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PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

Benefitfocus, Inc.
Unaudited Consolidated Balance Sheets

(in thousands, except share and per share data)
 

  

As of
September 30,

2017   

As of
December 31,

2016  
Assets         
Current assets:         

Cash and cash equivalents  $ 54,573  $ 56,853 
Marketable securities   –   2,007 
Accounts receivable, net   33,332   28,340 
Accounts receivable, related party, net   –   4,626 
Prepaid expenses and other current assets   5,417   4,449 

Total current assets   93,322   96,275 
Property and equipment, net   75,035   80,518 
Intangible assets, net   215   408 
Goodwill   1,634   1,634 
Other non-current assets   1,014   1,575 

Total assets  $ 171,220  $ 180,410 
Liabilities and stockholders' deficit         
Current liabilities:         

Accounts payable  $ 1,401  $ 5,829 
Accrued expenses   8,979   10,867 
Accrued compensation and benefits   11,926   17,347 
Deferred revenue, current portion   32,649   35,426 
Revolving line of credit, current portion   28,000   20,000 
Financing and capital lease obligations, current portion   3,395   2,604 

Total current liabilities   86,350   92,073 
Deferred revenue, net of current portion   31,149   40,412 
Revolving line of credit, net of current portion   32,246   20,246 
Financing and capital lease obligations, net of current portion   56,132   57,934 
Other non-current liabilities   2,304   3,056 

Total liabilities   208,181   213,721 
Commitments and contingencies         
Stockholders' deficit:         

Preferred stock, par value $0.001, 5,000,000 shares authorized,
   no shares issued and outstanding at September 30, 2017
   and December 31, 2016   –   – 
Common stock, par value $0.001, 50,000,000 shares authorized,
   31,195,653 and 30,429,014 shares issued and outstanding
   at September 30, 2017 and December 31, 2016, respectively   31   30 
Additional paid-in capital   350,667   335,059 
Accumulated deficit   (387,659)   (368,400)

Total stockholders' deficit   (36,961)   (33,311)
Total liabilities and stockholders' deficit  $ 171,220  $ 180,410

 

 
The accompanying notes are an integral part of the Unaudited Consolidated Financial Statements.
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Benefitfocus, Inc.
Unaudited Consolidated Statements of Operations and Comprehensive Loss

(in thousands, except share and per share data)
 

 

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2017   2016   2017   2016  

Revenue  $ 62,453  $ 58,022  $ 189,972  $ 170,688 
Cost of revenue   30,467   29,112   90,896   88,159 
Gross profit   31,986   28,910   99,076   82,529 
Operating expenses:                 

Sales and marketing   16,180   13,607   51,103   41,942 
Research and development   12,568   14,081   37,222   43,276 
General and administrative   6,853   7,746   20,487   24,415 

Total operating expenses   35,601   35,434   108,812   109,633 
Loss from operations   (3,615)   (6,524)   (9,736)   (27,104)
Other income (expense):                 

Interest income   55   25   129   117 
Interest expense on building lease financing obligations   (1,864)   (1,704)   (5,585)   (5,130)
Interest expense on other borrowings   (1,254)   (262)   (3,526)   (691)
Other income (expense)   9   (133)   (140)   (136)

Total other expense, net   (3,054)   (2,074)   (9,122)   (5,840)
Loss before income taxes   (6,669)   (8,598)   (18,858)   (32,944)
Income tax expense   5   5   10   15 
Net loss  $ (6,674)  $ (8,603)  $ (18,868)  $ (32,959)
Comprehensive loss  $ (6,674)  $ (8,603)  $ (18,868)  $ (32,959)
Net loss per common share:                 

Basic and diluted  $ (0.21)  $ (0.29)  $ (0.61)  $ (1.12)
Weighted-average common shares outstanding:                 

Basic and diluted   31,181,141   29,651,230   30,974,116   29,442,023
 

 
 

The accompanying notes are an integral part of the Unaudited Consolidated Financial Statements.
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Benefitfocus, Inc.
Unaudited Consolidated Statement of Changes in Stockholders’ Deficit

(in thousands, except share and per share data)
 

  Common Stock,   Additional       Total  
  $0.001 Par Value   Paid-in   Accumulated   Stockholders'  
  Shares   Par Value   Capital   Deficit   Deficit  

