted under the 2005 Plan.

In 2011, the Company�s Board of Directors and stockholders adopted the 2011 Plan, which became effective concurrently with the
consummation of the Company�s initial public offering on August 11, 2011. The 2011 Plan provides for the issuance of stock options, restricted
stock, and other stock-based awards to the employees, officers, directors, and consultants of the Company or its subsidiaries. In connection with
the approval of the plan, the Company reserved 1,662,000 shares of common stock for issuance under the 2011 Plan. On January 1st of each
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year, beginning on January 1, 2012, the number of shares reserved under the 2011 Plan will increase by the lesser of 1,500,000 shares, 4.0% of
the outstanding shares of common stock and common stock equivalents, or another amount determined by the Company�s Board of Directors.

As of June 30, 2012, 830,761 shares of common stock were available for future grant under the 2011 Plan.
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Carbonite, Inc.

Notes to Condensed Consolidated Financial Statements

Stock Options

Stock options granted to employees generally vest over a three- or four-year period, and expire ten years from the date of grant. Certain option
awards provide for accelerated vesting if there is a change of control, as defined in the 2005 Plan or 2011 Plan, as applicable. The Company has
generally granted stock options at exercise prices not less than the fair market value of its common stock on the date of grant.

The Company estimates the fair value of stock options on the date of grant using the Black-Scholes option-pricing model. The determination of
the fair value of stock option awards on the date of grant using this option-pricing model is affected by the Company�s stock price, as well as a
number of complex and highly subjective variables, including expected stock price volatility, expected term of an award, risk-free interest rate,
and expected dividend yield.

Incentive Unit Agreements

In 2011, the Company�s Board of Directors adopted the Incentive Unit Plan, which provides up to an aggregate of 60,000 incentive units (�Units�)
to certain employees of its subsidiary in China to afford these employees the benefit of any appreciation in the value of the Company. The Units
have a five year term and vest upon a performance condition, which has been satisfied, and a service period of up to four years. Upon vesting,
the recipients of Units are entitled to a cash bonus based on the difference between the fair value of the Company�s stock and the base value set
forth in their respective Incentive Units Agreements. As of June 30, 2012, 21,608 Units are outstanding with a weighted average base value of
$8.55. These outstanding Units are being accounted for as liability awards, with $0.1 million included in accrued expenses and other long-term
liabilities at June 30, 2012. In January 2012, the Company�s Board of Directors determined that it would not issue any further grants pursuant to
the Incentive Unit Plan.

Stock-based Compensation Expense

Stock-based compensation is reflected in the consolidated statement of operations as follows (in thousands):

Three Months Ended
June 30,

Six Months Ended
June  30,

2012 2011 2012 2011
Cost of revenues $ 106 $ 46 $ 201 $ 87
Research and development 274 130 566 195
General and administrative 399 61 765 111
Sales and marketing 224 91 427 159

Total stock-based compensation expense $ 1,003 $ 328 $ 1,959 $ 552

7. Income Taxes

For the three and six months ended June 30, 2012, the Company recorded a tax provision of $10 thousand and $20 thousand, respectively,
related to tax amortization of goodwill. The Company did not provide for income taxes in 2011 due to net losses.

The Company has evaluated the positive and negative evidence bearing upon the realizability of its deferred tax assets. As required by the
provisions of ASC 740, management has determined that it is more-likely-than-not that the Company will not utilize the benefits of federal and
state deferred tax assets for financial reporting purposes. Accordingly, the deferred tax assets have been fully reserved at June 30, 2012 and
December 31, 2011.
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The statute of limitations for assessment by the Internal Revenue Service (�IRS�) and state tax authorities is open for tax years ending
December 31, 2008, 2009, 2010, and 2011, although carryforward attributes that were generated prior to tax year 2008 may still be adjusted
upon examination by the IRS or state tax authorities if they either have been or will be used in a future period. There are currently no federal or
state audits in progress.
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Carbonite, Inc.

Notes to Condensed Consolidated Financial Statements

8. Commitments and Contingencies

Operating Leases

The Company leases various facilities under leases that expire at varying dates through 2016. Certain of these leases contain renewal options,
and require the Company to pay operating costs, including property taxes, insurance, and maintenance.

The Company has lease agreements to rent office space in Boston, Massachusetts (corporate headquarters), Lewiston, Maine, Princeton, New
Jersey, and Beijing, China, expiring in 2016 or earlier. The Company has lease agreements to rent data center space in Wakefield, Massachusetts
and Phoenix, Arizona, expiring in 2016 or earlier. The terms of several of these leases include escalating rent and free rent periods. Accordingly,
the Company recorded a deferred rent liability related to the free rent and escalating rent payments and rent is being recognized on a straight-line
basis over the terms of the leases. At each of June 30, 2012 and December 31, 2011, $0.4 million is included in accrued expenses and other
long-term liabilities related to the deferred rent.

Future non-cancellable minimum lease payments under all operating leases as of June 30, 2012, are as follows (in thousands):

Office
Leases

Data
Center
Leases Total

Remainder of 2012 $ 692 $ 775 $ 1,467
2013 1,688 1,565 3,253
2014 1,313 1,612 2,925
2015 1,368 1,430 2,798
2016 1,408 63 1,471

Total $ 6,469 $ 5,445 $ 11,914

Other Non-cancellable Commitments

As of June 30, 2012, the Company had non-cancellable commitments of $3.3 million payable in the remainder of 2012, $0.7 million payable in
2013, and $0.3 million payable in 2014, primarily consisting of marketing and technology services contracts.

Litigation

In August 2010, Oasis Research, LLC (�Oasis Research�) filed a lawsuit against the Company and many other companies in the U.S. District
Court for the Eastern District of Texas, alleging, with respect to the Company, that the Company�s online backup storage services infringe four
patents held by Oasis Research. Oasis Research seeks an award for damages in an unspecified amount. A trial date has been set for March 4,
2013. Neither the ultimate outcome of this litigation nor an estimate of a probable loss or any reasonably possible losses can be assessed at this
time. The Company intends to defend itself vigorously.

In May 2012, Markley Boston, LLC (�Markley�) filed a lawsuit against the Company in Massachusetts Superior Court seeking $1.6 million in
damages related to the Company�s termination of a data center lease. The Company has accrued $1.0 million, being the aggregate remaining
contractual payments under the lease agreement. In addition, as a result of a court order, the Company has presented $0.5 million as restricted
cash on its balance sheet.

In the ordinary course of business the Company is involved in litigation incidental to its business; however, the Company�s management is not
aware of any pending legal proceeding or other loss contingency, whether asserted or unasserted, affecting the Company for which it might
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Carbonite, Inc.

Notes to Condensed Consolidated Financial Statements

9. Revolving Credit Facility

The Company maintains a revolving line of credit with a bank pursuant to which the Company may borrow up to $15 million through
August 31, 2012. Advances under the line of credit bear interest on the outstanding daily balance, at an annual rate equal to the lender�s prime
reference rate plus 1%. The Company has pledged its accounts receivable, equipment, and shares of its subsidiaries to the lender to secure its
obligations under the credit facility, and has also agreed not to grant a security interest in or pledge its intellectual property to any third party.
The credit facility contains customary events of default, conditions to borrowings and restrictive covenants, including restrictions on the
Company�s ability to dispose of assets, make acquisitions, incur additional debt, incur liens, make distributions to stockholders, make
investments, or enter into certain types of related party transactions. The credit facility also includes financial and other covenants including
covenants to maintain a minimum adjusted net worth, a minimum number of total subscribers, and a minimum cash deposit with the bank. To
date, the Company has not borrowed any amounts under this $15 million revolving line of credit.

10. Intangible Assets and Goodwill

In June 2011, the Company acquired substantially all of the assets of Phanfare, Inc., for $1.9 million, net of cash acquired, and the assumption of
certain liabilities. Phanfare�s service enables users to create, maintain, and share online photo and video albums. The Company maintains the
former service, employees, and office location of Phanfare.

The results of operations for the acquisition have been included in the Company�s operations since the date of acquisition and were not material
for the periods presented.

The acquisition of Phanfare has been accounted for as a purchase of a business and, accordingly, the total purchase price has been allocated to
the tangible and identifiable intangible assets acquired and the net liabilities assumed based on their respective fair values on the acquisition
date. As a result of the acquisition of Phanfare, the Company recorded goodwill in the amount of $1.5 million and identifiable intangible assets
of $1.2 million. These identified intangible assets will be amortized on a straight-line basis over their estimated useful lives.

Future estimated amortization expense of acquired intangibles is as follows (in thousands):

Remainder of 2012 $ 133
2013 266
2014 231
2015 206
2016 86

Total $ 922

11. Related Party Transactions

One investor in certain of the Company�s prior preferred stock financings is also the Company�s Assistant Secretary and primary outside legal
counsel. Legal fees paid to this firm totaled $0.2 million and $0.9 million for the three months ended June 30, 2012 and 2011, respectively.
Legal fees paid to this firm totaled $0.9 million and $2.1 million for the six months ended June 30, 2012 and 2011, respectively. At June 30,
2012 and December 31, 2011, the Company had outstanding payables and accruals to the legal firm of $0.5 million and $0.4 million,
respectively.
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ITEM 2. 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 condensed
consolidated financial statements and related notes appearing elsewhere in this Quarterly Report on Form 10-Q and our Annual Report on
Form 10-K for the fiscal year ended December 31, 2011, as filed on March 7, 2012 with the Securities and Exchange Commission.

Forward-Looking Statements

This Quarterly Report on Form 10-Q contains �forward-looking statements� that involve risks and uncertainties, as well as assumptions that, if
they never materialize or prove incorrect, could cause our results to differ materially from those expressed or implied by such forward-looking
statements. The statements contained in this Quarterly Report on Form 10-Q that are not purely historical are forward-looking statements
within the meaning of Section 27A of the Securities Act of 1933, as amended, or Securities Act, and Section 21E of the Securities Exchange Act
of 1934, as amended, or Exchange Act. Forward-looking statements are often identified by the use of words such as, but not limited to,
�anticipate,� �believe,� �can,� �continue,� �could,� �estimate,� �expect,� �intend,� �may,� �will,� �plan,� �project,� �seek,� �should,�
�target,� �will,� �would,� and similar expressions or variations intended to identify forward-looking statements. These statements are based
on the beliefs and assumptions of our management based on information currently available to management. Such forward-looking statements
are subject to risks, uncertainties and other important factors that could cause actual results and the timing of certain events to differ materially
from future results expressed or implied by such forward-looking statements. Factors that could cause or contribute to such differences include,
but are not limited to, those identified below, and those discussed in the section titled �Risk Factors� included in this Quarterly Report on Form
10-Q. Furthermore, such forward-looking statements speak only as of the date of this report. Except as required by law, we undertake no
obligation to update any forward-looking statements to reflect events or circumstances after the date of such statements.

Overview

We are a leading provider of online backup solutions for consumers and small and medium sized business, or SMBs. We provide easy-to-use,
affordable, unlimited, and secure online backup solutions with anytime, anywhere access to files stored on our servers, which we call the
Carbonite Personal Cloud. We believe that we are the best known brand in the online backup market.

In 2005, we began development of our online backup solution and raised our first capital from investors. We sold the first Carbonite subscription
in 2006. In 2010, we introduced our SMB solution, opened our office in Beijing, China, and expanded our management team to better focus on
our consumer and SMB markets. We surpassed 100,000 subscribers in 2008, 500,000 subscribers in 2009, and 1,000,000 subscribers in early
2011. As of December 31, 2011, we had subscribers in more than 100 countries, with subscribers based in the U.S. representing 94% of our total
revenue for 2011.

We derive our revenue from subscription fees from consumers and SMBs. We charge consumers a $59 flat fee for one year of unlimited online
backup with our Carbonite Home solution. Our Carbonite HomePlus and Carbonite HomePremier solutions provide consumers with additional
features at annual prices of $99 and $149, respectively. The pricing of all of our consumer solutions is discounted for multi-year subscriptions.
Our SMB solutions, Carbonite Business and Carbonite BusinessPremier, allow for an unlimited number of users, with tiered pricing based on
the total amount of data backed up. We charge customers the full subscription amount at the beginning of each subscription period. We initially
record a subscription fee as deferred revenue and then recognize it ratably over the subscription period. The annual or multi-year commitments
of our customers enhance management�s visibility of our revenue and charging customers at the beginning of the subscription period provides
working capital.

We are investing aggressively in customer acquisition because we believe that the market for online backup is in the early stages of
development. Our largest expense is advertising for customer acquisition, which is recorded as sales and marketing expense. This is comprised
of television and radio advertising, online display advertising, print advertising, paid search, direct marketing, and other expenses. Our total
advertising expense in 2011, 2010, and 2009 was $25.1 million, $23.6 million, and $10.8 million, respectively, and was $13.4 million in the six
months ended June 30, 2012. We generally spend more on advertising in the first and third quarters of each year based on the seasonality of
customer purchasing patterns and fluctuations in advertising rates.
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As we grow our business we continue to invest in additional storage and infrastructure. Our capital expenditures in 2011, 2010, and 2009 were
$13.5 million, $10.7 million, and $7.1 million, respectively, and were $8.4 million in the six months ended June 30, 2012.

Our revenue has grown from $19.1 million in 2009 to $38.6 million in 2010, $60.5 million in 2011, and $38.8 million in the six months ended
June 30, 2012. At the same time, our total operating costs have grown from $29.8 million in 2009 to $48.2 million in 2010, $60.9 million in
2011, and $38.3 million in the six months ended June 30, 2012, principally as a result of our investment in customer acquisition. We expect to
continue to devote substantial resources to customer acquisition, improving our technologies, and expanding our solutions. In addition, we
expect to invest heavily in our operations to support anticipated growth and public company reporting and compliance obligations. We defer
revenue over our customers� subscription periods, but expense marketing costs as incurred. As a result of these factors, we expect to continue to
incur GAAP operating losses on an annual basis for the foreseeable future.

Our Business Model

We evaluate the profitability of a customer relationship over its lifecycle because of the nature of our business model. As we generally incur
customer acquisition costs and capital equipment costs in advance of subscriptions while recognizing revenue ratably over the terms of the
subscriptions, a customer relationship may not be profitable or result in positive cash flow at the beginning of the subscription period, even
though it may be profitable or result in positive cash flow over the life of the customer relationship. While we offer both annual and multi-year
subscriptions to our customers, a significant majority of them are currently on one-year subscription plans. We typically generate positive cash
flow during the first year of a multi-year subscription as we charge the subscription fee for the entire period at the beginning of the subscription.

Key Business Metrics

Our management regularly reviews a number of financial and operating metrics, including the following key metrics, to evaluate our business:

� Total customers. We calculate total customers as the number of paid subscriptions from consumers and SMBs at the end of the
relevant period. A consumer who has more than one computer may have multiple subscriptions, each of which is treated as a separate
subscription. An SMB subscription may cover multiple computers and users but is treated as a single subscription.

� Annual retention rate. We calculate annual retention rate as the percentage of customers on the last day of the prior year who remain
customers on the last day of the current year, or for quarterly presentations, the percentage of customers on the last day of the
comparable quarter in the prior year who remain customers on the last day of the current quarter. Our management uses these
measures to determine the stability of our customer base and to evaluate the lifetime value of our customer relationships.

� Renewal rate. We define renewal rate for a period as the percentage of customers who renew annual or multi-year subscriptions that
expire during the period presented. Renewal rate excludes customers under our discontinued third-party distribution agreements and
prior SMB offering with subscriptions that remain active until cancelled. Our management uses this measure to monitor trends in
customer renewal activity.

� Bookings. We calculate bookings as revenue recognized during a particular period plus the change in total deferred revenue
(excluding deferred revenue recorded in connection with acquisitions) during the same period. Our management uses this measure as
a proxy for cash receipts. Bookings represents the aggregate dollar value of customer subscriptions received by us during a period.
We initially record a subscription fee as deferred revenue and then recognize it ratably, on a daily basis, over the life of the
subscription period.

� Free cash flow. We calculate free cash flow as net cash provided by (used in) operating activities, less purchases of property and
equipment, and adjusted for any extraordinary items. Our management uses this measure to evaluate our operating results.

Subscription renewals may vary during the year based on the date of our customers� original subscriptions. As we recognize subscription revenue
ratably over the subscription period, this generally has not resulted in a material seasonal impact on our revenue, but may result in material
monthly and quarterly variances in one or more of the key business metrics described above.
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Performance Highlights

The following table presents our performance highlights for the three months ended June 30, 2012 and 2011:

Three Months Ended June 30,
2012 2011

(in thousands, except percentage data)
Total customers 1,326 1,114
Annual retention rate 82% 83% 
Renewal rate 81% 82% 
Bookings $ 22,131 $ 18,250
Free cash flow $ (2,092) $ (3,044) 

Our total customers and bookings increased over the periods presented and we are continuing to invest substantially in customer acquisition in
an effort to drive future growth in total customers and bookings. While we expect our total customers to continue to increase on an absolute
basis, we expect that our annual percentage increase in total customers will decline as our customer base grows.

In June 2010, we decided to cease distribution of our consumer solutions through legacy third-party distribution channels, and we terminated
most of our distribution agreements at that time. Historically, renewal rates for subscriptions purchased through third-party distributors were
lower than for direct sales. Excluding renewal activity related to third-party distributor sales, our annual retention rates for the three months
ended June 30, 2012 and 2011 were 86% and 85%, respectively.

Free cash flow for the three months ended June 30, 2012 increased by $1.0 million compared to the three months ended June 30, 2011. The
increase in free cash flow was due to a $1.7 million increase in cash flows from operating activity, partially offset by $0.7 million increase in the
purchase of property and equipment.

Key Components of our Consolidated Statements of Operations

Revenue

We derive our revenue from subscription fees from consumers and SMBs. We typically charge a customer�s credit card the full price of the
subscription at the commencement of the subscription period and at each renewal date, unless the customer decides not to renew the
subscription. We initially record a customer subscription fee as deferred revenue and then recognize it ratably, on a daily basis, over the life of
the subscription period.

Cost of revenue

Cost of revenue consists primarily of costs associated with our data center operations and customer support centers, including wages and
benefits for personnel, depreciation of equipment, rent, utilities and broadband, equipment maintenance, software license fees, and allocated
overhead. The expenses related to hosting our services and supporting our customers are related to the number of customers and the complexity
of our services and hosting infrastructure. We expect these expenses to increase in absolute dollars as we continue to increase our number of
customers. On a per subscriber basis, our costs have been decreasing as we achieve economies of scale and purchase equipment and services in
larger quantities. There has also been a long term downward trend in the cost of storage equipment and broadband service, which we expect will
continue in the future.

Gross profit and gross margin

Gross profit is our revenue less our cost of revenue. Our gross margins have historically expanded due to price increases for our consumer
solutions and from economies of scale. We expect this trend to continue.
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Operating expenses

Research and development. Research and development expenses consist primarily of wages and benefits for development personnel, consulting
fees, rent, and depreciation. We have focused our research and development efforts on both improving ease of use and functionality of our
existing services and developing new offerings. The majority of our research and development employees are located at our corporate
headquarters in the U.S., with another group at our offices in China. We expect that research and development expenses will increase in absolute
dollars on an annual basis as we continue to enhance and expand our services.

General and administrative. General and administrative expenses consist primarily of wages and benefits for management, finance, accounting,
human resources, legal and other administrative personnel, legal and accounting fees, insurance, and other corporate expenses. We expect to
continue to add personnel and enhance our internal information systems in connection with the growth of our business. We expect our general
and administrative expenses to increase, given that we have become a public company. We expect our accounting, legal, and personnel-related
expenses and directors and officers insurance costs to increase as we have instituted and continue to monitor a more comprehensive compliance
and board governance function, maintain and review internal controls over financial reporting in accordance with Section 404 of the
Sarbanes-Oxley Act, and prepare and distribute periodic reports, as required by the rules and regulations of the Securities and Exchange
Commission. As a result, we expect that our general and administrative expenses will continue to increase in absolute dollars on an annual basis,
but decrease as a percentage of revenue.

Sales and marketing. Sales and marketing expenses consist primarily of advertising costs, wages and benefits for sales and marketing personnel,
creative expenses for advertising programs, credit card fees, commissions paid to third-party partners and affiliates, and the cost of providing
free trials. The largest component of sales and marketing expense is advertising for customer acquisition, principally television, radio, online,
and print advertisements. Online search costs consist primarily of pay-per-click payments to search engine operators. Advertising costs are
expensed as incurred. To date, marketing and advertising costs have been incurred principally in the U.S., but we may increase our marketing
and advertising expenditures in other countries. We expect that we will continue to commit significant resources to our sales and marketing
efforts to grow our business and awareness of our brand and services. We expect that sales and marketing expenses will continue to increase in
absolute dollars on an annual basis, but decrease as a percentage of revenue.

Lease exit charge. Lease exit charge consists of the accrual of future remaining lease payments associated with the closure of our Boston,
Massachusetts data center and moving expenses to relocate equipment formerly hosted in that facility.

Critical Accounting Policies

Our financial statements are prepared in accordance with accounting principles generally accepted in the U.S., or GAAP. The preparation of our
financial statements and related disclosures requires us to make estimates, assumptions, and judgments that affect the reported amount of assets,
liabilities, revenue, costs and expenses, and related disclosures. We base our estimates and assumptions on historical experience and other
factors that we believe to be reasonable under the circumstances, but all such estimates and assumptions are inherently uncertain and
unpredictable. We evaluate our estimates and assumptions on an ongoing basis. Actual results may differ from those estimates and assumptions,
and it is possible that other professionals, applying their own judgment to the same facts and circumstances, could develop and support
alternative estimates and assumptions that would result in material changes to our operating results and financial condition. Our most critical
accounting policies are summarized below.

We consider the assumptions and estimates associated with revenue recognition, goodwill and acquired intangible assets, income taxes and
stock-based compensation to be our critical accounting policies and estimates. There have been no material changes to our critical accounting
policies since December 31, 2011. For further information on our critical and other significant accounting policies, see the notes to the
condensed consolidated financial statements appearing elsewhere in this Quarterly Report on Form 10-Q and our Annual Report on Form 10-K,
as filed on March 7, 2012 with the Securities and Exchange Commission.
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Results of Operations

The following table sets forth, for the periods presented, data from our consolidated statements of operations as well as the percentage of
revenue that each line item represents. The period-to-period comparison of financial results is not necessarily indicative of future results. The
information contained in the table below should be read in conjunction with financial statements and related notes included elsewhere in this
Quarterly Report on Form 10-Q.