Balance, December 31, 2016   30,429,014  $ 30  $ 335,059  $ (368,400)  $ (33,311)
Cumulative effect adjustment from adoption of new
accounting standard   –   –   391   (391)   – 
Exercise of stock options   445,185   1   3,314   —   3,315 
Issuance of common stock upon vesting of restricted stock
units   313,285   —   –   —   – 
Issuance of common stock under Employee Stock
Purchase Plan, or ESPP   8,169   —   257   —   257 
Stock-based compensation expense   —   —   11,646   —   11,646 
Net loss   —   —   —   (18,868)   (18,868)

Balance, September 30, 2017   31,195,653  $ 31  $ 350,667  $ (387,659)  $ (36,961)
 

The accompanying notes are an integral part of the Unaudited Consolidated Financial Statements.
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Benefitfocus, Inc.
Unaudited Consolidated Statements of Cash Flows

(in thousands)
 

  
Nine Months Ended

September 30,  
  2017   2016  

Cash flows from operating activities         
Net loss  $ (18,868)  $ (32,959)
Adjustments to reconcile net loss to net cash and cash
   equivalents used in operating activities:         

Depreciation and amortization   11,848   9,619 
Stock-based compensation expense   11,646   13,610 
Interest accrual on financing obligation   5,623   5,130 
Loss on disposal or impairment of property and equipment   157   140 
Provision for doubtful accounts   142   287 
Changes in operating assets and liabilities:         

Accounts receivable, net   (508)   (1,655)
Accrued interest on short-term investments   7   217 
Prepaid expenses and other current assets   (968)   465 
Other non-current assets   561   142 
Accounts payable   (4,343)   (3,844)
Accrued expenses   (2,152)   4,726 
Accrued compensation and benefits   (5,422)   (3,460)
Deferred revenue   (12,040)   (13,819)
Other non-current liabilities   (751)   538 

Net cash and cash equivalents used in operating activities   (15,068)   (20,863)
Cash flows from investing activities         

Purchases of short-term investments held to maturity   –   (2,004)
Proceeds from maturity of short-term investments held to maturity   2,000   37,725 
Purchases of property and equipment   (6,151)   (10,861)

Net cash and cash equivalents (used in) provided by investing activities   (4,151)   24,860 
Cash flows from financing activities         

Draws on revolving line of credit   81,000   64,000 
Payments on revolving line of credit   (61,000)   (59,000)
Proceeds from exercises of stock options and ESPP   3,572   2,118 
Remittance of taxes upon vesting of restricted stock units   –   (202)
Payments on financing and capital lease obligations   (6,633)   (8,187)

Net cash and cash equivalents provided by (used in) financing activities   16,939   (1,271)
Net (decrease) increase in cash and cash equivalents   (2,280)   2,726 
Cash and cash equivalents, beginning of period   56,853   48,074 
Cash and cash equivalents, end of period  $ 54,573  $ 50,800 
         
Supplemental disclosure of non-cash investing and financing activities         

Property and equipment purchases in accounts payable and accrued expenses  $ 878  $ 856 
Property and equipment purchased with financing and capital lease obligations  $ —  $ 2,233 
Post contract support purchased with financing obligations  $ —  $ 1,048

 

 
 

The accompanying notes are an integral part of the Unaudited Consolidated Financial Statements.
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BENEFITFOCUS, INC.
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

(in thousands, except share and per share data)
 
1. Organization and Description of Business

Benefitfocus, Inc. (the “Company”) provides a leading cloud-based benefits management platform for consumers, employers, insurance carriers and
brokers under a software-as-a-service (“SaaS”) model. The financial statements of the Company include the financial position and operations of its wholly
owned subsidiaries, Benefitfocus.com, Inc. and BenefitStore, Inc.
 

2. Summary of Significant Accounting Policies

Principles of Consolidation

These consolidated financial statements have been prepared in accordance with U.S. generally accepted accounting principles (“GAAP”). The
consolidated financial statements include the accounts of the Company and its wholly owned subsidiaries. All intercompany accounts and transactions have
been eliminated in consolidation. We are not the primary beneficiary of, nor do we have a controlling financial interest in, any variable interest entity.
Accordingly, we have not consolidated any variable interest entity.