Three Months Ended
June 30,

Six Months Ended
June 30,

2012 2011 2012 2011
(% of revenue)

Consolidated statements of operations data:
Revenue 100.0% 100.0% 100.0% 100.0% 
Cost of revenue 34.5 39.2 35.5 37.9

Gross profit 65.5 60.8 64.5 62.1
Operating expenses:
Research and development 24.8 29.6 25.4 28.3
General and administrative 11.7 10.8 11.9 10.6
Sales and marketing 49.7 52.8 58.5 60.0
Lease exit charge �  �  3.0 �  

Total operating expense 86.2 93.2 98.8 98.9

Loss from operations (20.7) (32.4) (34.3) (36.8) 
Interest and other income, net �  0.1 �  0.1

Loss before income taxes (20.7) (32.3) (34.3) (36.7) 

Provision for income taxes (0.1) �  (0.1) �  

Net loss (20.8)% (32.3)% (34.4)% (36.7)% 

Comparison of the Three and Six Months Ended June 30, 2012 and 2011

Revenue

Three Months Ended
June 30,

Six Months Ended
June 30,

2012 2011 Change 2012 2011 Change
(in thousands, except percentage data)

Revenue $ 20,247 $ 14,399 40.6% $ 38,794 $ 27,242 42.4% 
Revenue increased by $5.8 million for the three months ended June 30, 2012 compared to the three months ended June 30, 2011, primarily due
to a 20.8% increase in the number of average total customers over the period. Revenue increased $11.6 million for the six months ended June 30,
2012 compared to the six months ended June 30, 2011, primarily due to a 23.0% increase in the number of average total customers over the
period. These increases were driven in part by increased advertising expenditures in prior periods. In addition, the revenue per average
subscriber increased 16.4% and 15.7%, respectively, for the three and six months ended June 30, 2012 as compared to the corresponding 2011
periods due to reduced price discounting associated with a shorter average prepaid subscription term for our consumer offerings and the
introduction of new premium consumer offerings and the continued growth of our business offerings, both of which are priced higher than our
basic consumer offering.
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Cost of revenue, gross profit, and gross margin

Three Months Ended
June 30,

Six Months Ended
June 30,

2012 2011 Change 2012 2011 Change
(in thousands, except percentage data)

Cost of revenue $ 6,994 $ 5,646 23.9% $ 13,779 $ 10,311 33.6% 
Gross profit $ 13,253 $ 8,753 51.4% $ 25,015 $ 16,931 47.7% 
Gross margin 65.5% 60.8% 64.5% 62.1% 
Cost of revenue increased by $1.3 million for the three months ended June 30, 2012 compared to the three months ended June 30, 2011,
primarily due to an increase in the total number of customers. The increase in cost of revenue reflects a $1.5 million increase in personnel costs
for our operations and customer support teams, as we added new employees to support customer growth and to replace support operations that
were formerly staffed with outsourced personnel. In addition, hosting and depreciation costs increased by $0.8 million, which was attributable to
the scaling of our infrastructure to support our overall customer growth, including the opening of our new Phoenix, Arizona data center in
February 2012, and the termination of our Boston, Massachusetts data center lease in March 2012. These increases were partially offset by a
$1.0 million decrease in third-party outsourcing costs as we eliminated our use of outsourced customer support.

Cost of revenue increased by $3.5 million for the six months ended June 30, 2012 compared to the six months ended June 30, 2011, primarily
due to an increase in the total number of customers. The increase in cost of revenue reflects a $3.2 million increase in personnel costs for our
operations and customer support teams, as we added new employees to support customer growth and to replace support operations that were
formerly staffed with outsourced personnel. In addition, hosting and depreciation costs increased by $1.7 million, which was attributable to the
scaling of our infrastructure to support our overall customer growth. These increases were partially offset by a $1.4 million decrease in
third-party outsourcing costs as we eliminated our use of outsourced customer support.

Operating expenses

Three Months Ended
June 30,

Six Months Ended
June 30,

2012 2011 Change 2012 2011 Change
(in thousands, except percentage data)

Research and development $ 5,029 $ 4,259 18.1% $ 9,869 $ 7,710 28.0% 
General and administrative $ 2,377 $ 1,558 52.6% $ 4,613 $ 2,878 60.3% 
Sales and marketing $ 10,070 $ 7,598 32.5% $ 22,685 $ 16,358 38.7% 
Lease exit charge $ �  $ �  �  $ 1,174 $ �  N/A
Research and development. Research and development expenses increased by $0.8 million for the three months ended June 30, 2012 compared
to the three months ended June 30, 2011 and by $2.2 million for the six months ended June 30, 2012 compared to the six months ended June 30,
2011, primarily due to $0.8 million and $2.0 million increases, respectively, in personnel related costs attributable to additional employees hired
to enhance the functionality of our solutions and to develop new offerings.

General and administrative. General and administrative expenses increased by $0.8 million for the three months ended June 30, 2012 compared
to the three months ended June 30, 2011 and by $1.7 million for the six months ended June 30, 2012 compared to the six months ended June 30,
2011, primarily due to a $0.6 million and $1.2 million increase, respectively, in personnel related costs as a result of additional employees to
support our overall growth and the increased administrative requirements as we operate as a public company.

Sales and marketing. Sales and marketing expenses increased by $2.5 million for the three months ended June 30, 2012 compared to the three
months ended June 30, 2011 and by $6.3 million for the six months ended June 30, 2012 compared to the six months ended June 30, 2011.
These increases in sales and marketing expenses were attributable to increases in advertising and other marketing costs of $1.5 million for the
three month period and $4.2 million for the six month period, respectively, as we continue to expand our customer acquisition and branding
efforts, and increases in personnel related costs of $0.6 million for the three month period and $1.2 million for the six month period,
respectively, as a result of hiring new employees. In addition, the costs of providing free trials to our customer prospects increased by $0.4
million for the three month period and $0.8 million for the six month period, respectively.
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Lease exit charge. Lease exit charge increased by $1.2 million for the six months ended June 30, 2012 compared to the six months ended
June 30, 2011. These increases were attributable to the closure of our Boston, Massachusetts data center and the relocation of the equipment
formerly hosted in that facility.

Other Financial Data

In addition to our results discussed above determined under GAAP, we believe that total customers, annual retention rate, renewal rate,
bookings, and free cash flow are useful to investors in evaluating our operating performance. Management considers these financial and
operating metrics critical to understanding our business, reviewing our historical performance, measuring and identifying current and future
trends, and for planning purposes. Securities analysts also frequently use bookings and free cash flow as supplemental measures to evaluate the
overall performances of companies.

Three Months Ended
June 30,

Six Months Ended
June 30,

2012 2011 2012 2011
(in thousands, except percentage data)

Key metrics:
Total Customers (1) 1,326 1,114 1,326 1,114
Annual retention rate (2) 82% 83% 82% 83% 
Renewal rate (3) 81% 82% 81% 82% 
Bookings (4) $ 22,131 $ 18,250 $ 46,625 $ 37,246
Free cash flow (5) $ (2,092) $ (3,044) $ (6,716) $ (6,369) 

(1) We define total customers as the number of paid subscriptions from consumers and SMBs at the end of the relevant period.
(2) We define annual retention rate as the percentage of customers on the last day of the prior year who remain customers on the last

day of the current year, or for quarterly presentations, the percentage of customers on the last day of the comparable quarter in the
prior year who remain customers on the last day of the current quarter.

(3) We define renewal rate for a period as the percentage of customers who renew annual or multi-year subscriptions that expire during the
period presented. Renewal rate excludes customers under our discontinued third-party distribution agreements and prior SMB offering
with subscriptions that remain active until cancelled.

(4) We define bookings as revenue recognized during the period plus the change in total deferred revenue (excluding deferred revenue
recorded in connection with acquisitions) during the same period.

(5) We define free cash flow as net cash provided by (used in) operating activities, less capital expenditures, and adjusted for cash paid related
to our lease exit charge.

Bookings and free cash flow are financial data that are not calculated in accordance with GAAP. The tables below provide reconciliation of
bookings and free cash flow to revenue and cash provided by (used in) operating activities, respectively, the most directly comparable financial
measures calculated and presented in accordance with GAAP.

Our management uses annual retention rate to determine the stability of our customer base and to evaluate the lifetime value of our customer
relationships. As customers� annual and multi-year subscriptions come up for renewal throughout the calendar year based on the dates of their
original subscriptions, measuring retention on a trailing twelve month basis at the end of each quarter provides our management with useful and
timely information about the stability of our customer base. Management uses renewal rate to monitor trends in customer renewal activity.

Our management uses bookings as a proxy for cash receipts. Bookings represents the aggregate dollar value of customer subscriptions received
by us during a period. We initially record a subscription fee as deferred revenue and then recognize it ratably, on a daily basis, over the life of
the subscription period. Management uses free cash flow as a measure of our operating performance; for planning purposes, including the
preparation of our annual operating budget; to allocate resources to enhance the financial performance of our business; to evaluate the
effectiveness of our business strategies; to provide consistency and comparability with past financial performance; to determine capital
requirements; to facilitate a comparison of our results with those of other companies; and in communications with our board of directors
concerning our financial performance. We also use free cash flow as a factor when determining management�s incentive compensation.
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Management believes that the use of free cash flow provides consistency and comparability with our past financial performance, facilitates
period to period comparisons of operations, and also facilitates comparisons with other peer companies, many of which use similar non-GAAP
financial measures to supplement their GAAP results.

Although bookings and free cash flow are frequently used by investors and securities analysts in their evaluations of companies, bookings and
free cash flow have limitations as analytical tools, and you should not consider them in isolation or as substitutes for analysis of our results of
operations as reported under GAAP. Some of these limitations are:

� bookings does not reflect our receipt of payment from subscribers;

� free cash flow does not reflect our future requirements for contractual commitments to vendors;

� free cash flow does not reflect the non-cash component of employee compensation or depreciation and amortization of property and
equipment; and

� other companies in our industry may calculate bookings or free cash flow or similarly titled measures differently than we do, limiting
their usefulness as comparative measures.

The following tables present reconciliations of our bookings and free cash flow to revenue and cash provided by operating activities,
respectively, the most directly comparable financial measures calculated and presented in accordance with GAAP.

Three Months Ended
June 30,

Six Months Ended
June 30,

2012 2011 2012 2011
(in thousands)

Revenue $ 20,247 $ 14,399 $ 38,794 $ 27,242
Plus increase in deferred revenue 1,884 3,851 7,831 10,004

Bookings $ 22,131 $ 18,250 $ 46,625 $ 37,246

Three Months Ended
June 30,

Six Months Ended
June 30,

2012 2011 2012 2011
(in thousands)

Cash provided by (used in) operating activities $ 1,399 $ (313) $ 1,544 $ 821
Plus cash paid related to lease exit charge �  �  157 �  
Less capital expenditures (3,491) (2,731) (8,417) (7,190) 

Free cash flow $ (2,092) $ (3,044) $  (6,716) $  (6,369) 

Liquidity and Capital Resources

As of June 30, 2012, we had cash and cash equivalents of $57.0 million and marketable securities of $8.7 million. Our cash and cash equivalents
primarily consisted of cash and money market funds. In connection with our initial public offering in August 2011, we received net proceeds of
$55.6 million. Prior to our initial public offering, we had funded our operations primarily through prepayment of subscriptions and the sale of
$68.8 million of preferred stock, all of which was converted into shares of our common stock in connection with our initial public offering. Our
principal uses of cash are funding our operations and capital expenditures. In June 2011, we used $1.9 million of cash to acquire substantially all

Edgar Filing: Carbonite Inc - Form 10-Q

Table of Contents 34



of the assets of Phanfare, Inc., which operates a service that enables users to create, maintain, and share online photo and video albums.

22

Edgar Filing: Carbonite Inc - Form 10-Q

Table of Contents 35



Table of Contents

Sources of funds

We believe, based on our current operating plan, that our existing cash and cash equivalents and borrowings available under our revolving credit
facility will be sufficient to meet our anticipated cash needs for at least the next 12 months.

From time to time, we may explore additional financing sources to develop or enhance our services, to fund expansion, to respond to
competitive pressures, to acquire or to invest in complementary products, businesses or technologies, or to lower our cost of capital, which could
include equity, equity-linked, and debt financing. There can be no assurance that any additional financing will be available to us on acceptable
terms, if at all. If we raise additional funds through the issuance of equity or convertible debt or other equity-linked securities, our existing
stockholders could suffer significant dilution, and any new equity securities we issue could have rights, preferences and privileges superior to
those of holders of our common stock.

In May 2011, we entered into a revolving bank credit facility pursuant to which we may incur indebtedness up to $15 million. Advances under
the credit facility bear interest on the outstanding daily balance, at an annual rate equal to the lender�s prime reference rate plus 1%. We have
pledged our accounts receivable, equipment, and shares of our subsidiaries to the lender to secure our obligations under the credit facility. We
have also agreed not to grant a security interest in or pledge our intellectual property to any third party. The credit facility contains customary
events of default, conditions to borrowings and restrictive covenants, including restrictions on our ability to dispose of assets, make acquisitions,
incur additional debt, incur liens, make distributions to our stockholders, make investments, or enter into certain types of related party
transactions. The credit facility also includes financial and other covenants including covenants to maintain a minimum adjusted net worth, a
minimum number of total subscribers, and a minimum cash deposit. To date, we have not drawn down on our revolving credit facility. Any
inability to meet our debt service obligations could adversely affect our financial position and liquidity.

Uses of funds

We have increased our operating and capital expenditures in connection with the growth in our operations and the increase in our personnel, and
we anticipate that we will continue to increase such expenditures in the future. Our future capital requirements may vary materially from those
now planned and will depend on many factors, including:

� the levels of advertising and promotion required to acquire and retain customers;

� expansion of our data center infrastructure necessary to support our growth;

� growth of our operations in the U.S. and worldwide;

� our development and introduction of new solutions; and

� the expansion of our sales, customer support, research and development, and marketing organizations.
Consistent with previous periods, future capital expenditures will focus on acquiring additional data storage and hosting capacity and general
corporate infrastructure. We are not currently party to any purchase contracts related to future capital expenditures, other than short-term
purchase orders.

Cash flows

The following table summarizes our cash flow data for the six months ended June 30, 2012 and 2011.
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Six Months Ended
June 30,

2012 2011
(in thousands)

Net cash provided by operating activities $ 1,544 $ 821
Net cash provided by (used in) investing activities (5,127) 861
Net cash provided by financing activities 717 703

Operating activities

Our cash flows from operating activities are significantly influenced by the amount of our net loss, growth in subscription sales and customer
growth, changes in working capital accounts, the timing of prepayments and payments to vendors, add-backs of non-cash expense items such as
depreciation, and the expense associated with stock-based compensation.
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In the six months ended June 30, 2012, cash provided by operating activities was $1.5 million, which was driven by a $7.8 million increase in
deferred revenue associated with the increase in subscription sales and customer growth. Net cash inflows from operating activities included
non-cash charges of $8.2 million, including $5.1 million of depreciation and amortization, $2.0 million of stock based compensation, and $1.0
million related to our lease exit charge. In addition, cash inflows benefited from an increase in accrued expenses of $0.2 million. These cash
inflows were partially offset by our net loss of $13.3 million, a $1.4 million decrease in accounts payable, a $0.1 million increase in accounts
receivable.

In the six months ended June 30, 2011, cash provided by operating activities was $0.8 million, which was primarily driven by a $10.0 million
increase in deferred revenue associated with the increase in subscription sales and customer growth. Net cash inflows from operating activities
included non-cash charges of $4.1 million, including $3.5 million of depreciation and $0.6 million of stock based compensation. These cash
inflows were offset by a $1.4 million increase in other assets associated with the payment of legal and accounting expenses associated with this
offering, a $0.8 million increase in prepaid expenses and other current assets, a $0.1 million increase in accounts receivable, a $1.1 million
decrease in current liabilities, and our net loss of $10.0 million.

Investing activities

In the six months ended June 30, 2012, cash used in investing activities was $5.1 million, consisting of capital expenditures of $8.4 million
primarily for computer servers, storage, and other data center equipment, partially offset by net proceeds from changes in marketable securities
of $3.8 million. A restricted cash balance of $0.5 million was established during the period related to litigation with a former vendor regarding
our termination of a data center lease.

In the six months ended June 30, 2011, cash provided by investing activities was $0.9 million, consisting primarily of proceeds from short-term
investments of $10.0 million, partially offset by capital expenditures of $7.2 million primarily for server equipment and other data center
infrastructure and the use of $1.9 million of net cash in connection with the acquisition of substantially all of the assets of Phanfare, Inc.

Financing activities

Cash provided by financing activities in the six months ended June 30, 2012 was $0.7 million, consisting primarily of net proceeds from the
exercise of stock options.

Cash provided by financing activities in the six months ended June 30, 2011 was $0.7 million, consisting primarily of net proceeds from the
exercise of stock options.

Off-balance sheet arrangements

As of June 30, 2012, we did not have any off-balance sheet arrangements.

Contractual obligations

The following table summarizes our contractual obligations at June 30, 2012 and the effect such obligations are expected to have on our liquidity
and cash flow in future periods.

Payment Due by Period

Total

Less
Than 1
Year 1-3 Years 3-5 Years

(in thousands)
Office lease obligations $ 6,469 $ 1,697 $ 2,680 $ 2,092
Hosting facility lease obligations 5,445 1,551 3,224 670
Other purchase commitments 4,317 3,665 652 �  

Total $ 16,231 $ 6,913 $ 6,556 $ 2,762
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The commitments under our office lease obligations shown above consist primarily of lease payments for our Boston, Massachusetts corporate
headquarters and our Lewiston, Maine customer support facility.
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We also lease small amounts of general office space in Princeton, New Jersey and Beijing, China under lease agreements that expire at various
dates through March 2014.

Our Boston, Massachusetts headquarters lease expires on December 31, 2016.

Our Lewiston, Maine support facility lease expires on June 1, 2016. We may terminate this lease at any time after May 31, 2013. The lease
contains a renewal option for an additional two years, and requires us to pay a proportion of increases in operating expenses and real estate taxes
after January 1, 2013.

The commitment under our hosting facility obligations shown above consist of our Wakefield, Massachusetts and Phoenix, Arizona data centers.

In March, 2012, we discontinued the use of our Boston, Massachusetts data center and relocated our equipment and operations from that facility
to our other data centers in Massachusetts. Future payments under the lease are not reflected in the table above, but rather we have recorded the
present value of such future payments as a liability at the time of the data center closure.

Other purchase commitments shown above consist of contractual commitments to various vendors primarily for advertising, marketing, and
broadband services, including our hosted services agreement related to our Somerville, Massachusetts data center.

Recent Accounting Pronouncements

None.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Quantitative and Qualitative Disclosures about Market Risk

We are exposed to market risks in the ordinary course of our business. These risks include primarily interest rate fluctuation risks, foreign
exchange risks and inflation.

Interest Rate Fluctuation Risk

Our cash consists of interest bearing bank accounts. We did not have long-term borrowings as of June 30, 2012. Interest income is sensitive to
changes in the general level of U.S. interest rates. The primary objective of our investment activities is to preserve principal while maximizing
income without significantly increasing risk. Our cash and short-term investments are relatively insensitive to interest rate changes. In future
periods, we will continue to evaluate our investment policy in order to ensure that we continue to meet our overall objectives. In the event that
we borrow under our revolving credit facility, which bears interest at the lender�s prime rate plus 1%, we would be exposed to interest rate
fluctuations.

Foreign Currency Exchange Risk

We have foreign currency risks related to our operating expenses and potential revenue denominated in currencies other than the U.S. dollar,
principally the Chinese Yuan. We do not believe movements in the foreign currencies in which we transact will significantly affect future net
earnings. Foreign currency risk can be quantified by estimating the change in cash flows resulting from a hypothetical 10% adverse change in
foreign exchange rates. We believe such a change would not have a material impact on our results of operations.

ITEM 4. CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures

Our management, with the participation of our Chief Executive Officer and Chief Financial Officer, evaluated the effectiveness of our disclosure
controls and procedures as of June 30, 2012. The term �disclosure controls and procedures,� as defined in Rules 13a-15(e) and 15d-15(e) under the
Exchange Act, means controls and other procedures of a company that are designed to ensure that information required to be disclosed by a
company in the reports that it files or submits under the Exchange Act is recorded, processed, summarized and reported within the time periods
specified in the Securities and Exchange Commission�s rules and forms. Disclosure controls and procedures include, without limitation, controls
and procedures designed to ensure that information required to be disclosed by a company in the reports that it files or submits under the
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Exchange Act is accumulated and communicated to the company�s management, including its principal executive and principal financial officers,
as appropriate to allow timely decisions regarding required disclosure. Management recognizes that any controls and procedures, no matter how
well designed and operated, can provide only reasonable assurance of achieving their objectives and management necessarily applies its
judgment in evaluating the cost-benefit
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relationship of possible controls and procedures. Based on the evaluation of our disclosure controls and procedures as of June 30, 2012, our
Chief Executive Officer and Chief Financial Officer concluded that, as of such date, our disclosure controls and procedures were effective at the
reasonable assurance level.

Changes in Internal Control over Financial Reporting

There was no change 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 that occurred during the period covered by this report that has materially affected, or is reasonably likely to
materially affect, our internal control over financial reporting.

26

Edgar Filing: Carbonite Inc - Form 10-Q

Table of Contents 42



Table of Contents

PART II. OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

In August 2010, Oasis Research, LLC, or Oasis Research, filed a lawsuit against us and several of our competitors and other online technology
companies in the U.S. District Court for the Eastern District of Texas, alleging that our online backup storage services, and the other companies�
products or services, infringe certain of Oasis Research�s patents. Oasis Research seeks an award for damages in an unspecified amount. Oasis
Research does not currently seek an injunction. A trial date has been set for March 4, 2013. We are not able to assess with certainty the outcome
of this litigation or the amount or range of potential damages or future payments associated with this litigation at this time.

In March 2012, Markley Boston, LLC filed a lawsuit against us in Massachusetts Superior Court seeking $1.6 million in damages related to our
termination of a data center lease. While we are not able to assess with certainty the outcome of this litigation, we intend to defend ourselves and
prosecute our counterclaims vigorously.

However, any litigation is subject to inherent uncertainties, and there can be no assurance that the expenses associated with defending these
lawsuits or their resolution will not have a material adverse impact on our business, operations, financial condition, or cash flows. In addition to
these lawsuits, from time to time, we have been and may become involved in legal proceedings arising in the ordinary course of our business.
Although the results of litigation and claims cannot be predicted with certainty, we are not presently involved in any other legal proceeding in
which the outcome, if determined adversely to us, would be expected to have a material adverse effect on our business, operating results, or
financial condition. 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 1A. RISK FACTORS

An investment in our common stock involves a high degree of risk. You should carefully consider the risks described below and the other
information in this Quarterly Report on Form 10-Q before making an investment decision. Our business, prospects, financial condition, or
operating results could be harmed by any of these risks, as well as other risks not currently known to us or that we currently consider
immaterial. The trading price of our common stock could decline due to any of these risks, and, as a result, you may lose all or part of your
investment.

Risks Related to Our Business

We have experienced losses and negative cash flow since our inception, and we may not be able to achieve or sustain profitability or positive
cash flow in the future.

We experienced net losses of $19.2 million for 2009, $25.8 million for 2010, $23.5 million for 2011, and $13.3 million for the six months ended
June 30, 2012, respectively, and have an accumulated deficit of $113.8 million as of June 30, 2012. We have not generally achieved positive
cash flow from our operations or reported net income, and we do not expect to be profitable for the foreseeable future. We expect to continue
making significant expenditures to develop and expand our business, including for advertising, customer acquisition, technology infrastructure,
storage capacity, product development, and international expansion, in an effort to increase and service our customer base. In 2011, we incurred
increased expenses associated with relocating our customer service operations from India to the U.S., which adversely affected our operating
results for 2011. In 2012, we incurred increased expenses associated with the relocation of one of our data centers to a new facility. We also
expect that our quarterly results may fluctuate due to a variety of factors described elsewhere in this Quarterly Report on Form 10-Q, including
the timing and amount of our advertising expenditures, which are seasonal, as well as the timing and amount of expenditures related to the
development of technologies and solutions and to defend intellectual property infringement and other claims. In addition, as a public company,
we incur significant legal, accounting and other expenses, including increased costs for director and officer liability insurance that we did not
incur as a private company. We may also incur increased losses and negative cash flow in the future for a number of reasons, and we may
encounter unforeseen expenses, difficulties, complications, delays, and other unknown events. For these reasons, we expect to continue to record
net losses for the next several years and we may not be able to achieve or maintain positive cash flow from operations or profitability.

Any significant disruption in our service or loss or misuse of our customers� data could damage our reputation and harm our business and
operating results.

Our brand, reputation, and ability to attract, retain, and serve our customers are dependent upon the reliable performance of our service and our
customers� ability to readily access their stored files. Our customers rely on our online backup service to store digital copies of their valuable data
files, including financial records, business information, photos, and other personally meaningful content. Our data centers are vulnerable to
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attacks, power losses, hardware failures, systems failures, telecommunications failures, and similar events, any of which could limit our
customers� ability to access their files and could prevent us from being able to continuously back up our customers� files. Prolonged
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delays or unforeseen difficulties in connection with adding storage capacity or upgrading our network architecture when required may cause our
service quality to suffer. A breach of our network security and systems could also cause the loss or public disclosure of, or access by third parties
to, our customers� stored files. Any event that significantly disrupts our service or exposes our customers� stored files to misuse could damage our
reputation and harm our business and operating results, including reducing our revenue, causing us to issue credits to customers, subjecting us to
potential liability, harming our renewal rates, or increasing our cost of acquiring new customers.

The market for online backup solutions is competitive, and if we do not compete effectively, our operating results could be harmed.

We compete with both online backup providers and providers of traditional hardware-based backup systems. The market for online backup
solutions is competitive and rapidly changing. We directly compete with Prosoftnet, CrashPlan, Mozy (a division of VMWare), Norton Online
Backup (provided by Symantec), McAfee Online Backup, SOS Online Backup, and others. Certain of our features, including our remote access
service, also compete with current or potential services offered by Apple, Google, Microsoft, Amazon, and others. Certain of our planned
features, including the ability to share data with third parties, also compete with current or potential services offered by DropBox, Mozy,
SugarSync, and others. With the introduction of new technologies and market entrants, we expect competition to intensify in the future. Many of
our actual and potential competitors benefit from competitive advantages over us, such as greater name recognition, longer operating histories,
more varied services, larger marketing budgets, established marketing relationships, access to larger customer bases, major distribution
agreements with computer manufacturers, internet service providers and resellers, and greater financial, technical, and other resources. Some of
our competitors may make acquisitions or enter into strategic relationships to offer a more comprehensive service than we do. These
combinations may make it more difficult for us to compete effectively. We expect these trends to continue as competitors attempt to strengthen
or maintain their market positions.

Demand for our online backup solutions is sensitive to price. Many factors, including our advertising, customer acquisition and technology
costs, and our current and future competitors� pricing and marketing strategies, can significantly affect our pricing strategies. Certain of our
competitors offer, or may in the future offer, lower-priced or free products or services that compete with our solutions. Similarly, certain
competitors may use internet-based marketing strategies that enable them to acquire customers at a lower cost than us. There can be no
assurance that we will not be forced to engage in price-cutting initiatives, or to increase our advertising and other expenses to attract and retain
customers in response to competitive pressures, either of which could have a material adverse effect on our revenue and operating results.

Our limited operating history makes it difficult to evaluate our current business and future prospects.

We have been in existence since 2005, and our revenue has grown rapidly from $8.2 million in 2008 to $60.5 million in 2011, representing a
compound annual growth rate of 95% over that period. We do not expect that this growth rate will continue in future periods and you should not
rely on the revenue growth of any prior quarterly or annual periods as an indication of our future performance. In addition, because we recognize
revenue from customers over the terms of their subscriptions, a large portion of our revenue for each quarter reflects deferred revenue from
subscriptions entered into during previous quarters, and downturns or upturns in subscription sales or renewals may not be reflected in our
operating results until later periods. We may not achieve sufficient revenue to achieve or maintain positive cash flow from operations or
profitability, and our limited operating history may make it difficult for you to evaluate our current business and our future prospects. We have
encountered and will continue to encounter risks and difficulties frequently experienced by growing companies in rapidly changing industries,
including increasing expenses as we continue to grow our business. If we do not manage these risks successfully, our business will be harmed. If
our future growth fails to meet investor or analyst expectations, it could have a negative effect on our stock price. If our growth rate were to
decline significantly or become negative, it could adversely affect our financial condition and operating results.

A decline in demand for our solutions or for online backup solutions in general could cause our revenue to decline.

We derive, and expect to continue to derive, substantially all of our revenue from the sale of our online backup solutions, a relatively new and
rapidly changing market. As a result, widespread acceptance and use of online backup solutions is critical to our future growth and success. If
the market for online backup solutions fails to grow or grows more slowly than we currently anticipate, demand for our solutions could be
negatively affected. Changes in customer preferences for online backup solutions may have a disproportionately greater impact on us than if we
offered multiple products and services. The market for online backup solutions is subject to rapidly changing customer demand and trends in
preferences. Some of the potential factors that could affect interest in and demand for online backup solutions include:

� awareness of our brand and the online backup solutions category generally;
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� the price, performance, features, and availability of products and services that compete with ours;

� public concern regarding privacy and data security;

� our ability to maintain high levels of customer satisfaction; and

� the rate of growth in online solutions generally.
In addition, substantially all of our revenue is currently derived from customers in the U.S. Consequently, a decrease of interest in and demand
for online backup solutions in the U.S. could have a disproportionately greater impact on us than if our geographic mix of revenue was less
concentrated.

If we are unable to attract new customers to our solutions on a cost-effective basis, our revenue and operating results would be adversely
affected.

We generate substantially all of our revenue from the sale of subscriptions to our solutions. In order to grow, we must continue to attract a large
number of customers on a cost-effective basis, many of whom have not previously used online backup solutions. We use and periodically adjust
a diverse mix of advertising and marketing programs to promote our solutions. Significant increases in the pricing of one or more of our
advertising channels would increase our advertising costs or cause us to choose less expensive and perhaps less effective channels. As we add to
or change the mix of our advertising and marketing strategies, we may need to expand into channels with significantly higher costs than our
current programs, which could adversely affect our operating results. Currently, we rely significantly on advertising endorsements by certain
radio personalities. The loss of one or more of these endorsement arrangements or our inability to obtain additional effective endorsements could
adversely affect our advertising and customer acquisition efforts and our operating results. We may incur advertising and marketing expenses
significantly in advance of the time we anticipate recognizing any revenue generated by such expenses, and we may only at a later date, or
never, experience an increase in revenue or brand awareness as a result of such expenditures. We have made in the past, and may make in the
future, significant investments to test new advertising, and there can be no assurance that any such investments will lead to the cost-effective
acquisition of additional customers. If we are unable to maintain effective advertising programs, our ability to attract new customers could be
adversely affected, our advertising and marketing expenses could increase substantially, and our operating results may suffer.

A portion of our potential customers locate our website through search engines, such as Google, Bing, and Yahoo!. Our ability to maintain the
number of visitors directed to our website is not entirely within our control. If search engine companies modify their search algorithms in a
manner that reduces the prominence of our listing, or if our competitors� search engine optimization efforts are more successful than ours, fewer
potential customers may click through to our website. In addition, the cost of purchased listings has increased in the past and may increase in the
future. A decrease in website traffic or an increase in search costs could adversely affect our customer acquisition efforts and our operating
results.

A significant portion of our customers first try our online backup solutions through free trials. We seek to convert these free trial users to paying
customers of our solutions. If our rate of conversion suffers for any reason, our revenue may decline and our business may suffer.

If we are unable to retain our existing customers, our revenue and operating results would be adversely affected.

If our efforts to satisfy our existing customers are not successful, we may not be able to retain them, and as a result, our revenue and ability to
grow would be adversely affected. We may not be able to accurately predict future trends in customer renewals. Customers choose not to renew
their subscriptions for many reasons, including if customer service issues are not satisfactorily resolved, a desire to reduce discretionary
spending, or a perception that they do not use the service sufficiently, the service is a poor value, or that competitive services provide a better
value or experience. If our customer retention rate decreases, we may need to increase the rate at which we add new customers in order to
maintain and grow our revenue, which may require us to incur significantly higher advertising and marketing expenses than we currently
anticipate, or our revenue may decline. A significant decrease in our customer retention rate would therefore have an adverse effect on our
business, financial condition, and operating results.
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If we are unable to develop additional solutions for mobile devices, or if users of these devices do not widely adopt our solutions, our
business could be adversely affected.

The number of people who access the internet through devices other than personal computers, including mobile telephones, personal digital
assistants, smartphones, and handheld tablets or computers, has increased dramatically in the past few years and is projected to continue to
increase. In addition, people are increasingly using their mobile devices to create and store data and other content that is important to them. We
have not launched any version of our service that will back up data stored on these devices. If one or more of our competitors were to launch
such a service, or if we were to be unsuccessful in an attempt to launch such a service, our competitive position could be materially harmed. As
new devices and new platforms are continually being released, it is difficult to predict the problems we may encounter in developing versions of
our solutions for use on these mobile devices, and we may need to devote significant resources to the creation, support, and maintenance of such
services, which could adversely affect our operating results.

If we are unable to expand our base of SMB customers, our business could be adversely affected.

In 2010, we introduced the first version of our backup solution targeted toward SMBs, which are generally companies that are too small to have
a dedicated in-house IT staff. We are committing substantial resources to the expansion and increased marketing of our SMB offerings. If we are
unable to market and sell our solutions to SMBs with competitive pricing and in a cost-effective manner, our ability to grow our revenue and
achieve profitability will be harmed. We expect it will be more difficult and expensive to attract and retain SMB customers than consumers,
because SMBs:

� may have different or much more complex needs than those of individual consumers, such as archiving, version control, enhanced
security requirements and other forms of encryption and authentication, which our solutions may not adequately address;

� frequently cease operations due to the sale or failure of their business; and

� are difficult to reach without using more expensive, targeted sales campaigns.
In addition, SMBs frequently have limited budgets and are more likely to be significantly affected by economic downturns than larger, more
established companies. As a result, they may choose to spend funds on items other than our solutions, particularly during difficult economic
times. If we are unsuccessful in meeting the needs of potential SMB customers, it could adversely affect our future growth and operating results.

If we are unable to improve market recognition of and loyalty to our brand, or if our reputation were to be harmed, we could lose customers
or fail to increase the number of our customers, which could harm our revenue, operating results, and financial condition.

Given our consumer and SMB market focus, maintaining and enhancing the Carbonite brand is critical to our success. We believe that the
importance of brand recognition and loyalty will increase in light of increasing competition in our markets. We plan to continue investing
substantial resources to promote our brand, both domestically and internationally, but there is no guarantee that our brand development strategies
will enhance the recognition of our brand. Some of our existing and potential competitors have well-established brands with greater recognition
than we have. If our efforts to promote and maintain our brand are not successful, our operating results and our ability to attract and retain
customers may be adversely affected. In addition, even if our brand recognition and loyalty increases, this may not result in increased use of our
solutions or higher revenue.

Our offerings, as well as those of our competitors, are regularly reviewed in computer and business publications. Negative reviews, or reviews in
which our competitors� products and services are rated more highly than our solutions, could negatively affect our brand and reputation. From
time-to-time, our customers express dissatisfaction with our solutions, including, among other things, dissatisfaction with our customer support,
our billing policies, our handling of personal data, and the way our solutions operate. If we do not handle customer complaints effectively, our
brand and reputation may suffer, we may lose our customers� confidence, and they may choose not to renew their subscriptions. In addition,
many of our customers participate in online blogs about computers and internet services, including our solutions, and our success depends in part
on our ability to generate positive customer feedback through such online channels where consumers seek and share information. If actions we
take or changes we make to our solutions upset these customers, their blogging could negatively affect our brand and reputation. Complaints or
negative publicity about our solutions or billing practices could adversely impact our ability to attract and retain customers and our business,
financial condition, and operating results.
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The termination of our relationship with any major credit card company would have a severe, negative impact on our ability to collect
revenue from customers. Increases in credit card processing fees would increase our operating expenses and adversely affect our operating
results.

Substantially all of our customers purchase our solutions online with credit cards, and our business depends upon our ability to offer credit card
payment options. The termination of our ability to process payments on any major credit card would significantly impair our ability to operate
our business and significantly increase our administrative costs related to customer payment processing. If we fail to maintain our compliance
with the data protection and documentation standards adopted by the major credit card issuers and applicable to us, these issuers could terminate
their agreements with us, and we could lose our ability to offer our customers a credit card payment option. If these issuers increase their credit
card processing fees because we experience excessive chargebacks or refunds or for other reasons, it could adversely affect our business and
operating results.

Any significant disruption in service on our websites or in our computer systems could damage our reputation and result in a loss of
customers, which would harm our business and operating results.

Our brand, reputation, and ability to attract, retain and serve our customers are dependent upon the reliable performance of our websites,
network infrastructure and payment systems, and our customers� ability to readily access their stored files. We have experienced interruptions in
these systems in the past, including server failures that temporarily slowed down our websites� performance and our customers� ability to access
their stored files, or made our websites and infrastructure inaccessible, and we may experience interruptions in the future. In addition, while we
operate and maintain the primary elements of our websites and network infrastructure, some elements of this complex system are operated by
third parties that we do not control and that would require significant time to replace. We expect this dependence on third parties to continue. In
particular, a portion of our solution is hosted by Amazon Web Services, which provides us with computing and storage capacity pursuant to an
agreement that continues until terminated by either party. Interruptions in our systems or the third-party systems on which we rely, whether due
to system failures, computer viruses, physical or electronic break-ins, or other factors, could affect the security or availability of our websites
and infrastructure and prevent us from being able to continuously back up our customers� data or our customers from accessing their data.

In addition, prolonged delays or unforeseen difficulties in connection with adding storage capacity or upgrading our network architecture when
required may cause our service quality to suffer. While we believe that there are alternative suppliers who could meet our needs, we currently
depend primarily on one provider of disk storage systems for our data centers. Problems with the reliability or security of our systems could
harm our reputation. Damage to our reputation and the cost of remedying these problems could negatively affect our business, financial
condition, and operating results.

Our systems provide redundancy at the disk level, but do not keep separate, redundant copies of backed up customer files. Instead, we rely on
the fact that our customers, in effect, back up our system by maintaining the primary instance of their files. We do not intend to create redundant
backup sites for our solutions. As such, a total failure of our systems, or the failure of any of our systems, could result in the loss of or a
temporary inability to back up our customers� data and result in our customers being unable to access their stored files. If one of our data centers
fails at the same time that our customers� computers fail, we would be unable to provide backed up copies of their data. If this were to occur, our
reputation could be compromised and we could be subject to liability to the customers that were affected.

Our data centers are vulnerable to damage or interruption from human error, intentional bad acts, pandemics, earthquakes, hurricanes, floods,
fires, war, terrorist attacks, power losses, hardware failures, systems failures, telecommunications failures, and similar events. As all of our data
facilities are located in a single metropolitan area, we may be more susceptible to the risk that a single event could significantly harm the
operations of these facilities. The occurrence of a natural disaster, power failure or an act of terrorism, vandalism or other misconduct, a decision
to close the facilities without adequate notice, or other unanticipated problems could result in lengthy interruptions in our services. The
occurrence of any of the foregoing events could damage our systems and hardware or could cause them to fail completely, and our insurance
may not cover such events or may be insufficient to compensate us for the potentially significant losses, including the potential harm to the
future growth of our business, that may result from interruptions in our service as a result of system failures.

We depend on data centers operated by third parties and any disruption in the operation of these facilities could adversely affect our
business.

We host our services and serve all of our customers from our network servers, which are located in data center facilities operated by third
parties. While we control and have access to our servers and all of the components of our network that are located in our external data centers,
we do not control the operation of these facilities. Our data center leases expire at various
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times in 2015 and 2016 with rights of extension, and a separate data center hosting arrangement is cancellable by us upon 120 days notice. If we
are unable to renew these agreements on commercially reasonable terms, we may be required to transfer our servers to new data center facilities,
and we may incur significant costs and possible service interruption in connection with doing so. During the first half of 2012, we relocated our
equipment and operations from our Boston, Massachusetts data center to our other Massachusetts data centers and discontinued the use of our
Boston, Massachusetts data center. We incurred moving and other costs in connection with this transition.

Problems faced by our third-party data center locations, with the telecommunications network providers with whom we or they contract, or with
the systems by which our telecommunications providers allocate capacity among their customers, including us, could adversely affect the
experience of our customers. Our third-party data centers operators could decide to close their facilities without adequate notice. In addition, any
financial difficulties, such as bankruptcy, faced by our third-party data centers operators or any of the service providers with whom we or they
contract may have negative effects on our business, the nature and extent of which are difficult to predict. Additionally, if our data centers are
unable to keep up with our growing needs for capacity, this could have an adverse effect on our business. Any changes in third-party service
levels at our data centers or any errors, defects, disruptions, or other performance problems with our services could harm our reputation and may
damage our customers� stored files. Interruptions in our services might reduce our revenue, cause us to issue refunds to customers, subject us to
potential liability, or harm our renewal rates.

If the security of our customers� confidential information stored in our systems is breached or their stored files are otherwise subjected to
unauthorized access, our reputation and business may be harmed, and we may be exposed to liability.

Our customers rely on our online system to store digital copies of their files, including financial records, business information, photos, and other
personally meaningful content. We also store credit card information and other personal information about our customers. A breach of our
network security and systems or other events that cause the loss or public disclosure of, or access by third parties to, our customers� stored files
could have serious negative consequences for our business, including possible fines, penalties and damages, reduced demand for our solutions,
an unwillingness of customers to provide us with their credit card or payment information, an unwillingness of our customers to use our
solutions, harm to our reputation and brand, loss of our ability to accept and process customer credit card orders, and time-consuming and
expensive litigation. Third parties may be able to circumvent our security by deploying viruses, worms, and other malicious software programs
that are designed to attack or attempt to infiltrate our systems and networks and we may not immediately discover these attacks or attempted
infiltrations. Further, outside parties may attempt to fraudulently induce our employees, consultants, or affiliates to disclose sensitive
information in order to gain access to our information or our customers� information. The techniques used to obtain unauthorized access, disable
or degrade service, or sabotage systems change frequently, often are not recognized until launched against a target, and may originate from less
regulated or remote areas around the world. As a result, we may be unable to proactively address these techniques or to implement adequate
preventative or reactionary measures. In addition, employee or consultant error, malfeasance, or other errors in the storage, use, or transmission
of personal information could result in a breach of customer or employee privacy. We maintain insurance coverage to mitigate the potential
financial impact of these risks; however, our insurance may not cover all such events or may be insufficient to compensate us for the potentially
significant losses, including the potential damage to the future growth of our business, that may result from the breach of customer or employee
privacy.

Many states have enacted laws requiring companies to notify individuals of data security breaches involving their personal data. These
mandatory disclosures regarding a security breach often lead to widespread negative publicity, which may cause our customers to lose
confidence in the effectiveness of our data security measures. Any security breach, whether successful or not, would harm our reputation and
could cause the loss of customers. Similarly, if a well-publicized breach of data security at any other online backup service provider or other
major consumer website were to occur, there could be a general public loss of confidence in the use of the internet for online backup services or
commercial transactions generally. Any of these events could have material adverse effects on our business, financial condition, and operating
results.

We process, store and use personal information and other data, which subjects us to governmental regulation and other legal obligations
related to privacy, and our actual or perceived failure to comply with such obligations could harm our business.

We receive, store, and process personal information and other customer data. There are numerous federal, state, local, and foreign laws
regarding privacy and the storing, sharing, use, processing, disclosure and protection of personal information and other customer data, the scope
of which are changing, subject to differing interpretations, and may be inconsistent among countries or conflict with other rules. We generally
seek to comply with industry standards and are subject to the terms of our privacy policies and privacy-related obligations to third parties. We
strive to comply with all applicable laws, policies, legal obligations and industry codes of conduct relating to privacy and data protection to the
extent
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possible. However, it is possible that these obligations may be interpreted and applied in a manner that is inconsistent from one jurisdiction to
another and may conflict with other rules or our practices. Any failure or perceived failure by us to comply with our privacy policies, our
privacy-related obligations to customers or other third parties, or our privacy-related legal obligations, or any compromise of security that results
in the unauthorized release or transfer of personally identifiable information or other customer data, may result in governmental enforcement
actions, litigation, or public statements against us by consumer advocacy groups or others and could cause our customers to lose trust in us,
which could have an adverse effect on our reputation and business. Our customers may also accidentally disclose their passwords or store them
on a mobile device which is lost or stolen, creating the perception that our systems are not secure against third party access. Additionally, if third
parties we work with, such as vendors or developers, violate applicable laws or our policies, such violations may also put our customers�
information at risk and could in turn have an adverse effect on our business. Any significant change to applicable laws, regulations or industry
practices regarding the use or disclosure of our customers� data, or regarding the manner in which the express or implied consent of customers for
the use and disclosure of such data is obtained, could require us to modify our services and features, possibly in a material manner, and may
limit our ability to develop new services and features that make use of the data that our customers voluntarily share with us.

We may not be able to respond to rapid technological changes with new solutions, which could have a material adverse effect on our
operating results.

The online backup market is characterized by rapid technological change and frequent new product and service introductions. Our ability to
attract new customers and increase revenue from existing customers will depend in large part on our ability to enhance and improve our existing
solutions, introduce new features and products and sell into new markets. Customers may require features and capabilities that our current
solutions do not have. Our failure to develop solutions that satisfy customer preferences in a timely and cost-effective manner may harm our
ability to renew our subscriptions with existing customers and create or increase demand for our solutions, and may adversely impact our
operating results.

The introduction of new services by competitors or the development of entirely new technologies to replace existing offerings could make our
solutions obsolete or adversely affect our business and operating results. In addition, any new markets or countries into which we attempt to sell
our solutions may not be receptive. We may experience difficulties with software development, design, or marketing that could delay or prevent
our development, introduction, or implementation of new solutions and enhancements. We have in the past experienced delays in the planned
release dates of new features and upgrades, and have discovered defects in new solutions after their introduction. There can be no assurance that
new solutions or upgrades will be released according to schedule, or that when released they will not contain defects. Either of these situations
could result in adverse publicity, loss of revenue, delay in market acceptance, or claims by customers brought against us, all of which could have
a material adverse effect on our reputation, business, operating results, and financial condition. Moreover, upgrades and enhancements to our
solutions may require substantial investment and we have no assurance that such investments will be successful. If customers do not widely
adopt enhancements to our solutions, we may not be able to realize a return on our investment. If we are unable to develop, license, or acquire
enhancements to our existing solutions on a timely and cost-effective basis, or if such enhancements do not achieve market acceptance, our
business, operating results, and financial condition may be adversely affected.

Our quarterly operating results have fluctuated in the past and may continue to do so in the future. As a result, we may fail to meet or exceed
the expectations of securities analysts or investors, which could cause our stock price to decline.

Our quarterly operating results may fluctuate as a result of a variety of factors, many of which are outside of our control. If our quarterly
operating results or guidance fall below the expectations of securities analysts or investors, the price of our common stock could decline
substantially. The following factors, among others, could cause fluctuations in our quarterly operating results or guidance:

� our ability to attract new customers and retain existing customers;

� our ability to accurately forecast revenue and appropriately plan our expenses;

� our ability to introduce new solutions;

� the actions of our competitors, including pricing changes or the introduction of new products;
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� our ability to effectively manage our growth;

� the mix of annual and multi-year subscriptions at any given time;

� seasonal variations or other cyclicality in the demand for our solutions, including the purchasing and budgeting cycles of our SMB
customers;

� the timing and cost of advertising and marketing efforts;

� the timing and cost of developing or acquiring technologies, services, or businesses;
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� the timing, operating cost, and capital expenditures related to the operation, maintenance, and expansion of our business;

� service outages or security breaches and any related impact on our reputation;

� our ability to successfully manage any future acquisitions of businesses, solutions, or technologies;

� the impact of worldwide economic, industry, and market conditions and those conditions specific to internet usage and online
businesses;

� costs associated with defending intellectual property infringement and other claims; and

� changes in government regulation affecting our business.
We believe that our quarterly revenue and operating results may vary significantly in the future and that period-to-period comparisons of our
operating results may not be meaningful. You should not rely on the results of one quarter as an indication of future performance.