Interim Unaudited Consolidated Financial Information

The accompanying unaudited consolidated financial statements and footnotes have been prepared in accordance with GAAP as contained in the
Financial Accounting Standards Board (“FASB”) Accounting Standards Codification (the “Codification” or “ASC”) for interim financial information, and with
Article 10 of Regulation S-X. Accordingly, they do not include all of the information and footnotes required by GAAP for complete financial statements. In the
opinion of management, the interim financial information includes all adjustments of a normal recurring nature necessary for a fair presentation of the results of
operations, financial position, changes in stockholders’ equity and cash flows. The results of operations for the three- and nine-month periods ended
September 30, 2017 are not necessarily indicative of the results for the full year or for any other future period. These unaudited consolidated financial
statements should be read in conjunction with the audited financial statements and related footnotes for the year ended December 31, 2016 included in the
Company’s Annual Report on Form 10-K filed with the United States Securities and Exchange Commission on February 24, 2017.

Use of Estimates

The preparation of financial statements in conformity with GAAP requires the Company to make estimates and assumptions that affect the reported
amounts in the consolidated financial statements and accompanying notes. Such estimates include revenue recognition and the customer relationship period,
allowances for doubtful accounts and returns, valuations of deferred income taxes, long-lived assets, warrants, capitalizable software development costs and
the related amortization, stock-based compensation, the determination of the useful lives of assets, and the impairment assessment of acquired intangibles
and goodwill. Determination of these transactions and account balances are based on the Company’s estimates and judgments. These estimates are based on
the Company’s knowledge of current events and actions it may undertake in the future as well as on various other assumptions that it believes to be
reasonable. Actual results could differ materially from these estimates.

Revenue and Deferred Revenue

The Company derives the majority of its revenue from software services fees, which consist primarily of monthly subscription fees paid by customers
for access to and usage of the Company’s cloud-based benefits software solutions for a specified contract term. The Company also derives revenue from
professional services which primarily include fees related to the integration of customers’ systems with the Company’s platform, which typically includes
discovery, configuration, deployment, testing, and training.

The Company recognizes revenue when there is persuasive evidence of an arrangement, the service has been provided, the fees to be paid by the
customer are fixed and determinable and collectability is reasonably assured. The Company considers delivery of its cloud-based software services has
commenced once access to a configured and live instance to its platform has been granted to the customer.

The Company’s arrangements generally contain multiple elements comprised of software services and professional services. The Company evaluates
each element in an arrangement to determine whether it represents a separate unit of accounting. An element constitutes a separate unit of accounting when
the delivered item has standalone value and delivery of the undelivered element is probable and within the Company’s control.
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When multiple deliverables included in an arrangement are separable into different units of accounting, the arrangement consideration is allocated to
the identified units of accounting based on their relative selling price. Multiple deliverable arrangements accounting guidance provides a hierarchy to use when
determining the relative selling price for each unit of accounting. Vendor-specific objective evidence (“VSOE”) of selling price, based on the price at which the
item is regularly sold by the vendor on a standalone basis, should be used if it exists. If VSOE of selling price is not available, third-party evidence (“TPE”) of
selling price is used to establish the selling price if it exists. VSOE and TPE do not currently exist for any of the Company’s deliverables. Accordingly, for
arrangements with multiple deliverables that can be separated into different units of accounting, the arrangement consideration is allocated to the separate
units of accounting based on the Company’s best estimate of selling price. The amount of arrangement consideration allocated is limited by contingent
revenues, if any.

The Company has established standalone value for Benefitfocus Marketplace implementation services in the Employer segment.  Accordingly,
revenues related to implementation services for the Benefitfocus Marketplace solution in the Employer segment are recognized separately from the revenues
earned from the Employer software subscription services. Revenues related to such implementation services are recognized at the time that the professional
services have been completed. Certain of the Company’s other professional services, including implementation services related to the Carrier segment, are not
sold separately from the software services and there is no alternative use for them. As such, the Company has determined that those professional services do
not have standalone value. Accordingly, software services and professional services are combined and recognized as a single unit of accounting. The
Company generally recognizes software services fees monthly based on the number of employees covered by the relevant benefits plans at contracted rates
for a specified period of time, once the criteria for revenue recognition described above have been satisfied. The Company recognizes revenue on Benefitfocus
Marketplace implementation services in the Employer segment that have standalone value at the time the services have been completed and the related
software services have commenced. The Company defers recognition of revenue for fees from professional services that do not have standalone value and
begins recognizing such revenue once the services are delivered and the related software services have commenced, ratably over the longer of the contract
term or the estimated expected life of the customer relationship. Costs incurred by the Company in connection with providing such professional services are
charged to expense as incurred and are included in “Cost of revenue.”