Seasonal variations in our business may also cause fluctuations in our financial results. For example, we generally spend more on advertising
during the first and third quarters of each year to capitalize on lower advertising rates in these periods and increased sales of devices that create
or store data during post-holiday and back to school periods and our bookings tend to be higher in these periods. While we believe that these
seasonal trends have affected and will continue to affect our quarterly results, our trajectory of rapid growth may have overshadowed these
effects to date. We believe that our business may become more seasonal in the future as our growth rate slows, and that such seasonal variations
in advertising expenditures and customer purchasing patterns may result in fluctuations in our financial results.

Growth may place significant demands on our management and our infrastructure.

We have experienced substantial growth in our business. This growth has placed and may continue to place significant demands on our
management and our operational and financial infrastructure. As our operations grow in size, scope, and complexity, we will need to improve
and upgrade our systems and infrastructure to attract, service, and retain an increasing number of customers. The expansion of our systems and
infrastructure will require us to commit substantial financial, operational, and technical resources in advance of an increase in the volume of
business, with no assurance that the volume of business will increase. Any such additional capital investments will increase our cost base.
Continued growth could also strain our ability to maintain reliable service levels for our customers, develop and improve our operational,
financial and management controls, enhance our reporting systems and procedures, and recruit, train, and retain highly skilled personnel. If we
fail to achieve the necessary level of efficiency in our organization as we grow, our business, operating results, and financial condition could be
harmed.

We may expand by acquiring or investing in other companies, which may divert our management�s attention, result in additional dilution to
our stockholders, and consume resources that are necessary to sustain our business.

We may in the future acquire complementary products, services, technologies, or businesses. For example, in June 2011, we acquired
substantially all of the assets of Phanfare, Inc., a privately-held provider of photo sharing services, for approximately $2 million in cash and the
assumption of certain liabilities. We also may enter into relationships with other businesses to expand our portfolio of solutions or our ability to
provide our solutions in foreign jurisdictions, which could involve preferred or exclusive licenses, additional channels of distribution, discount
pricing, or investments in other companies. We do not have experience with integrating and managing acquired businesses or assets. Negotiating
these transactions can be time-consuming, difficult and expensive, and our ability to complete these transactions may often be subject to
conditions or approvals that are beyond our control. Consequently, these transactions, even if undertaken and announced, may not close.

An acquisition, investment, or new business relationship may result in unforeseen operating difficulties and expenditures. In particular, we may
encounter difficulties assimilating or integrating the businesses, technologies, products, personnel, or operations of acquired companies,
particularly if the key personnel of the acquired company choose not to work for us, the company�s software is not easily adapted to be
compatible with ours, or we have difficulty retaining the customers of any acquired business due to changes in management or otherwise.
Acquisitions may also disrupt our business, divert our resources, and require significant management attention that would otherwise be available
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for the development of our business. Moreover, the anticipated benefits of any acquisition, investment, or business relationship may not be
realized or we may be exposed to unknown liabilities, including litigation against the companies we may acquire. For one or more of those
transactions, we may:

� issue additional equity securities that would dilute our stockholders;

� use cash that we may need in the future to operate our business;
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� incur debt on terms unfavorable to us or that we are unable to repay or that may place burdensome restrictions on our operations;

� incur large charges or substantial liabilities; or

� become subject to adverse tax consequences, or substantial depreciation, deferred compensation or other acquisition-related
accounting charges.

Any of these risks could harm our business and operating results.

The loss of one or more of our key personnel, or our failure to attract, integrate, and retain other highly qualified personnel, could harm our
business.

We depend on the continued service and performance of our key personnel, including David Friend, our President and Chief Executive Officer.
We do not have long-term employment agreements with any of our officers or key employees. In addition, many of our key technologies and
systems are custom-made for our business by our personnel. The loss of key personnel, including key members of our management team, as well
as certain of our key marketing, sales, product development, or technology personnel, could disrupt our operations and have an adverse effect on
our ability to grow our business. In addition, several of our key personnel have only recently been employed by us, and we are still in the process
of integrating these personnel into our operations. Our failure to successfully integrate these key employees into our business could adversely
affect our business.

To execute our growth plan, we must attract and retain highly qualified personnel. Competition for these employees is intense, and we may not
be successful in attracting and retaining qualified personnel. We have from time to time in the past experienced, and we expect to continue to
experience, difficulty in hiring and retaining highly skilled employees with appropriate qualifications. New hires require significant training and,
in most cases, take significant time before they achieve full productivity. Our recent hires and planned hires may not become as productive as we
expect, and we may be unable to hire or retain sufficient numbers of qualified individuals. Many of the companies with which we compete for
experienced personnel have greater resources than we have. In addition, in making employment decisions, particularly in the internet and
high-technology industries, job candidates often consider the value of the stock options they are to receive in connection with their employment.
In addition, employees may be more likely to leave 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 if the exercise prices of the
options that they hold are significantly above the market price of our common stock. If we fail to attract new personnel, or fail to retain and
motivate our current personnel, our business and growth prospects could be severely harmed.

Our corporate culture has contributed to our success, and if we cannot maintain this culture as we grow, we could lose the innovation,
creativity, and teamwork fostered by our culture, and our business may be harmed.

We believe that our corporate culture has been a key contributor to our success. If we do not continue to develop our corporate culture as we
grow and evolve, including maintaining our culture of transparency with our employees, it could harm our ability to foster the innovation,
creativity, and teamwork we believe that we need to support our growth. As our organization grows and we are required to implement more
complex organizational structures, we may find it increasingly difficult to maintain the beneficial aspects of our corporate culture, which could
negatively impact our future success. In addition, our recently completed initial public offering could create disparities of wealth among our
employees, which could adversely impact relations among employees and our corporate culture in general.

Our operating results may be harmed if we are required to collect sales or other related taxes for our subscription services in jurisdictions
where we have not historically done so.

We do not believe that we are required to collect sales, use, or other similar taxes from our customers. However, one or more states or countries
may seek to impose sales, use, or other tax collection obligations on us, including for past sales by us or our resellers and other partners. A
successful assertion by a state, country, or other jurisdiction that we should have or should be collecting sales, use, or other taxes on our services
could, among other things, result in substantial tax liabilities for past sales, create significant administrative burdens for us, discourage customers
from purchasing our services, or otherwise harm our business and operating results.

Our ability to use net operating losses to offset future taxable income may be subject to certain limitations.
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As of December 31, 2011, we had federal, state, and foreign net operating loss carryforwards, or NOLs, of $89.0 million, $83.9 million and $1.0
million, respectively, available to offset future taxable income, which expire in various years through 2032 if not utilized. A lack of future
taxable income would adversely affect our ability to utilize these NOLs before they expire. Under the provisions of the Internal Revenue Code
of 1986, as amended, or the Internal Revenue Code,
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substantial changes in our ownership may limit the amount of pre-change NOLs that can be utilized annually in the future to offset taxable
income. Section 382 of the Internal Revenue Code, or Section 382, imposes limitations on a company�s ability to use NOLs if a company
experiences a more-than-50-percent ownership change over a three-year testing period. We performed an analysis of our changes in ownership
through December 31, 2011 and have adjusted our NOLs as of that date to reflect the usage limitations, calculated in accordance with
Section 382, resulting from such changes in ownership. If additional changes in our ownership occur in the future, our ability to use NOLs may
be further limited. For these reasons, we may not be able to utilize a material portion of the NOLs, even if we achieve profitability. If we are
limited in our ability to use our NOLs in future years in which we have taxable income, we will pay more taxes than if we were able to fully
utilize our NOLs. This could adversely affect our operating results and the market price of our common stock.

Any expenses or liability resulting from litigation could adversely affect our operating results and financial condition.

From time to time, we may be subject to claims or litigation, including intellectual property litigation as described elsewhere in this Quarterly
Report on Form 10-Q. Any such claims or litigation may be time-consuming and costly, divert management resources, require us to change our
services, require us to refund subscription fees, or have other adverse effects on our business. Any of the foregoing could have a material adverse
effect on our operating results and could require us to pay significant monetary damages. In addition, we receive and must respond on a periodic
basis to subpoenas from law enforcement agencies seeking copies of a customer�s data stored on our servers in connection with criminal
investigations. While we have in place a procedure to respond to such subpoenas, any failure on our part to properly respond to such subpoena
requests could expose us to litigation or other proceedings and adversely affect our business, financial condition, and operating results.

Our success depends on our customers� continued high-speed access to the internet and the continued reliability of the internet
infrastructure.

Our business depends on our customers� high-speed access to the internet, as well as the continued maintenance and development of the internet
infrastructure. The future delivery of our solutions will depend on third party internet service providers to expand high-speed internet access, to
maintain a reliable network with the necessary speed, data capacity and security, and to develop complementary products and services, including
high-speed modems, for providing reliable and timely internet access and services. All of these factors are out of our control. To the extent that
the internet continues to experience an increased number of users, frequency of use, or bandwidth requirements, the internet may become
congested and be unable to support the demands placed on it, and its performance or reliability may decline. Any internet outages or delays
could adversely affect our ability to provide services to our customers.

Our business may be significantly impacted by a change in the economy, including any resulting effect on consumer spending.

Our business may be affected by changes in the economy generally, including any resulting effect on consumer spending. Our services are
discretionary purchases, and our customers may reduce their discretionary spending on our services during an economic downturn. Although we
have not yet experienced a material reduction in subscription renewals, we may experience such a reduction in the future, especially in the event
of a prolonged recessionary period. Conversely, media prices may increase in a period of economic growth, which could significantly increase
our marketing and advertising expenses. As a result, our business, financial condition, and operating results may be significantly affected by
changes in the economy generally.

We face many risks associated with our plans to expand internationally, which could harm our business, financial condition, and operating
results.

We anticipate that our efforts to expand internationally will entail the marketing and advertising of our services and brand and the development
of localized websites. We do not have substantial experience in selling our solutions in international markets or in conforming to the local
cultures, standards, or policies necessary to successfully compete in those markets, and we must invest significant resources in order to do so.
We may not succeed in these efforts or achieve our customer acquisition or other goals. For some international markets, customer preferences
and buying behaviors may be different, and we may use business or pricing models that are different from our traditional subscription model to
provide online backup and related services to customers. Our revenue from new foreign markets may not exceed the costs of establishing,
marketing, and maintaining our international offerings, and therefore may not be profitable on a sustained basis, if at all.
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In addition, conducting international operations subjects us to new risks that we have not generally faced in the U.S. These risks include:

� localization of our solutions, including translation into foreign languages and adaptation for local practices and regulatory
requirements;

� lack of experience in other geographic markets;

� strong local competitors;

� cost and burden of complying with, lack of familiarity with, and unexpected changes in foreign legal and regulatory requirements,
including consumer and data privacy laws;

� difficulties in managing and staffing international operations;

� fluctuations in currency exchange rates or restrictions on foreign currency;

� potentially adverse tax consequences, including the complexities of transfer pricing, foreign value added or other tax systems, double
taxation and restrictions and/or taxes on the repatriation of earnings;

� dependence on third parties, including channel partners with whom we do not have extensive experience;

� compliance with the Foreign Corrupt Practices Act, economic sanction laws and regulations, export controls, and other U.S. laws and
regulations regarding international business operations;

� increased financial accounting and reporting burdens and complexities;

� political, social, and economic instability abroad, terrorist attacks, and security concerns in general; and

� reduced or varied protection for intellectual property rights in some countries.
Operating in international markets also requires significant management attention and financial resources. The investment and additional
resources required to establish operations and manage growth in other countries may not produce desired levels of revenue or profitability.

Our software contains encryption technologies, certain types of which are subject to U.S. and foreign export control regulations and, in some
foreign countries, restrictions on importation and/or use. Any failure on our part to comply with encryption or other applicable export control
requirements could result in financial penalties or other sanctions under the U.S. export regulations, including restrictions on future export
activities, which could harm our business and operating results. Regulatory restrictions could impair our access to technologies that we seek for
improving our solutions and may also limit or reduce the demand for our solutions outside of the U.S.

We may not be able to maintain control of our business in China.
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The government of the People�s Republic of China, or PRC, restricts foreign investment in internet and online advertising businesses.
Accordingly, we operate our online backup business in China through an affiliated entity in China owned by an individual designated by us who
is a PRC citizen. We have entered into contractual arrangements with our affiliated entity and its individual stockholder that are intended to
protect our technologies and business. We have loaned funds to the designated individual in order to enable the individual to form the affiliated
entity and obtain any necessary licenses, including an Internet Content Provider (ICP) license, which was granted by the PRC government, and
we expect to continue to loan funds to the designated individual in the future. All loans are, and will continue to be, secured by the capital stock
of the affiliated entity and the designated individual stockholder has granted us the contractual right to exercise his rights as the sole stockholder
of the affiliated entity.

We cannot assure you, however, that we will be able to enforce these contracts. We have no equity ownership interest in the affiliated entity and
we rely on contractual arrangements with the entity and the designated individual stockholder to control and operate the entity. These contractual
arrangements may not be as effective in providing control over the affiliated entity as direct ownership. For example, the entity could fail to take
actions required for, or beneficial to, our business or fail to maintain our websites despite its contractual obligations to do so. In addition, we
cannot assure you that the individual shareholder of the affiliated entity will always act in our best interests. If the individual stockholder of our
affiliated entity fails to perform his obligations under the respective agreements with us, we may need to engage in litigation in China to enforce
our rights, which may be time-consuming and costly, divert management resources, or have other adverse effects on our business, and we may
not be successful in enforcing our rights.
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Enforcing agreements and laws in China is difficult and may be impossible because China does not have a comprehensive system of laws.

In China, enforcement of contractual agreements may be sporadic, and implementation and interpretation of laws may be inconsistent. The PRC
judiciary is relatively inexperienced in interpreting agreements and enforcing China�s laws, leading to a higher than usual degree of uncertainty
as to the outcome of any litigation. Even where adequate law exists in China, it may not be possible to obtain swift and equitable enforcement of
such law, or to obtain enforcement of a judgment or an arbitration award by a court of another jurisdiction. The PRC government has exercised
and continues to exercise substantial control over virtually every aspect of the Chinese economy through regulation and state ownership. Many
of the current reforms that support private business in China are of recent origin or are provisional in nature. Other political, economic and social
factors, such as political changes, changes in the rates of economic, growth, unemployment, or inflation, or in the disparities of per capita wealth
among citizens of China and between regions within China, could also lead to further readjustment of the PRC government�s reform measures. It
is not possible to predict whether the PRC government will continue to be as supportive of private business in China, nor is it possible to predict
how any future reforms will affect our business.

Specifically, the laws and regulations governing our business or the enforcement and performance of our proposed contractual arrangements
with our affiliated Chinese entity and the designated individual stockholder are relatively new and may be subject to change, and their official
interpretation and enforcement may involve substantial uncertainty. New laws and regulations that affect our business may also be applied
retroactively. We cannot assure you that the PRC government would agree that the operating arrangements of our affiliated Chinese entity
comply with PRC licensing, registration, or other regulatory requirements, with existing policies, or with requirements or policies that may be
adopted in the future. For example, in September 2011, the PRC Ministry of Commerce stated that the relevant departments of the PRC
government are jointly considering additional regulation of the type of investment structure that we use, which is based on the approach used by
other non-PRC companies with respect to their conduct of businesses that require an ICP license. If the PRC government determines that we do
not comply with applicable law, it could revoke our business and operating licenses and those of our affiliated Chinese entity, including our
affiliated entity�s ICP license, require us to restructure our operations, require us to discontinue or restrict our operations, restrict our right to
collect revenue, block our websites, impose additional conditions or requirements with which we may not be able to comply, impose restrictions
on our business operations or on our customers, or take other regulatory or enforcement actions against us that could be harmful to our business.

In addition, because of the particular weakness of the Chinese intellectual property regime, it is often difficult to create and enforce intellectual
property rights in China. Accordingly, we may not be able to effectively protect our intellectual property rights in China against infringement by
other business entities, individuals, and current or former employees.

Risks Related to Intellectual Property

Assertions by a third party that our solutions infringe its intellectual property, whether or not correct, could subject us to costly and
time-consuming litigation or expensive licenses. We are currently a defendant in a lawsuit alleging patent infringement.

There is frequent litigation in the software and technology industries based on allegations of infringement or other violations of intellectual
property rights. Many companies are devoting significant resources to obtaining patents that could affect many aspects of our business. Third
parties may claim that our technologies or solutions infringe or otherwise violate their patents or other intellectual property rights. As we face
increasing competition and become increasingly visible as a publicly-traded company, or if we become more successful, the possibility of new
third party claims may increase.

We have licensed proprietary technologies from third parties that we use in our technologies and business, and we cannot be certain that the
owners� rights in their technologies will not be challenged, invalidated, or circumvented. If we are forced to defend ourselves against intellectual
property infringement claims, whether they have merit or are determined in our favor, we may face costly litigation, diversion of technical and
management personnel, limitations on our ability to use our current websites and technologies, and an inability to market or provide our
solutions. As a result of any such claim, we may have to develop or acquire non-infringing technologies pay damages, enter into royalty or
licensing agreements, cease providing certain services, adjust our marketing and advertising activities, or take other actions to resolve the claims.
These actions, if required, may be costly or unavailable on terms acceptable to us or at all.

Furthermore, we may acquire proprietary technologies from third parties and may incorporate such technologies in our solutions. In addition to
the general risks described above associated with intellectual property and other proprietary rights, we are subject to the additional risk that the
seller of such technologies may not have appropriately created, maintained, or enforced such rights in such technology.

In August 2010, Oasis Research, LLC, or Oasis Research, filed a lawsuit against us and several of our competitors and other online technology
companies in the U.S. District Court for the Eastern District of Texas, alleging that our online backup storage services and other companies�
products or services infringe certain of Oasis Research�s patents. Oasis Research seeks
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an award for damages in an unspecified amount. Oasis Research does not currently seek an injunction. A trial date has been set for March 4,
2013. We are not able to assess with certainty the outcome of this litigation or the amount or range of potential damages or future payments
associated with this litigation at this time. However, any litigation is subject to inherent uncertainties, and there can be no assurance that the
expenses associated with defending this lawsuit or its resolution will not have a material adverse impact on our business, operations, financial
condition, or cash flows.

Our success depends in large part on our ability to protect and enforce our intellectual property rights. If we are not able to adequately
protect our intellectual property and proprietary technologies to prevent use or appropriation by our competitors, the value of our brand and
other intangible assets may be diminished, and our business may be adversely affected.

Our future success and competitive position depend in large part on our ability to protect our intellectual property and proprietary technologies.
We rely on a combination of trademark, patent, copyright, and trade secret laws, as well as confidentiality procedures and contractual
restrictions, to establish and protect our proprietary rights, all of which provide only limited protection and may not now or in the future provide
us with a competitive advantage. CARBONITE and the Carbonite logo are registered trademarks in the U.S. and in over 30 other countries,
including countries in the European Union. We have also filed trademark applications for additional marks in the U.S. and other countries,
including �Back it up. Get it Back�, �Because Your Life is On Your Computer�, the Carbonite Green Dot logo and Chinese character
representations for Carbonite. We cannot assure you that any future trademark registrations will be issued for pending or future applications or
that any registered trademarks will be enforceable or provide adequate protection of our proprietary rights. We have one issued patent, 12 patent
applications pending, and we are in the process of filing additional patent applications. We cannot assure you that any patents will issue from
any such patent applications, that patents that issue from such applications will give us the protection that we seek, or that any such patents will
not be challenged, invalidated, or circumvented. Any patents that may issue in the future from our pending or future patent applications may not
provide sufficiently broad protection and may not be enforceable in actions against alleged infringers.

There can be no assurance that the steps we take will be adequate to protect our technologies and intellectual property, that our trademark and
patent applications will lead to registered trademarks or issued patents, that others will not develop or patent similar or superior technologies,
products, or services, or that our trademarks, patents, and other intellectual property will not be challenged, invalidated, or circumvented by
others. Furthermore, effective trademark, patent, copyright, and trade secret protection may not be available in every country in which our
services are available or where we have employees or independent contractors. In addition, the legal standards relating to the validity,
enforceability, and scope of protection of intellectual property rights in internet-related industries are uncertain and still evolving.

We may be involved in lawsuits to protect or enforce our patents, which could be expensive and time consuming and could materially harm
our business.

The steps we have taken may not adequately protect our intellectual property or prevent unauthorized use of our technologies. Others may
independently develop technologies that are competitive to ours or infringe our intellectual property. To counter infringement or unauthorized
use, we may be required to file patent infringement claims, which can be expensive and time-consuming to litigate. In addition, in an
infringement proceeding, a court may decide that a patent of ours is not valid or is unenforceable, or may refuse to stop others from using the
technology at issue on the grounds that our patent(s) do not cover such technology. An adverse determination of any litigation or defense
proceedings could put one or more of our patents at risk of being invalidated or interpreted narrowly and could put our patent applications at risk
of not being issued. If our efforts to protect our technologies and intellectual property are inadequate, the value of our brand and other intangible
assets may be diminished and competitors may be able to mimic our solutions and methods of operations. Any of these events could have a
material adverse effect on our business, financial condition, and operating results.

Furthermore, because of the substantial amount of discovery required in connection with intellectual property litigation, there is a risk that some
of our confidential information could be compromised by disclosure. In addition, during the course of any such litigation, there could be public
announcements of the results of hearings, motions, or other interim proceedings or developments. If securities analysts or investors perceive
these results to be negative, it could have a substantial adverse effect on the price of our common stock.

Confidentiality agreements with employees and others may not adequately prevent disclosure of our trade secrets and proprietary
information. Failure to protect our proprietary information could make it easier for third parties to compete with our solutions and harm our
business.

We have devoted substantial resources to the development of our proprietary technologies and related processes. In order to protect our
proprietary technologies and processes, we rely in part on trade secret laws and confidentiality agreements with our employees, licensees,
independent contractors, and other advisors. These agreements may not
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effectively prevent disclosure of confidential information and may not provide an adequate remedy in the event of unauthorized disclosure of
confidential information. In addition, others may independently discover our trade secrets, in which case we would not be able to assert trade
secret rights, or develop similar technologies and processes. Further, laws in certain jurisdictions may afford little or no trade secret protection,
and any changes in, or unexpected interpretations of, the intellectual property laws in any country in which we operate may compromise our
ability to enforce our intellectual property rights. Costly and time-consuming litigation could be necessary to enforce and determine the scope of
our proprietary rights, and failure or inability to obtain or maintain trade secret protection or otherwise protect our proprietary rights could
adversely affect our business.

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

A portion of the technologies licensed by us to our customers incorporates so-called �open source� software, and we may incorporate open source
software in the future. Such open source software is generally licensed by its authors or other third parties under open source licenses. These
licenses may subject us to certain unfavorable conditions, including requirements that we offer our solutions that incorporate the open source
software for no cost, that we make publicly available source code for modifications or derivative works we create based upon, incorporating, or
using the open source software, and/or that we license such modifications or derivative works under the terms of the particular open source
license. Additionally, if a third party software provider has incorporated open source software into software that we license from such provider,
we could be required to disclose any of our source code that incorporates or is a modification of such licensed software. If an author or other
third party that distributes open source software that we use or license were to allege that we had not complied with the conditions of the
applicable license, we could be required to incur significant legal expenses defending against such allegations and could be subject to significant
damages, enjoined from the sale of our solutions that contained the open source software, and required to comply with the foregoing conditions.
Any of the foregoing could disrupt the distribution and sale of our solutions and harm our business.

We rely on third party software, including server software and licenses from third parties to use patented intellectual property, that is
required to develop and provide our solutions.