Concentrations of Credit Risk

The Company’s financial instruments that are exposed to concentrations of credit risk consist primarily of cash equivalents, marketable securities and
accounts receivable. All of the Company’s cash and cash equivalents are held at financial institutions that management believes to be of high credit quality.
The bank deposits of the Company might, at times, exceed federally insured limits and are generally uninsured and uncollateralized. The Company has not
experienced any losses on cash and cash equivalents to date.

To manage credit risk related to marketable securities, the Company invests in various types of highly rated corporate bonds, commercial paper, and
various U.S. government backed securities with maturities of less than two years. The weighted average maturity of the portfolio of investments must not
exceed nine months, per the Company’s investment policy.

To manage accounts receivable risk, the Company evaluates the creditworthiness of its customers and maintains an allowance for doubtful accounts.
Accounts receivable are unsecured and derived from revenue earned from customers located in the United States.  Mercer LLC (“Mercer”) was a related party
until August 24, 2017, when its beneficial ownership of the Company’s common stock went below 10%. Mercer represented approximately 14% of the total
accounts receivable at December 31, 2016.  Revenue from Mercer was approximately 10% of the total revenue in each of the three-month periods ended
September 30, 2017 and 2016, and 11% in each of the nine-month periods ended September 30, 2017 and 2016. Accounts receivable from Mercer
approximated 12% of the total accounts receivable at September 30, 2017. For more information regarding Mercer revenue, please see Note 11.  Accounts
receivable from one other customer approximated 13% of the total accounts receivable at December 31, 2016.

Accounts Receivable and Allowance for Doubtful Accounts and Returns

Accounts receivable are stated at realizable value, net of allowances for doubtful accounts and returns. The Company utilizes the allowance method to
provide for doubtful accounts based on management’s evaluation of the collectability of amounts due, and other relevant factors. Bad debt expense is recorded
in general and administrative expense on the consolidated statements of operations and comprehensive loss. The Company’s estimate is based on historical
collection experience and a review of the current status of accounts receivable. Historically, actual write-offs for uncollectible accounts have not significantly
differed from the Company’s estimates. The Company removes recorded receivables and the associated allowances when they are deemed permanently
uncollectible. However, if bad debts are higher than expected, future write-offs will be greater than the Company’s estimates. The allowance for doubtful
accounts was $751 and $691 as of September 30, 2017 and December 31, 2016, respectively.
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The allowances for returns are accounted for as reductions of revenue and are estimated based on the Company’s periodic assessment of historical
experience and trends. The Company considers factors such as the time lag since the initiation of revenue recognition, historical reasons for adjustments, new
customer volume, complexity of billing arrangements, timing of software availability, and past due customer billings. The allowance for returns was $2,575 and
$3,904 as of September 30, 2017 and December 31, 2016, respectively.

Capitalized Software Development Costs

The Company capitalizes certain costs related to its software developed or obtained for internal use. Costs related to preliminary project activities and
post-implementation activities are expensed as incurred. Internal and external costs incurred during the application development stage, including upgrades and
enhancements representing modifications that will result in significant additional functionality, are capitalized. Software maintenance and training costs are
expensed as incurred. Capitalized costs are recorded as part of property and equipment and are amortized on a straight-line basis to cost of revenue over the
software’s estimated useful life, which is three years. The Company evaluates these assets for impairment whenever events or changes in circumstances
occur that could impact the recoverability of these assets.

In the three months ended September 30, 2017 and 2016, the Company capitalized software development costs of $1,050 and $1,129, respectively,
and amortized capitalized software development costs of $783 and $762, respectively. In the nine months ended September 30, 2017 and 2016, the Company
capitalized software development costs of $3,379 and $4,114, respectively, and amortized capitalized software development costs of $2,408 and $2,081,
respectively.  The net book value of capitalized software development costs was $7,406 and $6,435 at September 30, 2017 and December 31, 2016,
respectively.

Comprehensive Loss

The Company’s net loss equals comprehensive loss for all periods presented.