We rely on software licensed from third parties to develop and offer our solutions, including server software from Microsoft and other patented
third-party technologies. In addition, we may need to obtain future licenses from third parties to use intellectual property associated with the
development of our solutions, which might not be available to us on acceptable terms, or at all. Any loss of the right to use any software required
for the development and maintenance of our solutions could result in delays in the provision of our solutions until equivalent technology is either
developed by us, or, if available from others, is identified, obtained, and integrated, which could harm our business. Any errors or defects in
third party software could result in errors or a failure of our solutions, which could harm our business.

If we are unable to protect our domain names, our reputation, brand, customer base, and revenue, as well as our business and operating
results, could be adversely affected.

We have registered domain names for websites, or URLs, that we use in our business, such as www.carbonite.com. If we are unable to maintain
our rights in these domain names, our competitors or other third parties could capitalize on our brand recognition by using these domain names
for their own benefit. In addition, although we own the Carbonite domain name under various global top level domains such as .com and .net, as
well as under various country-specific domains, we might not be able to, or may choose not to, acquire or maintain other country-specific
versions of the Carbonite domain name or other potentially similar URLs. Domain names similar to ours have already been registered in the U.S.
and elsewhere, and our competitors or other third parties could capitalize on our brand recognition by using domain names similar to ours. The
regulation of domain names in the U.S. and elsewhere is generally conducted by internet regulatory bodies and is subject to change. If we lose
the ability to use a domain name in a particular country, we may be forced to either incur significant additional expenses to market our solutions
within that country, including the development of a new brand and the creation of new promotional materials, or elect not to sell our solutions in
that country. Either result could substantially harm our business and operating results. Regulatory bodies could establish additional top-level
domains, appoint additional domain name registrars, or modify the requirements for holding domain names. As a result, we may not be able to
acquire or maintain the domain names that utilize the name Carbonite in all of the countries in which we currently conduct or intend to conduct
business. Further, the relationship between regulations governing domain names and laws protecting trademarks and similar proprietary rights
varies among jurisdictions and is unclear in some jurisdictions. We may be unable to prevent third parties from acquiring and using domain
names that infringe, are similar to, or otherwise decrease the value of, our brand or our trademarks. Protecting and enforcing our rights in our
domain names and determining the rights of others may require litigation, which could result in substantial costs, divert management attention,
and not be decided favorably to us.
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Material defects or errors in our software could harm our reputation, result in significant costs to us, and impair our ability to sell our
solutions.

The software applications underlying our solutions are inherently complex and may contain material defects or errors, particularly when first
introduced or when new versions or enhancements are released. We have from time to time found defects or errors in our solutions, and new
defects or errors in our existing solutions may be detected in the future by us or our customers. The costs incurred in correcting such defects or
errors may be substantial and could harm our operating results. In addition, we rely on hardware purchased or leased and software licensed from
third parties to offer our solutions. Any defects in, or unavailability of, our or third party software or hardware that cause interruptions to the
availability of our solutions could, among other things:

� cause a reduction in revenue or delay in market acceptance of our solutions;

� require us to issue refunds to our customers or expose us to claims for damages;

� cause us to lose existing customers and make it more difficult to attract new customers;

� divert our development resources or require us to make extensive changes to our solutions or software, which would increase our
expenses;

� increase our technical support costs; and

� harm our reputation and brand.
Risks Related to Ownership of our Common Stock

Our stock price may be volatile due to fluctuations in our operating results and other factors, each of which could our stock price to decline.

Shares of our common stock were sold in our initial public offering in August 2011 at a price of $10.00 per share, and our common stock has
subsequently traded as high as $21.10 and as low as $6.74. An active, liquid, and orderly market for our common stock may not be developed or
sustained, which could depress the trading price of our common stock. The market price for shares of our common stock could be subject to
significant fluctuations in response to various factors, some of which are beyond our control. Some of the factors that may cause the market
price for shares of our common stock to fluctuate include:

� fluctuations in our quarterly financial results or the quarterly financial results of companies perceived to be similar to us;

� actual or anticipated fluctuations in our key operating metrics, financial condition, and operating results;

� loss of existing customers or inability to attract new customers;

� actual or anticipated changes in our growth rate;
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� announcements of technological innovations or new offerings by us or our competitors;

� our announcement of actual results for a fiscal period that are lower than projected or expected or our announcement of revenue or
earnings guidance that is lower than expected;

� changes in estimates of our financial results or recommendations by securities analysts;

� failure of any of our solutions to achieve or maintain market acceptance;

� changes in market valuations of similar companies;

� success of competitive products or services;

� changes in our capital structure, such as future issuances of securities or the incurrence of debt;

� announcements by us or our competitors of significant products or services, contracts, acquisitions, or strategic alliances;

� regulatory developments in the U.S. or foreign countries;

� actual or threatened litigation involving us or our industry;

� additions or departures of key personnel;

� general perception of the future of the online backup market or our solutions;

� share price and volume fluctuations attributable to inconsistent trading volume levels of our shares;

� sales of our shares of common stock by us or our stockholders; and

� changes in general economic, industry, and market conditions.
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In addition, the stock market in general, and the market for internet-related companies in particular, has experienced extreme price and volume
fluctuations that have often been unrelated or disproportionate to the operating performance of those companies. Securities class action litigation
has often been instituted against companies following periods of volatility in the overall market and in the market price of a company�s securities.
This litigation, if instituted against us, could result in very substantial costs, divert our management�s attention and resources, and harm our
business, operating results, and financial condition. In addition, recent fluctuations in the financial and capital markets have resulted in volatility
in securities prices.

If we fail to maintain proper and effective internal controls, our ability to produce accurate and timely financial statements could be
impaired, which could harm our operating results, our ability to operate our business, and investors� views of us.

Ensuring that we have adequate internal financial and accounting controls and procedures in place so that we can produce accurate financial
statements on a timely basis is a costly and time-consuming effort that needs to be evaluated frequently. As part of our process of documenting
and testing our internal control over financial reporting, we may identify areas for further attention and improvement. Implementing any
appropriate changes to our internal controls may distract our officers and employees, entail substantial costs to modify our existing processes,
and take significant time to complete. These changes may not, however, be effective in maintaining the adequacy of our internal controls, and
any failure to maintain that adequacy, or consequent inability to produce accurate financial statements on a timely basis, could increase our
operating costs and harm our business. In addition, investors� perceptions that our internal controls are inadequate or that we are unable to
produce accurate financial statements on a timely basis may harm our stock price and make it more difficult for us to effectively market and sell
our solutions to new and existing customers.

Our failure to raise additional capital or generate the cash flows necessary to expand our operations and invest in our business could reduce
our ability to compete successfully.

Although we currently anticipate that our available funds, including the net proceeds of our initial public offering and our available bank line of
credit, will be sufficient to meet our cash needs for at least the next 12 months, we may require additional financing in the future. Our ability to
obtain financing will depend, among other things, on our development efforts, business plans, operating performance and condition of the capital
markets at the time we seek financing. If we need to raise additional funds, we may not be able to obtain additional debt or equity financing on
favorable terms, if at all. If we raise additional equity financing, our stockholders may experience significant dilution of their ownership
interests, and the per share value of our common stock could decline. If we engage in debt financing, we may be required to accept terms that
restrict our ability to incur additional indebtedness and force us to maintain specified liquidity or other ratios. If we need additional capital and
cannot raise it on acceptable terms, we may not be able to, among other things:

� develop or enhance our solutions;

� continue to expand our development, sales, and marketing organizations;

� acquire complementary technologies, products, or businesses;

� expand our operations in the U.S. or internationally;

� hire, train, and retain employees;

� respond to competitive pressures or unanticipated working capital requirements; or

� continue our operations.
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A significant portion of our total outstanding shares may be sold into the public market in the near future, which could cause the market
price of our common stock to drop significantly, even if our business is doing well.

Sales of a substantial number of shares of our common stock in the public market, or the perception that such sales could occur, could adversely
affect the market price of our common stock. In connection with the expiration on February 26, 2012 of lock-up agreements entered into with
the underwriters of our initial public offering, approximately 17.9 million shares of our common stock became eligible for sale by stockholders,
subject to applicable volume and other limitations under federal securities laws. In August 2011, we filed a Form S-8 under the Securities Act
registering 5,177,658 shares of our common stock for issuance under our equity incentive plans. These shares may be sold in the public market
upon issuance, subject to the terms of contractual restrictions. If these additional shares are sold, or if it is perceived that they will be sold, in the
public market, the market price of our common stock could decline.
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We also may issue shares of our common stock or securities convertible into our common stock from time to time in connection with financing,
acquisition, investment, or otherwise. Any such issuance could result in substantial dilution to our existing stockholders and cause the market
price of our common stock to decline.

Our directors, executive officers, and principal stockholders have substantial control over us and could delay or prevent a change in
corporate control.

Our directors, executive officers, and holders of more than 5% of our common stock, together with their affiliates, beneficially hold a majority of
our outstanding shares of common stock and have the ability to control the outcome of matters submitted to our stockholders for approval,
including the election of directors and any merger, consolidation, or sale of all or substantially all of our assets. In addition, these stockholders,
acting together, may have the ability to control or influence the management and affairs of our company. This concentration of ownership could
limit your ability to influence corporate matters and may have the effect of delaying or preventing a change in control of our company.

If securities or industry analysts do not publish or cease publishing research or reports about us, our business, or our market, or if they
change their recommendations regarding our stock adversely, our stock price and trading volume could decline.

The trading market for our common stock will be influenced by the research and reports that industry or securities analysts may publish about
us, our business, our market, or our competitors. If any of the analysts who cover us change their recommendation regarding our stock adversely,
or provide more favorable relative recommendations about our competitors, our stock price 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 our stock price or trading volume to decline.

Our management will continue to have broad discretion over the use of the proceeds we received in our initial public offering and might not
apply the proceeds in ways that increase the value of your investment.

Our management will continue to have broad discretion to use our net proceeds from our initial public offering, and you will be relying on the
judgment of our management regarding the application of these proceeds. Our management might not apply these proceeds in ways that increase
the value of your investment. We intend to use the net proceeds to us from the initial public offering primarily for general corporate purposes,
including working capital, sales and marketing activities, general and administrative matters, and capital expenditures. We may also use a
portion of the net proceeds to acquire, invest in, or obtain rights to complementary technologies, solutions, or businesses. Until we use the net
proceeds to us from the initial public offering, we plan to invest them, and these investments may not yield a favorable rate of return. If we do
not invest or apply the net proceeds from the initial public offering in ways that enhance stockholder value, we may fail to achieve expected
financial results, which could cause our stock price to decline.

We do not currently intend to pay dividends on our common stock and, consequently, your ability to achieve a return on your investment will
depend on appreciation in the price of our common stock.

We have never declared or paid any cash dividends on our common stock and do not intend to do so for the foreseeable future. We currently
intend to invest our future earnings, if any, to fund our growth and continuing operations. In addition, the provisions of our revolving credit
facility prohibit us from paying cash dividends. Therefore, you are not likely to receive any dividends on your shares of common stock for the
foreseeable future and the success of an investment in shares of our common stock will depend upon any future appreciation in their value. Our
common stock may not appreciate in value or even maintain the price at which our stockholders have purchased their shares.

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

Our certificate of incorporation and bylaws contain provisions that could have the effect of delaying or preventing changes in control or changes
in our management without the consent of our board of directors. These provisions include:

� a classified board of directors with three-year staggered terms, which may delay the ability of stockholders to change the
membership of a majority of our board of directors;
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� no cumulative voting in the election of directors, which limits the ability of minority stockholders to elect director candidates;

� the exclusive right of our board of directors to elect a director to fill a vacancy created by the expansion of the board of directors or
the resignation, death, or removal of a director, which prevents stockholders from being able to fill vacancies on our board of
directors;
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� the ability of our board of directors to determine to issue shares of preferred stock and to determine the price and other terms of those
shares, including preferences and voting rights, without stockholder approval, which could be used to significantly dilute the
ownership of a hostile acquirer;

� a prohibition on stockholder action by written consent, which forces stockholder action to be taken at an annual or special meeting of
our stockholders;

� the requirement that a special meeting of stockholders may be called only by the chairman of the board of directors, the chief
executive officer, or the board of directors, which may delay the ability of our stockholders to force consideration of a proposal or to
take action, including the removal of directors;

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

� controlling the procedures for the conduct and scheduling of stockholder meetings;

� providing the board of directors with the express power to postpone previously scheduled annual meetings of stockholders and to
cancel previously scheduled special meetings of stockholders;

� providing that directors may be removed prior to the expiration of their terms by stockholders only for cause; and

� advance notice procedures that stockholders must comply with in order to nominate candidates to our board of directors or to
propose matters to be acted upon at a stockholders� meeting, which may discourage or deter a potential acquiror from conducting a
solicitation of proxies to elect the acquiror�s own slate of directors or otherwise attempting to obtain control of us.

These provisions, alone or together, could delay hostile takeovers and changes in control of our company 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 some stockholders holding more than 15% of our outstanding common stock from engaging in certain business combinations
without approval of the holders of substantially all of our outstanding common stock. Any provision of our amended and restated certificate of
incorporation or bylaws or Delaware law that has the effect of delaying or deterring a change in control could limit the opportunity for our
stockholders to receive a premium for their shares of our common stock, and could also affect the price that some investors are willing to pay for
our common stock.

ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

Unregistered Sales of Equity Securities

None.

Use of Proceeds

On August 10, 2011, our registration statement on Form S-1 (File No. 333-174139) was declared effective for our initial public offering. On
August 16, 2011, we closed our initial public offering of 7,187,500 shares of common stock at an offering price of $10.00 per share, of which
6,303,973 shares were sold by us, including 937,500 shares pursuant to the underwriters� option to purchase additional shares, and 883,527 shares
were sold by selling stockholders. The underwriters of the offering were Merrill Lynch, Pierce, Fenner & Smith Incorporated, J.P. Morgan
Securities LLC, William Blair & Company, L.L.C., Canaccord Genuity Inc., Oppenheimer & Co. Inc., and Pacific Crest Securities Inc.
Following the sale of the shares in connection with the closing of our initial public offering, the offering terminated.
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As a result of the offering, including the underwriters� option to purchase additional shares, we received net proceeds of $55.6 million, after
deducting total expenses of $7.4 million, consisting of underwriting discounts and commissions of $4.4 million and offering-related expenses of
$3.0 million. None of such payments were direct or indirect payments to any of the Company�s directors or officers or their associates, to person
owning 10% or more of our common stock, or to any of our affiliates.

The net proceeds to us from our initial public offering have been invested in money market accounts and government and government agency
securities.
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There has been no material change in the planned use of proceeds from our initial public offering as described in our prospectus filed with the
Securities and Exchange Commission pursuant to Rule 424(b) under the Securities Act.

ITEM 3. DEFAULTS UPON SENIOR SECURITIES

Not Applicable.

ITEM 4. MINE SAFETY DISCLOSURES

Not Applicable.

ITEM 5. OTHER INFORMATION

None.

ITEM 6. EXHIBITS

Exhibits

    3.1(1) Amended and Restated Certificate of Incorporation of Carbonite, Inc.

    3.2(2) Amended and Restated By-Laws of Carbonite, Inc.

  10.1# Offer Letter with Thomas Murray, dated March 18, 2011, as amended.

  31.1* Certification of Chief Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

  31.2* Certification of Chief Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

  32.1* Certifications of Chief Executive Officer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

  32.2* Certifications of Chief Financial Officer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

101.INS+ XBRL Instance Document.

101.SCH+ XBRL Taxonomy Extension Schema Document.

101.CAL+ XBRL Taxonomy Extension Calculation Linkbase Document.

101.DEF+ XBRL Taxonomy Extension Definition Linkbase Document.

101.LAB+ XBRL Taxonomy Extension Label Linkbase Document.

101.PRE+ XBRL Taxonomy Extension Presentation Linkbase Document.

(1) Filed as Exhibit 3.1 to Registrant Form 10-Q for the quarterly period ended September 30, 2011 filed with the Securities and Exchange
Commission on November 10, 2011, and incorporated herein by reference.

(2) Filed as Exhibit 3.2 to Amendment No. 2 to Registrant�s Registration Statement on Form S-1 filed with the Securities and Exchange
Commission on July 13, 2011, and incorporated herein by reference.

* These certificates are not deemed filed with the Securities and Exchange Commission and are not to be incorporated by reference in any
filing we make under the Securities Act of 1933, as amended, or the Securities Exchange Act of 1934, as amended, irrespective of any
general incorporation language in any filings.

+ In accordance with Rule 406T of Regulation S-T, these XBRL (eXtensible Business Reporting Language) documents are furnished and
not filed or a part of a registration statement or prospectus for purposes of Sections 11 or 12 of the Securities Act of 1933, as amended, or
Section 18 of the Securities Exchange Act of 1934, as amended, and otherwise are not subject to liability under these sections.

# Indicates a management contract or compensatory plan.

Edgar Filing: Carbonite Inc - Form 10-Q

Table of Contents 76



45

Edgar Filing: Carbonite Inc - Form 10-Q

Table of Contents 77



Table of Contents

SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned, thereunto duly authorized.

CARBONITE, INC.

Dated: August 3, 2012 By: /s/ David Friend
David Friend
Chief Executive Officer

Dated: August 3, 2012 By: /s/ Andrew P. Keenan
Andrew P. Keenan
Chief Financial Officer
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1,968

—

Purchase of property and equipment

(140
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)

Collection of UK factoring facility deferred purchase price

3,550

—

NET CASH PROVIDED BY (USED IN) INVESTING ACTIVITIES

3,468

(126

)
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CASH FLOWS FROM FINANCING ACTIVITIES:

Repayments of term loan

(254

)

—

Repayment of promissory notes

—
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(5,486

)

Proceeds from term loan - related party

—

9,050

Proceeds from term loan

2,047

—

Proceeds from convertible notes

—
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400

Repayment of bonds

—

(50

)

Repayments on accounts receivable financing, net

(18,813

)

(2,709

)

Dividends paid to related parties

(100
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)

—

Proceeds from At-The-Market Facility

629

208

Repayment of Series D Preferred Stock

—

(1,500

)

Payments made for earn-outs
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(165

)

(1,075

)

Third party financing costs

(20

)

(938

)

NET CASH USED IN FINANCING ACTIVITIES

(16,676

)

(2,100

)
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NET DECREASE IN CASH

(212

)

(122

)

Effect of exchange rates on cash
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(2

)

(2

)

Cash - Beginning of period

3,100

650
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Cash - End of period

$

2,886

$

526

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.

4
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

NOTE 1 – ORGANIZATION AND DESCRIPTION OF BUSINESS

Staffing 360 Solutions, Inc. (“we,” “us,” “our,” “Staffing 360,” or the “Company”) was incorporated in the State of Nevada on
December 22, 2009, as Golden Fork Corporation, which changed its name to Staffing 360 Solutions, Inc., ticker
symbol “STAF”, on March 16, 2012. On June 15, 2017, the Company changed its state of domicile to Delaware.

The Company effected a one-for-ten reverse stock split on September 17, 2015 and a one-for-five reverse stock split
on January 3, 2018. All share and per share information in these consolidated financial statements has been
retroactively adjusted to reflect these reverse stock splits.

NOTE 2 – SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation and Principles of Consolidation

These condensed consolidated financial statements and related notes are presented in accordance with generally
accepted accounting principles in the United States (“GAAP”), expressed in U.S. dollars.

The unaudited condensed consolidated financial statements include the accounts of the Company and its wholly
owned subsidiaries. All significant intercompany balances and transactions have been eliminated in consolidation.  

These unaudited condensed consolidated financial statements reflect all adjustments including normal recurring
adjustments, which, in the opinion of management, are necessary to present fairly the financial position, results of
operations and cash flows for the periods presented in accordance with the GAAP.

These unaudited condensed consolidated financial statements should be read in conjunction with the Company’s
consolidated financial statements and notes thereto for the fiscal year ended December 30, 2017, the transition period
ended December 31, 2016 and fiscal year ended May 31, 2016, which are included in the Company’s December 30,
2017 Form 10-K, filed with the United States Securities and Exchange Commission on March 29, 2018. The
Company assumes that the users of the interim financial information herein have read, or have access to, the audited
consolidated financial statements for the preceding period, and that the adequacy of additional disclosure needed for a
fair presentation may be determined in that context. The results of operations for the period ended June 30, 2018 are
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not necessarily indicative of results for the entire year ending December 29, 2018. This report is for the periods April
1, 2018 to June 30, 2018 (“Q2 2018”),  April 2, 2017 to July 1, 2017 (“Q2 2017”), December 31, 2017 to June 30, 2018
(“Q2 2018 YTD”)  and January 1, 2017 to July 1, 2017 (“Q2 2017 YTD”).

Clement May Acquisition

On June 28, 2018, the Company and Longbridge Recruitment 360 Limited (“Longbridge”), a wholly-owned subsidiary
of the Company, entered into share purchase agreements (“Share Purchase Agreements”) to acquire all of the share
capital of Clement May Limited (“CML”). Consideration for the acquisition of all the shares was (i) an aggregate cash
payment of £1,550 ($2,047), (ii) 15,000 shares of the Company’s common stock, (iii) the assignment of certain
outstanding debt owed to the CML Majority Holder to the Principal as set forth in that Share Purchase Agreement,
(iv) an earn-out payment of up to £500, the amount to be calculated pursuant to that Share Purchase Agreement and to
be paid on or around December 28, 2018, and (v) deferred consideration of £350, to be paid on or around June 28,
2019, depending on the satisfaction of certain conditions set forth in that Share Purchase Agreement. To finance the
above transaction, the Company entered into a term loan with HSBC Bank plc. Refer to Note 5 for further details.

PeopleServe Disposition

On June 6, 2018, the Company divested the stock of PeopleServe Inc., and PeopleServe PRS, Inc. for a total
consideration of $1,502, net of $567 that was remitted back to the buyer on July 31, 2018 in connection with a net
working capital true up. The Company recorded a gain of $238 from sale of the business.  

Revenue Recognition

On January 1, 2018, the Company adopted the new accounting standard ASC 606, Revenue from Contracts with
Customers for all open contracts and related amendments as of January 1, 2018 using the modified retrospective
method.  The adoption had no impact to the

5
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

reported results. Results for reporting periods beginning after January 1, 2018 will be presented under ASC 606, while
the comparative information will not be restated and will continue to be reported under the accounting standards in
effect for those periods.

The Company accounts for revenues when both parties to the contract have approved the contract, the rights and
obligations of the parties are identified, payment terms are identified, and collectability of consideration is probable.
Payment terms vary by client and the services offered.

The Company has primarily two main forms of revenue – temporary contractor revenue and permanent placement
revenue.  Temporary contractor revenue is accounted for as a single performance obligation satisfied over time
because the customer simultaneously receives and consumes the benefits of the Company’s performance on an hourly
basis. The contracts stipulate weekly billing and the Company has elected the “as invoiced” practical expedient to
recognize revenue based on the hours incurred at the contractual rate as we have the right to payment in an amount
that corresponds directly with the value of performance completed to date. Permanent placement revenue is
recognized on the date the candidate’s full-time employment with the customer has commenced. The customer is
invoiced on the start date, and the contract stipulates payment due under varying terms, typically 30 days. The contract
with the customer stipulates a guarantee period whereby the customer may be refunded if the employee is terminated
within a short period time, however this has historically been infrequent, and immaterial upon occurrence. As such,
the Company’s performance obligations are satisfied upon commencement of the employment, at which point control
has transferred to the customer. Revenue in Q2 2018 was comprised of $56,838 of temporary contractor revenue and
$2,889 of permanent placement revenue, compared with $41,323 and $794 for Q2 2017, respectively. Revenue in Q2
2018 YTD was comprised of $109,835 of temporary contractor revenue and $5,683 of permanent placement revenue,
compared with $81,250 and $1,579 for Q2 2017 YTD, respectively. Refer to Note 8 for further details on breakdown
by segments.  

Reclassifications

We may make certain reclassifications to prior period amounts to conform with the current year’s presentation. These
reclassifications did not have a material effect on our condensed consolidated statement of financial position, results
of operations or cash flows.

Income Taxes

The Company's provision for income taxes is based upon an estimated annual tax rate for the year applied to federal,
state and foreign income. On a quarterly basis, the annual effective tax rate is adjusted, as appropriate, based upon
changed facts and circumstances, if any, as compared to those forecasted at the beginning of the fiscal year and each
interim period thereafter.  The Company’s effective tax rate may change from period to period based on recurring and
non-recurring factors including the geographical mix of earnings, enacted tax legislation, state and local income taxes,
and tax audit settlements.  The effective income tax rate was 2.52%, 12.8%, 11.1% and 8% for the period ending Q2
2018, Q2 2017, Q2 2018 YTD and Q2 2017 YTD, respectively.
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On December 22, 2017, the Tax Cuts and Jobs Act of 2017 (the "Tax Act") was signed into law making significant
changes to the Internal Revenue Code. The changes include, but are not limited to, a U.S. corporate tax rate decrease
from 35% to 21%, the transition of U.S. international taxation from a worldwide tax system to a territorial system,
allowing for immediate expensing of certain qualified property, modifications to many business deductions and
credits, and providing various tax incentives. Shortly after the Tax Act was enacted, Staff Accounting Bulletin No.
118 ("SAB 118") was issued to address the application of U.S. GAAP in situations when a registrant does not have the
necessary information available, prepared, or analyzed (including computations) in reasonable detail to complete the
accounting for certain income tax effects of the Tax Act. SAB 118 provides that in these cases a registrant should
continue to apply Financial Accounting Standards Board ("FASB") Accounting Standards Update No.
2009-06, Income Taxes ("Topic 740") based on the provisions of the tax laws that were in effect immediately prior to
the Tax Act. SAB 118 provides a measurement period that should not extend beyond one year from the Tax Act
enactment date for registrants to complete the accounting under Topic 740.

The Company remeasured domestic deferred tax assets and liabilities based on the rates at which they are expected to
reverse in the future, which is generally the 21% rate imposed by the Tax Act.  The Company recorded an expense of
$3.7 million to reduce the net deferred tax assets, along with a corresponding benefit for the reduction of the valuation
allowance recorded against these balances in our financial statements for the year ended December 30, 2017.

At June 30, 2018, in accordance with SAB 118, the Company has not completed its accounting for the tax effects of
the one-time transition tax imposed by the Tax Act.  In order to determine the amount of the liability with respect to
the one-time transition tax, the Company must determine, in addition to other factors, the amount of post-1986
Earnings & Profits of the relevant subsidiaries, as well as the amount of non-U.S. income taxes paid on such
earnings.  In order to quantify the liability, we are awaiting further interpretative guidance, continuing to assess
available tax methods and elections, and continuing to gather additional information to more precisely compute the
amount of the transition tax. Therefore, we have not recorded an estimate of the transition tax in our financial
statements. 
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

In addition, the Company is continuing to evaluate whether Global Intangible Low Tax Income taxes (“GILTI”) are
recorded as a current period expense when incurred or whether such amounts should be factored into the Company's
measurement of its deferred taxes. As a result, the Company has not included an estimate of the tax impacts related to
GILTI in the second quarter of 2018. The Company has not elected a method and will only do so after completing
their analysis of the GILTI provisions.

Foreign Currency

Staffing 360 Solutions, Inc. has an intercompany note due from Longbridge Recruitment 360 (U.K.) Limited
(“Longbridge”), denominated in U.S. dollars. Longbridge’s functional currency is Pound Sterling. The note matures in
September 15, 2022, bears interest at a rate of interest equal to the mid-term monthly Applicable Federal Rate (AFR),
as published each month by the U.S. Internal Revenue Service pursuant to Section 1274(d) of the Internal Revenue
Code, compounded semiannually. Interest is payable in cash quarterly on the first business day of each calendar
quarter. Longbridge may prepay all or any portion of the principal amount of this Note at any time, in whole or in part,
without premium or penalty. As the note is denominated in U.S. dollars and due to weakening of the Pound Sterling,
the Company recorded a non cash foreign currency remeasurement loss of $721 and $146 in Q2 2018 and Q2 2018
YTD, respectively.

Recent Accounting Pronouncements

In February 2016, the FASB issued ASU 2016-02, “Leases” (Topic 842).  This guidance will be effective for public
entities for fiscal years beginning after December 15, 2018 including the interim periods within those fiscal
years. Early application is permitted. Under the new provisions, all lessees will report a right-of-use asset and a
liability for the obligation to make payments for all leases with the exception of those leases with a term of 12 months
or less.  All other leases will fall into one of two categories: (i) Financing leases, similar to capital leases, which will
require the recognition of an asset and liability, measured at the present value of the lease payments and (ii) Operating
leases which will require the recognition of an asset and liability measured at the present value of the lease payments.
Lessor accounting remains substantially unchanged with the exception that no leases entered into after the effective
date will be classified as leveraged leases. For sale leaseback transactions, the sale will only be recognized if the
criteria in the new revenue recognition standard are met. The Company is currently evaluating the impact of adopting
this guidance.

NOTE 3 – LOSS PER COMMON SHARE

The Company utilizes the guidance per ASC 260, “Earnings per Share”.  Basic earnings per share are calculated by
dividing income available to stockholders by the weighted average number of common stock shares outstanding
during each period. Our Series A preferred stock holders (related parties) receive certain dividends or dividend
equivalents that are considered participating securities and our loss per share is computed using the two-class method.
For Q2 2018 YTD and Q2 2017 YTD, pursuant to the two-class method, as a result of the net loss, losses were not
allocated to the participating securities.
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Diluted earnings per share are computed using the weighted average number of common stock shares and dilutive
common share equivalents outstanding during the period. Dilutive common stock equivalents consist of common
shares issuable upon the conversion of preferred stock, convertible notes and the exercise of stock options and
warrants (calculated using the modified treasury stock method).  Such securities, shown below, presented on a
common share equivalent basis and outstanding as of June 30, 2018 and July 1, 2017 have been excluded from the per
share computations, since their inclusion would be anti-dilutive:

June 30, July 1,
2018 2017

Convertible promissory notes — 253,885
Convertible preferred shares 43,239 43,239
Warrants 925,935 912,234
Restricted shares - unvested 565,932 271,852
Long term incentive plan (LTIP) 178,728 178,728
Options 125,400 125,460
Total 1,839,234 1,785,398
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

NOTE 4 – ACCOUNTS RECEIVABLE BASED FINANCING FACILITIES

HSBC Invoice Finance (UK) Ltd – New Facility

On February 8, 2018, CBS Butler, Longbridge and The JM Group, entered into a new arrangement with HSBC
Invoice Finance (UK) Ltd (“HSBC”) which provides for HSBC to purchase the subsidiaries’ accounts receivable up to an
aggregate amount of £11,500 across all three subsidiaries. The terms of the arrangement provide for HSBC to fund
90% of the purchased accounts receivable upfront and, a secured borrowing line of 70% of unbilled receivables
capped at £1,000 (within the overall aggregate total facility of £11,500). The arrangement has an initial term of 12
months, with an automatic rolling three-month extension and carries a service charge of 1.80%.

On June 28, 2018, the Company’s new subsidiary Clement May Limited (“CML”) entered into a new agreement with a
minimum term of twelve months for purchase of debt (“APD”) with HSBC, joining CBS Butler, Longbridge and The
JM Group (collectively, with CML, the “Borrowers”) as “Connected Clients” as defined in the APD. The new Connected
Client APDs carry an aggregate Facility Limit of £20,000 across all Borrowers. The obligations of the Borrowers are
secured by a fixed charge and a floating charge on the Borrowers’ respective accounts receivable and are subject to
cross-company guarantees among the Borrowers. In addition, the secured borrowing line against unbilled receivables
was increased to £1,500 for a period of 90 days.

Under ASU 2016-16, “Statement of Cash Flows (Topic 230, Classification of Certain Cash Receipts and Cash
Payments, a consensus of the FASB Emerging Issues Task Force), the upfront portion of the sale of accounts
receivable is classified within operating activities, while the deferred purchase price portion (or beneficial interest),
once collected, is classified within investing activities.

ABN AMRO Commercial Finance

In conjunction with the HSBC Invoice Finance (UK) Ltd – New Facility, on February 8, 2018, Longbridge and The JM
Group terminated this facility and the remaining balance was paid in full.

CBS Butler

In conjunction with the HSBC Invoice Finance (UK) Ltd – New Facility, on February 8, 2018, CBS Butler terminated
this facility and the remaining balance was paid in full.
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NOTE 5 – DEBT

June 30,
December
30,

2018 2017
Jackson Investment Group - related party $40,000 $ 40,000
HSBC Term Loan 2,047 —
ABN AMRO — 254
Total Debt, Gross 42,047 40,254
Less: Debt Discount and Deferred Financing Costs (1,022 ) (1,260 )
Total Debt, Net 41,025 38,994
Less: Current Portion, Net (683 ) (245 )
Total Long-Term Debt, Net $40,342 $ 38,749

HSBC Term Loan

On June 26, 2018, the Company’s UK subsidiary, Staffing 360 Solutions Limited (the “S360 Ltd”), entered into a term
loan agreement (the “Term Loan”) with HSBC Bank plc (“HSBC plc”). The Term Loan was drawn down on June 28,
2018 in an original principal amount of £1,550 ($2,047) to fund the upfront cash consideration of the Clement May
acquisition. The Term Loan matures on June 28, 2021, unless otherwise accelerated or terminated earlier. The interest
rate on the Term Loan is 2.35% over the base rate of 0.5%, which is subject to periodic adjustment, and is payable in
monthly installments of principal and interest. The obligations of S360 Ltd under the term Loan are secured by fixed
and floating charges in favor of HSBC plc on all of S360 Ltd and its UK subsidiaries’ assets, undertakings, accounts
receivable and certain other assets pursuant to the terms of the Term Loan agreement.

Non-interest bearing convertible note - April 11, 2017

On April 11, 2017, the Company entered into a non-interest bearing convertible note for $477, whereby the Company
received cash of $400, maturing in October 2017. The Company paid this in full on September 18, 2017.
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

Jackson Investment Group Term Loan Note #2 – Related Party

On April 5, 2017, the Company amended the note and warrant purchase agreement and entered into a second
subordinated secured note for $1,650. Under the terms of this amended agreement, the Company issued to Jackson
59,397 shares of common stock, with an additional 74,184 shares of common stock that was issued after obtaining
shareholder approval for issuance of shares to Jackson in excess of the 19.99% limit in June 2017. Also on April 5,
2017, the Company amended the Warrant to allow Jackson to purchase up to an additional 275,508 shares of common
stock, modified the initial exercise price of the Warrant to $5.00 per share and modified the conversion price of
accrued interest on the note issued to Jackson in January 2017 to $7.50. The Warrant was also amended to increase the
amount of common stock issuable to Jackson pursuant to the anti-dilution clause contained therein. The second note
accrues interest on the principal amount at a rate of 6% per annum and has a maturity date of June 8, 2019; however,
in the event the Company satisfied all of its outstanding obligations with Midcap Financial Trust, the maturity date
would have been adjusted to July 25, 2018. No interest or principal is payable on the second note until maturity. At
any time during the term of the second note, upon notice to Jackson, the Company may also, at its option, redeem all
or some of the then outstanding principal amount of the note by paying to Jackson an amount not less than $100 of the
outstanding principal (and in multiples of $100), plus any accrued but unpaid interest and liquidated damages and
other amounts due under the note. The second note’s principal is not convertible into shares of common stock;
however, 50% of the accrued interest on the second note can be converted into shares of common stock, at the sole
election of Jackson at maturity or in the event of a prepayment by the Company, at a conversion price equal to $7.50
per share. The proceeds of this transaction were used to redeem the remaining shares and conversion rights of the
Series D Preferred Stock. The Company has accounted for these warrants as a liability under ASC 815-40 due to
certain anti-dilution protection provisions. The Company has recorded a liability of $1,426 at December 30, 2017.
One April 25, 2018, the Company and Jackson amended the Warrant to remove the anti-dilution clauses. Refer to
Note 6 for further details.

8% Convertible Note (July 8, 2015) and 8% Convertible Note (February 8, 2016)

On January 3, 2017, the Company entered into an amendment agreement pursuant to which, the parties refinanced an
aggregate amount of $2,688 of indebtedness and extended all amortization payments for the two 8% convertible notes
dated July 8, 2015 and February 8, 2016 (collectively, the “Amendment”) to October 1, 2018, which was approximately
21 months from the date of the refinancing.

The Amendment had a new face value of $3,126, and an 8% interest rate per annum, with no interest payments due
until October 1, 2017, payable quarterly thereafter, and an overall term of 21 months with principal due at maturity.
The Amendment was convertible into shares of common stock at a price of $3.00 per share ($15 per shares after stock
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split in Q1 2018) at holder’s election, and the holder agreed to eliminate the 20% pre-payment penalty for an early
redemption. In connection with the refinancing, the Company issued the holder 120,000 shares of common stock,
valued at $498. The Amendment resulted in the extinguishment of the old notes of $2,688 and recording of the new
debt and debt issue costs. The Company recorded a $870 loss upon extinguishment. On January 26, 2017, the
Amendment was paid in full resulting a loss of $498.

Series B Bonds

The balance of $50 was paid in full in April 2017.

NOTE 6 – EQUITY

Common Stock

The Company issued the following shares of common stock during the six month period ended June 30, 2018:

Shares issued to/for:

Number
of
common

shares
issued

Fair
Value
of

shares
issued

Fair Value at
Issuance

(minimum
and
maximum
per share)

At-the-Market Facility 237,232 $ 629 $1.61 $3.59
Employees 85,000 137 1.61 1.61
Consultants 15,522 48 1.50 3.42
Acquisition 15,000 21 1.38 1.38
Board and Committee members 9,800 24 1.74 3.25
Reverse stock split (rounding up shares) 426 - - -

362,980 $ 859

Subsequent to June 30, 2018, the Company sold 400,000 shares of common stock through its at-the-market facility at
a value of $1,449, and granted 5,600 shares of common stock valued $8 to the board of directors.  
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

Restricted Shares

The Company has issued shares to employees and board and committee members under its 2015 Omnibus Incentive
Plan and 2016 Omnibus Incentive Plan. Under these plans, the shares are restricted for a period of three years from
issuance. As of June 30, 2018, the Company has a total of 565,932 shares unvested issued to employees and Board
and committee members. In accordance with ASC 718, Compensation – Stock Compensation, the Company recognizes
stock based compensation from restricted stock based upon the fair value of the award at issuance over the vesting
term on a straight-line basis. The fair value of the award is calculated by multiplying the number of restricted shares
by the Company’s stock price on the date of issuance. The impact of forfeitures has historically been immaterial to the
financial statements. The Company recorded compensation expense associated with these restricted shares of $235,
$196, $480 and $369, for the periods ended Q2 2018, Q2 2017, Q2 2018 YTD and Q2 2017 YTD, respectively.

Stock Options

The Company recorded share based payment expense of $53, $105, $135 and $198 for the periods ended Q2 2018, Q2
2017, Q2 2018 YTD and Q2 2017 YTD, respectively.

Convertible Preferred Shares

Series A Preferred Stock – Related Party

In the period ended Q2 2018 YTD and Q2 2017 YTD, the Company paid $100 and $0, respectively, in dividends to its
Series A preferred stock holders. At July 1, 2017, the Company has accrued $100 with respect to Series A dividends
payable to preferred stock holders.

Series D Preferred Stock

The Series D Preferred Stock contained beneficial conversion features; a portion was quantifiable at the date of
issuance in the amount of $615, which was recognized immediately due to the immediate convertibility of the Series
D Preferred Stock and that it had no true redemption date. The additional contingent beneficial conversion feature was
quantifiable only at the date of each subsequent conversion. Both beneficial conversion features represent additional
value to the holders. As such, they represent a dividend on the Series D Preferred Stock and recorded as a Deemed
Dividend. These Deemed Dividends are presented on the Statement of Operations for purposes of calculation
Earnings Per Share only and have no net impact on Shareholders’ Deficit. Deemed Dividends recorded were $0 and
$2,009 for Q2 2018 YTD and Q2 2017 YTD, respectively.

Edgar Filing: Carbonite Inc - Form 10-Q

Table of Contents 98



On April 5, 2017, the Company entered into an agreement with holders of the Series D Preferred shares to redeem the
remaining 62 shares of Series D Preferred Stock and terminate all future conversion rights, in return for $1,500 in cash
and 60,000 shares of common stock.

Warrants

The Company had accounted for the warrants issued to Jackson as a liability under ASC 815-40 due to certain
anti-dilution protection provisions. The warrants issued to Jackson are considered to be Level 3 liabilities under ASC
820.  On April 25, 2018, the Company and Jackson amended the Warrant to remove the anti-dilution clauses. No
economic terms were adjusted. These clauses were the basis for recording the warrants as a liability. Therefore, upon
execution of this amendment, the Company recorded a mark-to-market gain and reclass the remaining liability to
Additional paid-in capital. The Company recorded a change in fair value of the warrant liability of $341, $287, $879
and $195 in Q2 2018, Q2 2017, Q2 2018 YTD and Q2 2017 YTD, respectively, using Black-Scholes valuation model.

NOTE 7 – COMMITMENTS AND CONTINGENCIES

Earn-out Liabilities and Stock Value Guarantees

Pursuant to the acquisition of Control Solutions International, Inc. (“CSI”) on November 4, 2013, the purchase price
included monthly cash payments to the former owner and shareholder of CSI for performance-based compensation
equal to 20% of CSI’s consolidated gross profit from the date of closing through the end of the sixteenth quarter
following the date of closing not to exceed a total of $2,100. During Q2 2018 and Q2 2017, the Company paid $0 and
$24, respectively, towards the earn-out liability. During Q2 2018 YTD and Q2 2017 YTD, the Company paid $15 and
$48, respectively, towards the earn-out liability No further payments are due.

Pursuant to the acquisition of The JM Group on November 5, 2015, the purchase price includes a cash payment to the
shareholders for performance-based compensation of (a) £850 if the gross profit for the 12 month period ending on the
anniversary date of the date of
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

completion (the “Anniversary TTM Gross Profit”) is equal to 90% or more of the gross profit for the twelve months
ending October 31, 2015 (the “Completion TTM Gross Profit”); or (b) if the Anniversary TTM Gross Profit is less than
90% of the Completion TTM Gross Profit, a sum equal to £850 multiplied by the Anniversary TTM Gross
Profit/Completion TTM Gross Profit. The Company recorded the maximum contingent liability amount of £850
($1,180). At December 31, 2016, the remaining balance was $1,026 and was recorded in other current liabilities.
While unpaid, the balance accrued interest at 10.25% per annum. The balance was paid in full in January 2017.

Pursuant to the acquisition of Clement May on June 28, 2018, the purchase price includes an earnout payment of up to
£500 to be paid on or around December 28, 2018; and deferred consideration of £350, the amount to be calculated and
paid pursuant to the Share Purchase Agreement, to be paid on or around June 28, 2019.  

Legal Proceedings 

NewCSI, Inc. vs. Staffing 360 Solutions, Inc.

On May 22, 2014, NewCSI, Inc. (“NewCSI”), the former owners of Control Solutions International, filed a complaint in
the United States District Court for the Western District of Texas, Austin Division, against the Company arising from
the terms of the Stock Purchase Agreement dated August 14, 2013 between the Company and NewCSI. NewCSI
claims that the Company breached a provision of the Stock Purchase Agreement (“SPA § 2.7”) that required the
Company to calculate and pay to NewCSI 50% of certain “Deferred Tax Assets” within 90 days after December 31,
2013, subject to certain criteria. The Complaint sought payment of the amount allegedly owed under SPA § 2.7 and
acceleration of earn-out payments provided for in the Stock Purchase Agreement of $1,400, less amounts paid to date,
and attorneys’ fees.

On December 31, 2014, NewCSI filed an amended complaint to which NewCSI added an additional count asserting
an “Adjustment Event” had occurred requiring an acceleration of earn-out payments provided for in the CSI Stock
Purchase Agreement of $2,100, less amounts paid as of December 31, 2014 totaling $429 (balance of $1,671 at
December 31, 2014), should the Company or CSI “be unable, or admit in writing its inability, to pay its debts as they
mature.” The Company responded denying the material allegations and interposing numerous affirmative defenses,
including that the earn-out liability was fully expensed at the time of the acquisition and fully accrued for on the
Company’s balance sheet as part of the purchase accounting at the time of the acquisition. A the trial was held May
18-20, 2015. On May 20, 2015, the jury rendered a verdict, finding that the Company had not complied with SPA §
2.7 and owed $154, but that NewCSI had not proven that the Company or CSI had become unable to pay debts as they
came due.

On June 3, 2015, NewCSI filed a Motion for Entry of Judgment as Matter of Law seeking entry of a judgment in the
amount of $154, plus accelerated earn-out payments in the amount of $1,152, plus statutory interest. NewCSI did not
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challenge the jury verdict on the ability to pay issue. Also on June 3, 2015, the Company filed a Motion for Entry of
Judgment as a Matter of Law seeking entry of judgment against NewCSI on the jury’s finding that the Company had
not complied with SPA § 2.7, or, in the alternative, for a reduction of damages to $154 and to hold that NewCSI may
not be awarded accelerated earn-out payments as that would result in an illegal penalty.

On October 21, 2015, judgment was entered in this action in favor of NewCSI and against the Company in the amount
of $1,307, plus pre-judgment interest, post-judgment interest, and costs.

On January 26, 2016, the District Court set the bond in respect of the NewCSI litigation at $1,384. The Company has
filed a notice of appeal to the United States Court of Appeals for the Fifth Circuit (“Appellate Court”) seeking reversal
of the judgment and posted a supersedeas bond to stay the execution of the judgment pending appeal. On April 18,
2016, the Court granted the NewCSI shareholders’ request for payment of attorneys’ fees, but reserved judgment on the
amount of fees to award pending the outcome of the Company’s appeal. On November 3, 2016, oral arguments for the
appeal were heard and on July 26, 2017, the Appellate Court affirmed the trial Court’s decision but left the legal fee
award open for determination by further proceedings in the trial court. On August 29, 2017 the surety company
released the supersedeas bond to the New CSI shareholders’ counsel, which was amount was approximately $5 less
than the judgment amount with accumulated interest. Payment of this remaining balance has been made by the
Company.

On September 29, 2017 NewCSI filed a Supplemental Motion in the United States District Court for the Western
District of Texas, Austin Division, seeking $629 in attorneys’ fees. The Company opposed this motion but the
magistrate judge issued a report and recommendation on November 17, 2017 recommending an award of fees in the
amount of $606. The Company filed an objection with the trial judge to the magistrate’s report and recommendation.
On May 30, 2018 the trial judge issued an order adopting the report and recommendation of the magistrate judge and
awarding NewCSI the amount of $606 in legal fees, plus interest at the statutory rate of 2.27% per annum. The
Company paid $606 in full settlement of this matter in June 2018.
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

Staffing 360 Solutions, Inc. v. Former Officers of Staffing 360 Solutions, Inc.

On November 13, 2015, in a separate proceeding, Staffing 360 initiated an arbitration before JAMS entitled Staffing
360 Solutions, Inc. v. Former Officers of Staffing 360 Solutions, Inc., against three officers of Staffing 360, each a
former Staffing 360 officer and employee.  In its demand for arbitration and statement of claim, Staffing 360 alleged
that these individuals breached their employment agreements with Staffing 360 and the fiduciary duties each owed to
the Company.  The three respondents responded with a counterclaim alleging wrongful termination and have moved
to dismiss the arbitration, as well as moved for severance in relation to the remainder of their contracts. On July 20,
2016, the arbitrator decided in favor of both of the respondents’ motions.  Further on September 21, 2016 the arbitrator
rendered the final award, which was set at $1,433. The former officers brought an action in US District Court in New
York City under the caption Dealy et al., v. Staffing 360 Solutions, Inc., requesting that the Court convert this
arbitration award into a judgment. On July 11, 2017, the Court entered an order confirming the arbitrator’s award and
granting judgement against the Company. In August 2017, the Company paid $1,582 in full satisfaction of this matter.

NOTE 8 – SEGMENTS

The Company generated revenue and gross profit by segment as follows:

Q2 2018
Q2
2017

Q2 2018
YTD

Q2 2017
YTD

Commercial Staffing - US $23,549 $23,308 $44,945 $45,719
Professional Staffing - US 14,066 12,232 28,733 23,928
Professional Staffing - UK 22,112 6,577 41,840 13,182
Total Revenue $59,727 $42,117 $115,518 $82,829

Commercial Staffing - US $3,917 $4,288 $7,815 $8,305
Professional Staffing - US 4,214 2,245 8,199 4,117
Professional Staffing - UK 3,751 1,391 7,449 2,828
Total Gross Profit $11,882 $7,924 $23,463 $15,250

Selling, general and administrative expenses $(11,030) $(6,439 ) $(22,218 ) $(13,562)
Depreciation and amortization (712 ) (760 ) (1,510 ) (1,520 )
Interest expense (1,951 ) (580 ) (3,906 ) (1,082 )
Amortization of debt discount and deferred financing costs (115 ) (839 ) (237 ) (1,398 )
Loss on extinguishment of debt, net — — — (1,368 )
Change in fair value of warrant liability 341 287 879 195
Gain from sale of business 238 — 238 —
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Re-measurement loss on intercompany note (721 ) — (146 ) —
Other (expense) income, net (9 ) (23 ) 241 (19 )
Loss Before Provision for Income Tax $(2,077 ) $(430 ) $(3,196 ) $(3,504 )
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(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

The following table disaggregates revenues by segments:

Q2 2018
Commercial
Staffing
- US

Professional
Staffing -
US

Professional
Staffing -
UK Total

Permanent Revenue $43 $ 1,666 $ 1,180 $2,889
Temporary Revenue 23,506 12,400 20,932 56,838
Total $23,549 $ 14,066 $ 22,112 $59,727

Q2 2017
Commercial
Staffing
- US

Professional
Staffing -
US

Professional
Staffing -
UK Total

Permanent Revenue $12 $ 153 $ 629 $794
Temporary Revenue 23,296 12,079 5,948 41,323
Total $23,308 $ 12,232 $ 6,577 $42,117

Q2 2018 YTD
Commercial
Staffing
- US

Professional
Staffing -
US

Professional
Staffing -
UK Total

Permanent Revenue $115 $ 3,173 $ 2,395 $5,683
Temporary Revenue 44,830 25,560 39,445 109,835
Total $44,945 $ 28,733 $ 41,840 $115,518

Q2 2017 YTD
Commercial
Staffing
- US

Professional
Staffing -
US

Professional
Staffing -
UK Total

Permanent Revenue $44 $ 279 $ 1,256 $1,579
Temporary Revenue 45,675 23,649 11,926 81,250
Total $45,719 $ 23,928 $ 13,182 $82,829

As of June 30, 2018 and December 30, 2017, the Company has assets in the U.S., the U.K. and Canada as follows:
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June 30,
December
30,

2018 2017
United States $42,971 $ 53,814
United Kingdom 39,948 32,861
Canada 51 73
Total Assets $82,970 $ 86,748

NOTE 9 – ACQUISITIONS

In accordance with ASC 805, the Company accounts for acquisitions using the purchase method under which the
acquisition purchase price is allocated to the assets acquired and liabilities assumed based upon their respective fair
values. The Company utilizes management estimates and, in some instances, may retain the services of an
independent third-party valuation firm to assist in determining the fair values of assets acquired, liabilities assumed
and contingent consideration granted. Such estimates and valuations require the Company to make significant
assumptions, including projections of future events and operating performance.
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(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

In connection with the acquisition of Clement May, the Company recorded the following identifiable intangible assets,
based on preliminary valuation.

Clement
May

Goodwill $ 1,545

Intangible assets
Tradenames $ 470
Non-compete 273
Customer Relationships 451

$ 1,194

Goodwill of Clement May is included in the Company’s Professional-UK reportable segment.

These identified intangible assets are being amortized on a straight-line basis over their weighted average estimated
useful life of 8.4 years. The Company acquired a total of $14,305 in receivables and fair value of these receivables
equals the contract value; and recorded contingent consideration associated with Clement May of £850 ($1,122).

The following table summarizes the final allocation of the purchase price to the estimated fair values of net assets
acquired at the date of the acquisition:

Clement
May

Purchase price $3,543

Less:
Net assets acquired $(804 )
Intangible assets (1,194 )
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Goodwill $1,545

The Company recorded a total of $105 in third party expenses associated with consummating this acquisition, which
are included in Selling, general and administrative expenses, excluding depreciation and amortization stated on the
Consolidated Statement of Operations.

The following unaudited pro forma consolidated results of operation have been prepared, as if the acquisition of
FirstPro and CBS Butler had occurred as of June 1, 2016, and acquisition of Clement May acquired on January 1,
2017.

Q2
2018

Q2
2017

Q2 2018
YTD

Q2 2017
YTD

Revenues $71,089 $70,280 $139,545 $140,668
Net loss from continuing operations (1,779 ) (780 ) (2,911 ) (4,296 )

NOTE 10 – OTHER RELATED PARTY TRANSACTIONS

In addition to the Series A Preferred Shares and Notes issued to Jackson, the following are other related party
transactions:

Board and Committee Members

The Company had the following activity with its Board and Committee Members:
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES
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(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

Q2 2018 Q2 2017

Cash
Compensation

Shares
Issued

Value
of
Shares
Issued

Compensation
Expense
Recognized

Cash
Compensation

Shares
Issued

Value
of
Shares
Issued

Compensation
Expense
Recognized

Dimitri Villard $19 1,400 $ 2 $ 20 $19 5,200 $ 24 $ 17
Jeff Grout 19 1,400 2 20 19 5,200 24 17
Nick Florio 19 1,400 2 20 19 5,200 24 17
Alicia Barker 19 1,400 2 - - - - -

$76 5,600 $ 8 $ 60 $57 15,600 $ 72 $ 51

Q2 2018 YTD Q2 2017 YTD

Cash
Compensation

Shares
Issued

Value
of
Shares
Issued

Compensation
Expense
Recognized

Cash
Compensation

Shares
Issued

Value
of
Shares
Issued

Compensation
Expense
Recognized

Dimitri Villard $38 2,800 $ 7 $ 40 $31 13,500 $ 55 $ 34
Jeff Grout 38 2,800 7 40 31 13,500 55 34
Nick Florio 38 2,800 7 40 31 13,700 55 34
Alicia Barker 19 1,400 2 - - - - -

$133 9,800 $ 23 $ 120 $93 40,700 $ 165 $ 102

The Company has no balances within accrued in accounts payable and accrued expenses – related parties account as of
June 30, 2018.

The Briand Separation Agreement                           The Company’s former employee, board member and officer
resigned from his positions with the Company and subsidiaries. The Company entered into an agreement (the “Briand
Separation Agreement”) with Mr. Briand dated December 21, 2017, with an effective date (“Separation Date”) of January
31, 2018, pursuant to which Mr. Briand may provide advisory services, if requested by the Company, through the
effective date. The Company paid $18 in Q2 2018 to Mr. Briand as part of this separation agreement. The accrued
balance due to Mr. Briand as of June 30, 2018 is $300.

Appointment of Officers

On March 28, 2018, the Company appointed Alicia Barker to fill the Class II director vacancy created by the
departure of Mr. Briand earlier this year, such appointment to be effective April 1, 2018. Ms. Barker joined the
company’s board of directors as an independent director and serves on the Board’s Compensation Committee and on
the Nominating and Corporate Governance Committee.
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Effective July 1, 2018, the Company entered into an Employment Agreement with Alicia Barker that appointed her as
the Company’s Chief Operating Officer. Ms. Barker will continue as a member of the Company’s board of directors,
but effective with her appointment will no longer be a member of any Board committee, nor an independent member
of the Board, bringing the number of independent directors to three of five Board members.
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(All amounts in thousands, except share, per share and stated value per share)

(UNAUDITED)

NOTE 11 – SUPPLEMENTAL CASH FLOW INFORMATION

Q2
2018
YTD

Q2
2017
YTD

Cash paid for:
Interest $3,360 $827
Income taxes 98 130

Non-Cash Investing and Financing Activities:
Deferred purchase price of UK factoring facility $3,585 $—
Shares issued in connection with acquisition of business 21 —
Shares issued in connection with convertible note — 498
Shares issued in connection with Jackson term loan — 1,198
Shares issued in connection with Series D payoff — 208
Warrants issued in connection with Jackson term loan — 1,614
Deemed Dividends 2,009
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS.

The following discussion and analysis of our results of operations and financial condition should be read in
conjunction with our consolidated financial statements and related notes appearing elsewhere in this Quarterly Report.
This section includes a number of forward-looking statements, within the meaning of the Private Securities Litigation
Reform Act of 1995, that reflect our current views with respect to future events and financial performance. All
statements that address expectations or projections about the future, including, but not limited to, statements about our
plans, strategies, adequacy of resources and future financial results (such as revenue, gross profit, operating profit,
cash flow), are forward-looking statements. Some of the forward-looking statements can be identified by words like
“anticipates,” “believes,” “expects,” “may,” “will,” “can,” “could,” “should,” “intends,” “project,” “predict,” “plans,” “estimates,” “goal,” “target,”
“possible,” “potential,” “would,” “seek,” and similar references to future periods. These statements are not guarantees of future
performance and involve a number of risks, uncertainties and assumptions that are difficult to predict. Because these
forward-looking statements are based on estimates and assumptions that are subject to significant business, economic
and competitive uncertainties, many of which are beyond our control or are subject to change, actual outcomes and
results may differ materially from what is expressed or forecasted in these forward-looking statements. Important
factors that could cause actual results to differ materially from these forward-looking statements include, but are not
limited to: negative outcome of pending and future claims and litigation; our ability to access the capital markets by
pursuing additional debt and equity financing to fund our business plan and expenses on terms acceptable to us or at
all; and our ability to comply with our contractual covenants, including in respect of our debt; potential cost overruns
and possible rejection of our business model and/or sales methods; weakness in general economic conditions and
levels of capital spending by customers in the industries we serve; weakness or volatility in the financial and capital
markets, which may result in the postponement or cancellation of our customers' capital projects or the inability of our
customers to pay our fees; delays or reductions in U.S. government spending; credit risks associated with our
customers; competitive market pressures; the availability and cost of qualified labor; our level of success in attracting,
training and retaining qualified management personnel and other staff employees; changes in tax laws and other
government regulations, including the impact of health care reform laws and regulations; the possibility of incurring
liability for our business activities, including, but not limited to, the activities of our temporary employees; our
performance on customer contracts; and government policies, legislation or judicial decisions adverse to our
businesses. Readers are cautioned not to place undue reliance on these forward-looking statements, which speak only
as of the date hereof. We assume no obligation to update such statements, whether as a result of new information,
future events or otherwise, except as required by law. We recommend readers to carefully review the reports and
documents we file from time to time with the Securities and Exchange Commission (“SEC”), particularly our Quarterly
Reports on Form 10-Q and our Current Reports on Form 8-K.

Overview

We are incorporated in the State of Delaware. As a rapidly growing public company in the international staffing
sector, our high-growth business model is based on finding and acquiring suitable, mature, profitable, operating, U.S.
and U.K. based staffing companies. Our targeted consolidation model is focused specifically on the Professional
Sector and Commercial Sector disciplines.

Business Model, Operating History and Acquisitions

We are a high-growth international staffing company engaged in the acquisition of U.S. and U.K. based staffing
companies. As part of our consolidation model, we pursue a broad spectrum of staffing companies supporting
primarily the Professional and Commercial Sectors. Our typical acquisition model is based on paying consideration in
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the form of cash, stock, earn-outs and/or promissory notes. In furthering our business model, the Company is regularly
in discussions and negotiations with various suitable, mature acquisition targets. Since November 2013, the company
has completed nine acquisitions.

All share numbers in this section have been adjusted for the one-for-five reverse stock split effective at 5:00 p.m. New
York time on January 3, 2018.

On September 15, 2017, Staffing 360 Georgia, LLC (“Staffing Georgia”), a wholly-owned subsidiary of the Company
entered into an asset purchase agreement with Firstpro Inc. (“FPI”), Firstpro Georgia, LLC (“FPL”), and certain
individuals, pursuant to which the FPI and FPL sold substantially all of their assets to Staffing Georgia (“Firstpro
Acquisition”). The purchase price in connection with the Staffing Georgia, was $8,000, of which, (a) $4,500 was paid
at closing, (b) $825 is payable in quarterly installments of $75 beginning on October 1, 2017, and (c) $2,675 is
payable annually in three equal installments beginning on September 15, 2018.

On September 15, 2017, the Company and Longbridge Recruitment 360 Limited (“Longbridge”), a wholly-owned
subsidiary of the Company, entered into an agreement (“Share Purchase Agreement”) with the holders of share capital of
CBS Butler Holdings Limited (“CBS Butler”) and an agreement (“Option Purchase Agreement”) with the holders of
outstanding options of CBS Butler, pursuant to which the holders of the share capital of CBS Butler and holders of
outstanding options of CBS Butler sold all of their shares and options of CBS Butler to Longbridge (the “CBS Butler
Acquisition”), in exchange for (i) an aggregate cash payment of £13,810, (ii) an aggregate
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STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

(All amounts in thousands, except share, par values and stated values)

of 100,000 shares of the Company’s common stock, (iii) an earn-out payment of up to £4,214 (payable in October
2018 based upon CBS Butler’s operating performance during the period September 1, 2017 through August 31, 2018),
and (iv) deferred consideration of £150 less the aggregate amount of each CBS Butler Shareholder’s portion of the net
asset shortfall amount, if any, as determined pursuant to the Share Purchase Agreement and the Option Purchase
Agreement.

To finance the above transactions, the Company entered into an agreement with Jackson Investment Group, LLC
(“Jackson”) on September 15, 2017. The Company, as borrower, and certain domestic subsidiaries of the Company, as
guarantors, entered into an amended and restated note purchase agreement with Jackson, as lender (the “A&R Note
Purchase Agreement”), pursuant to which Jackson made a senior debt investment of $40,000 in the Company in
exchange for a senior secured note in the principal amount of $40,000 (the “Jackson Note”). The proceeds of the sale of
the secured note were used to (i) repay the existing subordinated notes previously issued to Jackson in the aggregate
principal amount of $11,165, (ii) to fund the upfront cash portion of the purchase price consideration of the Firstpro
Acquisition and the CBS Butler Acquisition, (iii) to repay almost all other outstanding indebtedness of the Company
and (iv) general working capital purposes. The maturity date of the Jackson Note is September 15, 2020.  The Jackson
Note will accrue interest at 12% per annum, due quarterly on January 1, April 1, July 1 and October 1 in each year,
with the first such payment due on January 1, 2018. Interest on any overdue payment of principal or interest due under
the Jackson Note will accrue at a rate per annum that is 5% in excess of the rate of interest otherwise payable
thereunder. The Company may prepay the amounts due on the Jackson Note in whole or in part from time to time,
without penalty or premium, subject to the conditions set forth in the A&R Note Purchase Agreement, and such
prepayments, depending on the timing of the prepayments, may result in a discount on the principal amount to be
prepaid as set forth in the A&R Note Purchase Agreement.  The Company paid a closing fee of $1,000 in connection
with its entry into the A&R Note Purchase Agreement and agreed to issue 450,000 shares of the Company’s common
stock as a closing commitment fee.  

Clement May Acquisition

On June 28, 2018, the Company and Longbridge Recruitment 360 Limited (“Longbridge”), a wholly-owned subsidiary
of the Company, entered into share purchase agreements (“Share Purchase Agreements”) of the share capital of Clement
May Limited (“CML”). Consideration for the acquisition of all the shares was (i) an aggregate cash payment of £1,550
($2,047), (ii) 15,000 shares of the Company’s common stock, (iii) the assignment of certain outstanding debt owed to
the CML Majority Holder to the Principal as set forth in that Share Purchase Agreement, (iv) an earn-out payment of
up to £500, the amount to be calculated and paid pursuant to that Share Purchase Agreement due on or around
December 28, 2018, and (v) deferred consideration of £350, to be paid on or around June 28, 2019, depending on the
satisfaction of certain conditions set forth in that Share Purchase Agreement. To finance the above transaction, the
Company entered into a term loan with HSBC Bank plc. Refer to Note 9 for further details.

PeopleServe Disposition
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On June 6, 2018, the Company divested the stock of PeopleServe Inc., and PeopleServe PRS, Inc. for a total
consideration of $1,502, net of $567 that was remitted back to the buyer on July 31, 2018 in connection with a net
working capital true up. The Company recorded a gain of $238 from sale of business.  

For three-month periods ended June 30, 2018 and July 1, 2017

Q2
2018 % of Revenue

Q2
2017 % of Revenue Growth

Revenue $59,727 100.0 % $42,117 100.0 % 41.8 %
Direct cost of revenue 47,845 80.1 % 34,193 81.2 % 39.9 %
Gross profit 11,882 19.9 % 7,924 18.8 % 49.9 %
Operating expenses 11,742 19.7 % 7,199 17.1 % 63.1 %
Income from operations 140 0.2 % 725 1.7 % (80.7 )%
Other expenses (2,217 ) (3.7 )% (1,155 ) (2.7 )% 91.9 %
Benefit from (Provision for) income taxes 233 0.4 % (2 ) (0.0 )% (11750.0)%
Net loss $(1,844 ) (3.1 )% $(432 ) (1.0 )% 326.9 %
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Revenue

For Q2 2018, revenue increased by 41.8% to $59,727 as compared to $42,117 for Q2 2017. Of that growth, $20,147
was from the acquisitions of CBS Butler, Firstpro, and Clement May, and $427 was from favorable foreign currency
translation.  This was partially offset by a decline of $1,588 due to PeopleServe and an organic decline of $1,376 from
the remaining core business.  Temporary contractor revenue declined $1,153 and permanent placement declined $223.

Revenue in Q2 2018 was comprised of $56,838 of temporary contractor revenue and $2,889 of permanent placement
revenue, compared with $41,323 and $794 for Q2 2017, respectively

Direct cost of revenue, Gross profit and gross margin

Direct cost of services includes the variable cost of labor and various non-variable costs (e.g., workers’ compensation
insurance) relating to employees (temporary and permanent) as well as sub-contractors and consultants. For Q2 2018,
direct cost of revenue was $47,845, an increase of 39.9% from $34,193 in Q2 2017, compared with revenue growth of
41.8%.

Gross profit for Q2 2018 was $11,882, and increase of 49.9% over $7,924 for Q2 2017, representing gross margin of
19.9% and 18.8% for each period, respectively.  Gross profit growth was attributed to the impact of acquisitions. This
was partly offset by lower savings from workers’ compensation insurance versus the savings realized in the
corresponding period in 2017, organic decline on lower permanent placement revenue, and divestiture of the lower
margin PeopleServe business.

Operating expenses

Operating expenses for Q2 2018 was $11,742, an increase of 63.1% over $7,199 for Q2 2017.  Of that increase, 52.7%
can be attributed to acquisition of CBS Butler, Firstpro, and Clement May and the remaining increase is primarily
stemming from other non-recurring costs and other costs associated with acquisitions, capital raising, and non-cash
charges or credits. This was partly offset by savings that are materializing which are attributable to synergies within
the subsidiaries, cost savings initiatives, and PeopleServe divesture.    

Other Expenses

Other expenses for Q2 2018 was $2,217, an increase of 91.9% from $1,155 in Q2 2017. For Q2 2018 compared with
Q2 2017, other expenses primarily reflects higher interest of $1,370 driven mainly by the higher debt and cost of
capital resulting from the refinancing in September 2017; a loss of $721 from remeasuring the Company’s
intercompany note; lower amortization of debt discount and deferred financing costs by $724 also attributable to the
refinancing; a gain of $238 from the sale of PeopleServe and a higher gain of $54 from fair valuing warrants.

For the six-month periods ended June 30, 2018 and July 1, 2017
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Q2 2018
YTD % of Revenue

Q2
2017
YTD % of Revenue Growth

Revenue $115,518 100.0 % $82,829 100.0 % 39.5 %
Direct cost of revenue 92,055 79.7 % 67,579 81.6 % 36.2 %
Gross profit 23,463 20.3 % 15,250 18.4 % 53.9 %
Operating expenses 23,728 20.5 % 15,082 18.2 % 57.3 %
(Loss) Income from operations (265 ) (0.2 )% 168 0.2 % (257.7 )%
Other expenses (2,931 ) (2.5 )% (3,672 ) (4.4 )% (20.2 )%
Benefit from (Provision for) income taxes 81 0.1 % (7 ) (0.0 )% (1257.1)%
Net loss $(3,115 ) (2.7 )% $(3,511 ) (4.2 )% (11.3 )%

Revenue

Q2 2018 YTD revenue increased by 39.5% to $115,518 as compared to $82,829 for Q2 2017 YTD. Of that growth,
$38,017 was from the acquisitions of CBS Butler, Firstpro, and Clement May and $1,242 was from favorable foreign
currency translation.  This was partially offset by a decline of $2,029 due to PeopleServe and an organic decline of
$4,541 from the remaining core business.  Organic temporary contractor revenue declined $4,169, partially due to a
greater number of weather-related work stoppage days in Q1 2018, and organic permanent placement declined $372.
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Revenue in Q2 2018 YTD was comprised of $109,835 of temporary contractor revenue and $5,683 of permanent
placement revenue, compared with $81,250 and $1,579 for Q2 2017 YTD, respectively.

Direct cost of revenue, Gross profit and gross margin

Direct cost of services includes the variable cost of labor and various non-variable costs (e.g., workers’ compensation
insurance) relating to employees (temporary and permanent) as well as sub-contractors and consultants. For Q2 2018
YTD, direct cost of revenue was $92,055, an increase of 36.2% from $67,579 in Q2 2017 YTD, compared with
revenue growth of 39.5%.

Gross profit for Q2 2018 YTD was $23,463, an increase of 53.9% over $15,250 for Q2 2017 YTD, representing gross
margin of 20.3% and 18.4% for each period, respectively. Gross profit growth was attributed to the impact of
acquisitions.  This was partly offset by lower savings from workers’ compensation insurance versus the savings
realized in the corresponding period in 2017, organic decline on lower permanent placement revenue, and the
divestiture of the lower margin PeopleServe business.

Operating expenses

Operating expenses for Q2 2018 YTD was $23,728, an increase of 57.3% over $15,082 for Q2 2017 YTD.  Of that
increase, 50% can be attributed to acquisition of CBS Butler, Firstpro, and Clement May and the remaining increase is
primarily stemming from other non-recurring costs and other costs associated with acquisitions, capital raising, and
non-cash charges or credits.  This was partly offset by savings that are materializing which are attributable to
synergies within the subsidiaries, cost savings initiatives, PeopleServe divesture and higher commissions on the higher
gross profit.

Other Expenses

Other expenses for Q2 2018 YTD was $2,931, a decrease of 20.2% from $3,672 in Q2 2017 YTD. For Q2 2018 YTD
compared with Q2 2017 YTD, other expenses primarily reflects higher interest of $2,824 driven mainly by the higher
debt and cost of capital resulting from the refinancing in September 2017; lower amortization of debt discount and
deferred financing costs by $1,161 also attributable to the refinancing;   a loss on extinguishment of debt in Q2 2017
YTD of $1,368 attributable to the refinancing of convertible notes in January 2017, with no corresponding loss in Q2
2018 YTD; a higher gain of $684 from fair valuing warrants in; a gain of $238 from the sale of PeopleServe; a loss of
$146 from remeasuring the Company’s intercompany note; and, other income of $260 primarily from investment
income on the Company’s workers’ compensation collateral.  

Non-GAAP Measures

To supplement our consolidated financial statements presented in accordance with accounting principles generally
accepted in the United States of America (“GAAP”), we also use non-GAAP financial measures and Key Performance
Indicators (“KPIs”) in addition to our GAAP results. We believe non-GAAP financial measures and KPIs may provide
useful information for evaluating our cash operating performance, ability to service debt, compliance with debt
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covenants and measurement against competitors. This information should be considered as supplemental in nature and
should not be considered in isolation or as a substitute for the related financial information prepared in accordance
with GAAP. In addition, these non-GAAP financial measures may not be comparable to similarly entitled measures
reported by other companies.

We present the following non-GAAP financial measure and KPIs in this report:

Revenue and Gross Profit by Sector We use this KPI to measure the Company’s mix of Revenue and respective
profitability between its two main lines of business due to their differing margins. For clarity, these lines of business
are not the Company’s operating segments, as this information is not currently regularly reviewed by the chief
operating decision maker to allocate capital and resources. Rather, we use this KPI to benchmark the Company against
the industry.
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The following table details Revenue and Gross Profit by Sector:

Q2
2018 Mix

Q2
2017 Mix

Q2 2018
YTD Mix

Q2
2017
YTD Mix

Commercial Staffing - US $23,549 39% $23,308 55% $44,945 39% $45,719 55%
Professional Staffing - US 14,066 24% 12,232 29% 28,733 25% 23,928 29%
Professional Staffing - UK 22,112 37% 6,577 16% 41,840 36% 13,182 16%
Total Revenue $59,727 $42,117 $115,518 $82,829

Commercial Staffing - US $3,917 33% $4,288 54% $7,815 33% $8,305 54%
Professional Staffing - US 4,214 35% 2,245 28% 8,199 35% 4,117 27%
Professional Staffing - UK 3,751 32% 1,391 18% 7,449 32% 2,828 19%
Total Gross Profit $11,882 $7,924 $23,463 $15,250

Commercial Staffing - US 16.6 % 18.4 % 17.4 % 18.2 %
Professional Staffing - US 30.0 % 18.4 % 28.5 % 17.2 %
Professional Staffing - UK 17.0 % 21.1 % 17.8 % 21.5 %
Total Gross Margin 19.9 % 18.8 % 20.3 % 18.4 %

Adjusted EBITDA This measure is defined as net loss attributable to common stock before: interest expense, benefit
from (provision for) income taxes; income (loss) from discontinued operations, net of tax; other (income) expense,
net, in operating income (loss); amortization and impairment of identifiable intangible assets; impairment of goodwill;
depreciation; operational restructuring and other charges; other income (expense), net, below operating income (loss);
non-cash expenses associated with stock compensation; and charges the Company considers to be non-recurring in
nature such as legal expenses associated with litigation, professional fees
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associated potential and completed acquisitions. We use this measure because we believe it provides a more
meaningful understanding of the profit and cash flow generation of the Company.

Q2
2018

Q2
2017

Q2
2018
YTD

Q2
2017
YTD

Net loss $(1,844 ) $(432 ) $(3,115 ) $(3,511 )

Interest expense 1,951 580 3,906 1,082
Provision for income taxes (233 ) 2 (81 ) 7
Depreciation and amortization (1) 827 1,599 1,747 2,918
EBITDA $701 $1,749 $2,457 $496

Acquisition, capital raising and other non-recurring expenses (2) 997 (271 ) 1,844 260
Other non-cash charges (3) 291 322 663 618
Loss on extinguishment of debt, net — — — 1,368
Change in fair value of warrant liability (341 ) (287 ) (879 ) (195 )
Gain from sale of business (238 ) — (238 ) —
Re-measurement loss on intercompany note 721 — 146 —
Other income 9 23 (241 ) 19
Adjusted EBITDA $2,140 $1,536 $3,752 $2,566

Trailing Twelve Months ("TTM") Adjusted EBITDA $8,577 $5,404 $8,577 $5,404

Pro Forma TTM Adjusted EBITDA (4) $10,794 N/A $10,794 N/A

Gross Profit $11,882 $7,924 $23,463 $15,250

Adjusted operating expenses (5) $9,742 $6,388 $19,711 $12,684
Adjusted operating expenses percentage of gross profit 82.0 % 80.6 % 84.0 % 83.2 %

(1)Includes amortization included in other expenses.
(2)Acquisition, capital raising and other non-recurring expenses primarily relate to capital raising expenses,

acquisition and integration expenses and legal expenses incurred in relation to matters outside the ordinary course
of business.

(3)Other non-cash charges primarily relate to staff option and share compensation expense, expense for shares issued
to directors for board services, and consideration paid for consulting services.

(4)Pro Forma TTM Adjusted EBITDA includes the Adjusted EBITDA of acquisitions for the period prior to the
acquisition date.
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(5)Adjusted operating expenses are defined as the operating expenses of the Company included in the definition of
Adjusted EBITDA.
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Operating Leverage This measure is calculated by dividing the growth in Adjusted EBITDA by the growth in Gross
Profit, on a trailing 12-month basis. We use this KPI because we believe it provides a measure of the Company’s
efficiency for converting incremental gross profit into Adjusted EBITDA.

Twelve Months
Ended
June 30,
2018

July 1,
2017

Gross Profit - TTM (Current Period) $44,954 $31,596
Gross Profit - TTM (Prior Period) 31,596 29,670
Gross Profit - Growth $13,358 $1,926

Adjusted EBITDA - TTM (Current Period) $8,577 $5,404
Adjusted EBITDA - TTM (Prior Period) 5,404 4,493
Adjusted EBITDA - Growth $3,173 $911

Operating Leverage 23.8 % 47.3 %

Leverage Ratio Calculated as Total Long-Term Debt, Net, gross of any Original Issue Discount, divided by Pro Forma
Adjusted EBITDA for the trailing 12-months. We use this KPI as an indicator of the Company’s ability to service its
debt prospectively.

June 30,
2018

December
30, 2017

Total Long-Term Debt, Net $40,342 $ 38,749
Addback: Total Debt Discount and Deferred Financing Costs 1,022 1,251
Total Long-Term Debt $41,364 $ 40,000

TTM Adjusted EBITDA $8,577 $ 7,391

Pro Forma TTM Adjusted EBITDA $10,794 $ 11,737

Pro Forma Leverage Ratio 3.8x 3.4x

Operating Cash Flow Including Proceeds from Accounts Receivable Financing calculated as net cash (used in)
provided by operating activities plus net proceeds from accounts receivable financing.  Because much of the
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Company’s temporary payroll expense is paid weekly and in advance of clients remitting payment for invoices,
operating cash flow is often weaker in staffing companies where revenue and accounts receivable are
growing.  Accounts receivable financing is essentially an advance on client remittances and is primarily used to fund
temporary payroll.  As such, we believe this measure is helpful to investors as an indicator of the Company’s
underlying operating cash flow.

On February 8, 2018, CBS Butler, Longbridge and The JM Group, entered into a new arrangement with HSBC
Invoice Finance (UK) Ltd (“HSBC”) which provides for HSBC to purchase the subsidiaries’ accounts receivable up to an
aggregate amount of £11,500 across all three subsidiaries. The terms of the arrangement provide for HSBC to fund
90% of the purchased accounts receivable upfront and, a secured borrowing line of 70% of unbilled receivables
capped at £1,000 (within the overall aggregate total facility of £11,500). Under ASU 2016-16, “Statement of Cash
Flows (Topic 230, Classification of Certain Cash Receipts and Cash Payments, a consensus of the FASB Emerging
Issues Task Force, the upfront portion of the sale of accounts receivable is classified within operating activities, while
the deferred purchase price portion (or beneficial interest), once collected, is classified within investing activities.

On June 28, 2018, the Company’s new subsidiary Clement May Limited (“CML”) entered into a new agreement for
purchase of debt (“APD”) with HSBC, joining CBS Butler, Longbridge and The JM Group (collectively, with CML, the
“Borrowers”) as “Connected Clients” as defined in the APD. The new Connected Client APDs carry an aggregate Facility
Limit of £20,000 across all Borrowers and the CML APD matures on June 28, 2019, unless otherwise accelerated or
terminated earlier. The obligations of the Borrowers are secured by a fixed charge and a floating charge on the
Borrowers’ respective accounts receivable and are subject to cross-company guarantees among the Borrowers. In
addition the secured borrowing line against unbilled receivables was increased to £1,500 for a period of 90 days.
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Q2 2018
YTD

Q2
2017
YTD

Net cash provided by operating activities $12,996 $2,104

Collection of UK factoring facility deferred purchase price 3,550 —

Repayments on accounts receivable financing (18,813) (2,709)

Net cash provided by (used in) operating activities including proceeds from accounts receivable
financing $(2,267 ) $(605 )

The Leverage Ratio and Operating Cash Flow Including Proceeds from Accounts Receivable Financing should be
considered together with the information in the “Liquidity and Capital Resources” section, immediately below.

Liquidity and Capital Resources

Liquidity is the ability of a company to generate funds to support its current and future operations, satisfy its
obligations, and otherwise operate on an ongoing basis. Historically, we have funded our operations through term
loans, promissory notes, bonds, convertible notes, private placement offerings and sales of equity.

Our primary uses of cash have been for professional fees related to our operations and financial reporting
requirements and for the payment of compensation, benefits and consulting fees. The following trends may occur as
the Company continues to execute on its strategy:

•An increase in working capital requirements to finance organic growth,
•Addition of administrative and sales personnel as the business grows,
•Increases in advertising, public relations and sales promotions for existing and new brands as we expand within
existing markets or enter new markets,
•A continuation of the costs associated with being a public company, and
•Capital expenditures to add technologies.
Our liquidity may be negatively impacted by the significant costs associated with our public company reporting
requirements, costs associated with newly applicable corporate governance requirements, including requirements
under the Sarbanes-Oxley Act of 2002 and other rules implemented by the Securities and Exchange Commission. We
expect all of these applicable rules and regulations could significantly increase our legal and financial compliance
costs and increase the use of resources.
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As of and for the period ended June 30, 2018, the Company had a working capital deficiency of $13,124, an
accumulated deficit of $68,257, and a net loss of $3,115.

On September 15, 2017, the Company entered into the Jackson Note for $40,000. The proceeds of the sale of the
secured note were used to (i) repay the existing subordinated notes previously issued to Jackson in the aggregate
principal amount of $11,165, (ii) to fund a portion of the upfront cash portion of purchase price consideration of the
Firstpro Acquisition and the CBS Butler Acquisition, (iii) repay substantially all other outstanding indebtedness of the
Company and (iv) for general working capital purposes. The maturity date for the Jackson Note is September 15,
2020.  The Jackson Note will accrue interest at 12% per annum, due quarterly on January 1, April 1, July 1 and
October 1 in each year, with the first such payment due on January 1, 2018. Interest on any overdue payment of
principal or interest due under the Jackson Note will accrue at a rate per annum that is 5% in excess of the rate of
interest otherwise payable thereunder.

24

Edgar Filing: Carbonite Inc - Form 10-Q

Table of Contents 125



STAFFING 360 SOLUTIONS, INC. AND SUBSIDIARIES

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

(All amounts in thousands, except share, par values and stated values)

To finance the CML acquisition, the Company entered into a term loan with HSBC Bank plc. The Term Loan was
drawn down on June 28, 2018 in an original principal amount of £1,550 ($2,047). Refer to Note 9 for further details.

Management believes the Company is a going concern meaning it will meet its obligations for the next 12 months as
of the date these financial statements are issued.

Operating activities

For Q2 2018 YTD, net cash provided by operations of $12,996 was primarily attributable changes in operating assets
and liabilities totaling $14,672, non-cash adjustments of $1,439, partially offset by net loss of $3,115. Changes in
operating assets and liabilities primarily relates to a decrease in accounts receivable of $12,919 (see further discussion
below), increase in accounts payable and accrued expenses of $1,960 and other of $167, offset by decrease in interest
payable – related party of $160, decrease in other long-term liabilities of $11, decrease in other current liabilities of
$88, increase in prepaid expenses and other current assets of $57, increase in other assets of $58. Total non-cash
adjustments of $1,439 primarily includes depreciation and amortization of intangible assets of $1,510, stock based
compensation of $663, amortization of debt discounts and deferred financing of $237, foreign currency
re-measurement  on intercompany loan of $146; offset by gain on fair value of warrants of $879 and gain from sale of
business of $238.

On February 8, 2018, CBS Butler, Longbridge and The JM Group, entered into a new arrangement with HSBC
Invoice Finance (UK) Ltd (“HSBC”) which provides for HSBC to purchase the subsidiaries’ accounts receivable. Under
ASU 2016-16, “Statement of Cash Flows (Topic 230, Classification of Certain Cash Receipts and Cash Payments, a
consensus of the FASB Emerging Issues Task Force, the upfront portion of the sale of accounts receivable is classified
within operating activities, while the deferred purchase price portion (or beneficial interest), once collected, is
classified within investing activities.

For Q2 2017 YTD, net cash provided by operations of $2,104 was primarily attributable changes in operating assets
and liabilities totaling $993 and non-cash adjustments of $4,622 offset by net loss of $3,511. Changes in operating
assets and liabilities primarily relates to a decrease in accounts receivable of $2,281, a decrease in other assets of
$295, an increase in other current and non current liabilities of $191; offset by a decrease accounts payable and
accrued expenses of $1,201, an increase in prepaid expenses and other current asset of $269 and other of $304. Total
non-cash adjustments of $4,622 primarily includes costs related to the extinguishment of debt of $1,368, amortization
of debt discounts and deferred financing of $1,398, depreciation and amortization of $1,520, stock based
compensation of $618; offset by gain on fair value of warrants of $195 and other of $87. During the period ended July
1, 2017, the Company used a portion of the proceeds from Jackson Investment Group, LLC to pay accounts payable
and accrued expenses.

Investing activities

For Q2 2018 YTD, net cash flows provided by investing activities was $3,468, of which $3,550 is collection of the
beneficial interest from HSBC (see discussion above), disposal of business of $1,968; offset by acquisition of business
of $1,910, purchase of property and equipment of $140.
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For Q2 2017 YTD, net cash flows used in investing activities is $126 which relates to purchase of property and
equipment.

Financing activities

For Q2 2018 YTD, net cash flows used in financing activities totaled $16,676, of which $18,813 relates repayments
on accounts receivable financing, net (primarily relates to settlement of the prior U.K. secured borrowing facilities in
connection with the new HSBC facility (see discussion above)), $165 for deferred payments associated with the
Firstpro acquisition and CSI earnout, $254 is for the repayment of the ABN AMRO term loan, dividends to related
parties $100, third party financing costs of $20, offset by proceeds term loan $2,047 and proceeds from the At-market
facility of $629.

For Q2 2017 YTD, net cash flows used in financing activities totaled $2,100, which is primarily related to accounts
receivable financing net of $2,709, repayment of promissory notes $5,486, repayment of Series D Preferred Stock
$1,500. payments made on earn outs of $1,075, third party financing costs of $938, repayment of bonds $50, offset by
proceeds from term loan from related party of $9,050, proceeds from  convertible notes of $400 and proceeds from the
at the market facility of $208.

Off-Balance Sheet Arrangements

We have no off-balance sheet arrangements.
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Critical Accounting Policies and Estimates

Refer to the Form 10-K filed with the SEC on March 29, 2018.

Recent Accounting Pronouncements  

In February 2016, the FASB issued ASU 2016-02, “Leases” (Topic 842). This guidance will be effective for public
entities for fiscal years beginning after December 15, 2018 including the interim periods within those fiscal years.
Early application is permitted. Under the new provisions, all lessees will report a right-of-use asset and a liability for
the obligation to make payments for all leases with the exception of those leases with a term of 12 months or less. All
other leases will fall into one of two categories: (i) Financing leases, similar to capital leases, which will require the
recognition of an asset and liability, measured at the present value of the lease payments and (ii) Operating leases
which will require the recognition of an asset and liability measured at the present value of the lease payments. Lessor
accounting remains substantially unchanged with the exception that no leases entered into after the effective date will
be classified as leveraged leases. For sale leaseback transactions, the sale will only be recognized if the criteria in the
new revenue recognition standard are met. The Company is currently evaluating the impact of adopting this guidance.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

Not applicable.

Item 4. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

As required by Rule 13a-15 of the Securities Exchange Act of 1934, as amended (“Exchange Act”), under the
supervision and with the participation of our management, including our principal executive officer and principal
financial officer, we evaluated the effectiveness of the design and operation of the Company’s “disclosure controls and
procedures” and “internal control over financial reporting” as of the end of the period covered by this Quarterly Report.

Evaluation of Disclosure Controls and Procedures

We maintain disclosure controls and procedures as defined in Rules 13a-15(e) and 15d-15(e) of the Exchange Act that
are designed to ensure that information required to be disclosed in our reports filed or submitted to the SEC under the
Exchange Act is recorded, processed, summarized and reported within the time periods specified by the SEC’s rules
and forms, and that information is accumulated and communicated to management, including the principal executive
and financial officer as appropriate, to allow timely decisions regarding required disclosures. Our principal executive
officer and principal financial officer evaluated the effectiveness of disclosure controls and procedures as of the end of
the period covered by this Quarterly Report (“Evaluation Date”), pursuant to Rule 13a-15(b) under the Exchange Act.
Based on that evaluation, the Company identified a material weakness relating to the accounting for complex debt and
equity instruments. As such, our principal executive officer and principal financial officer concluded that, as of the
Evaluation Date, our disclosure controls and procedures were not operating effectively.

Management believes that the condensed consolidated financial statements in this quarterly report on Form 10-Q
fairly present, in all material respects, the Company’s financial condition as of the Evaluation Date, and results of its
operations and cash flows for the Evaluation Date, in conformity with United States Generally Accepted Accounting
Principles (“GAAP”).

Management's Annual Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial reporting, as
such term is defined in Exchange Act Rule 13a-15(f).  Under the supervision and with the participation of our
management, including our principal executive officer and principal financial officer, we conducted an evaluation of
the effectiveness of our internal control over financial reporting. Internal control over financial reporting is a process
designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles and includes
those policies and procedures that

a)pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the Company;

b)provide reasonable assurance that transactions are recorded as necessary to permit the preparation of financial
statements in accordance with generally accepted accounting principles and that receipts and expenditures of the
Company are being made only in accordance with authorizations of our management and directors; and

c)
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provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or
disposition of the Company’s assets that could have a material effect on the financial statements. 

Based on our evaluation under the framework described above, our management concluded that our internal controls
over financial reporting were not effective in accordance with Item 308(a)(3) of Regulation S-K as we had “material
weaknesses” (as such term is defined below) in our control environment and financial reporting process relating to the
accounting for complex debt and equity instruments.      

A “material weakness” is defined under SEC rules as a deficiency, or a combination of deficiencies, in internal control
over financial reporting such that there is a reasonable possibility that a material misstatement of a company’s annual
or interim financial statements will not be prevented or detected on a timely basis by the company’s internal controls.

The Company intends to remedy the foregoing material weakness in our control environment and financial reporting
process by pursuing third party technical accounting consultation in the matter of transactions that involve complex
debt and equity instruments.

A system of controls, no matter how well designed and operated, cannot provide absolute assurance that the objectives
of the system of controls are met, and no evaluation of controls can provide absolute assurance that all control issues
and instances of fraud, if any, within a company have been detected. Based on our evaluation under the framework
described above, aside from the material weakness
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discussed above, our management concluded that our internal controls over financial reporting were effective in
accordance with Item 308(a)(3) of Regulation S-K.

Attestation report of the registered public accounting firm

This Quarterly Report does not include an attestation report of the Company’s independent registered public
accounting firm regarding internal control over financial reporting. Management’s report was not subject to attestation
by the Company’s independent registered public accounting firm pursuant to the rules of the SEC.

Changes in Internal Control over Financial Reporting

No change in our system of internal control over financial reporting occurred during the period ended June 30, 2018
that has materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.
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PART II-OTHER INFORMATION

Item 1. Legal Proceedings

No material developments.

Item 1A. Risk Factors.

There have been no material developments to alter the risk factors disclosed in our Annual Report on Form 10-K for
the fiscal year ended December 30, 2017.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds.

During the period December 31, 2017 through June 30, 2018, we issued 15,522 shares of common stock, with an
aggregate value of $48 to Greenridge Global LLC, SP Padda and J Charles Assets in return for investor relations
advisory services and construction of leasehold improvements.  The shares were issued in reliance upon an exemption
pursuant to Section 4(a)(2) of the Securities Act of 1933, as amended.

Item 3. Defaults upon Senior Securities.

None.

Item 4. Mine Safety Disclosures.

Not applicable.

Item 5. Other Information.

None.
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Item 6. Exhibits

Exhibit No. Description
    3.1 Amended and Restated Certificate of Incorporation (previously filed as Exhibit 3.3 to the Company’s

Form 8-K, filed with the SEC on June 15, 2017)
    3.2 Amendment to Amended and Restated Certificate of Incorporation (previously filed as Exhibit 3.1 to the

Company’s Form 8-K, filed with the SEC on January 3, 2018)
    3.3 Amended and Restated By-Laws (previously filed as Exhibit 3.1 to the Company’s Form 8-K, filed with

the SEC on March 29, 2018)
  10.1 Agreement for Purchase of Debt, dated February 8, 2018, between CBS Butler Limited and HSBC

Invoice Finance (UK) Limited (previously filed as Exhibit 10.1 to the Company’s Form 8-K, filed with the
SEC on February 13, 2018)

  10.2 Agreement for Purchase of Debt, dated February 8, 2018, between The JM Group (IT Recruitment)
Limited and HSBC Invoice Finance (UK) Limited (previously filed as Exhibit 10.2 to the Company’s
Form 8-K, filed with the SEC on February 13, 2018)

  10.3 Agreement for Purchase of Debt, dated February 8, 2018, between Longbridge Recruitment 360 Ltd and
HSBC Invoice Finance (UK) Limited (previously filed as Exhibit 10.3 to the Company’s Form 8-K, filed
with the SEC on February 13, 2018)

  31.1 Certification of Principal Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 302 of Sarbanes Oxley Act of 2002

  31.2 Certification of Principal Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 302 of Sarbanes Oxley Act of 2002

  32.1† Certification of Principal Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of Sarbanes Oxley Act of 2002

  32.2† Certification of Principal Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of Sarbanes Oxley Act of 2002

101.INS XBRL Instance Document
101.SCH XBRL Taxonomy Schema
101.CAL XBRL Taxonomy Calculation Linkbase
101.DEF XBRL Taxonomy Definition Linkbase
101.LAB XBRL Taxonomy Label Linkbase
101.PRE XBRL Taxonomy Presentation Linkbase

† In accordance with SEC Release 33-8238, Exhibits 32.1 and 32.2 are furnished and not filed.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

Date: August 14, 2018 STAFFING 360 SOLUTIONS, INC.

By: /s/ Brendan Flood
Brendan Flood
Chairman and Chief Executive Officer
(Duly Authorized Officer and Principal Executive Officer)

Date: August 14, 2018 STAFFING 360 SOLUTIONS, INC.

By: /s/ David Faiman
David Faiman
Chief Financial Officer
(Duly Authorized Officer, Principal Financial Officer and Principal Accounting Officer)
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