Recently Adopted Accounting Standards

The Company adopted the guidance in Accounting Standards Update ("ASU") 2016-09, “Compensation - Stock Compensation (Topic 718) -
Improvements to Employee Share-Based Payment Accounting,” on January 1, 2017. Under this ASU, entities are permitted to make an accounting policy
election to either estimate forfeitures on share-based payment awards, as previously required, or to recognize forfeitures as they occur. The Company has
elected to recognize forfeitures as they occur and the impact of that change in accounting policy has been recorded as a $391 cumulative effect adjustment to
its accumulated deficit as of January 1, 2017. Additionally, ASU 2016-09 requires that all income tax effects related to settlements of share-based payment
awards be reported in earnings as an increase or decrease to income tax expense (benefit), net. Previously, income tax benefits at settlement of an award
were reported as an increase (or decrease) to additional paid-in capital to the extent that those benefits were greater than (or less than) the income tax benefits
reported in earnings during the award's vesting period. The requirement to report those income tax effects in earnings has been applied on a prospective basis
to settlements occurring on or after January 1, 2017 and the impact of applying that guidance was not material to the unaudited consolidated financial
statements for the three and nine months ended September 30, 2017. ASU 2016-09 also requires that all income tax-related cash flows resulting from share-
based payments be reported as operating activities in the statement of cash flows. Previously, income tax benefits at settlement of an award were reported as
a reduction to operating cash flows and an increase to financing cash flows to the extent that those benefits exceeded the income tax benefits reported in
earnings during the award's vesting period. The Company has elected to apply that change in cash flow classification on a prospective basis. However, there is
no impact to the statement of cash flows for the three and nine months ended September 30, 2017 as the Company did not have any cash flows related to
excess tax benefits during that time. The remaining provisions of ASU 2016-09 did not have a material impact on the accompanying consolidated financial
statements.

Accounting Standards Not Yet Adopted

In May 2017, the FASB issued ASU No. 2017-09, “Compensation—Stock Compensation (Topic 718): Scope of Modification Accounting.” The purpose
of this ASU is to reduce both the diversity in practice and the cost and complexity when applying Topic 718 to a change to the terms and conditions of share-
based payment awards. This guidance will be effective for the Company beginning January 1, 2018. Early adoption is permitted. The amendments in this ASU
should be applied prospectively to an award modified on or after the adoption date. The Company is currently evaluating the impact of this updated standard
on its consolidated financial statements.

In June 2016, the FASB issued ASU No. 2016-13, “Financial Instruments – Credit Losses (Topic 326): Measurement of Credit Losses on Financial
Instruments.” The purpose of this ASU is to require a financial asset measured at amortized cost basis to be presented at the net amount expected to be
collected. Credit losses relating to available-for-sale debt securities should be recorded through an allowance for credit losses. This ASU is effective
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for interim and annual reporting periods starting January 1, 2020. The Company is currently evaluating the impact of this guidance on its consolidated financial
statements.

In February 2016, the FASB issued ASU No. 2016-02, “Leases (Topic 842).” The amendments in this update require lessees, among other things, to
recognize lease assets and lease liabilities on the balance sheet for those leases classified as operating leases under previous authoritative guidance. This
update also introduces new disclosure requirements for leasing arrangements. ASU 2016-02 will be effective for the Company beginning January 1, 2019.
Early adoption is permitted. The Company is currently evaluating the impact of this update on its consolidated financial statements.

In May 2014, the FASB issued ASU No. 2014-09, “Revenue from Contracts with Customers (Topic 606),” which amends the revenue recognition
requirements in the FASB Accounting Standards Codification. Under the new standard, revenue is recognized when a customer obtains control of promised
goods or services and is recognized in an amount that reflects the consideration that the entity expects to receive in exchange for those goods and services. In
addition, the standard requires disclosure of the nature, amount, timing, and uncertainty of revenue and cash flows arising from contracts with customers.  The
FASB has recently issued several amendments to the standard, including clarification on accounting for licenses of intellectual property and identifying
performance obligations.

The standard permits two methods of adoption: retrospectively to each prior reporting period presented (full retrospective), or retrospectively with the
cumulative effect of initially applying this statement recognized at the date of initial application (modified retrospective transition method). The new standard will
be effective for the Company beginning January 1, 2018, with an option to early adopt. The Company plans to adopt the standard on the effective date, but has
not made a determination on the adoption method.

The Company is currently assessing the impact of the new standard on its accounting policies, processes, and controls, including system
requirements, and has assigned internal resources and engaged third party service providers to assist in its assessment.  Based on the Company’s current
assessment, areas it believes might be affected by the Company’s adoption of the revenue recognition standard are related to the period of recognition of
deferred revenue, particularly in the Carrier segment, the estimation of variable consideration, the accounting for contract modifications, and the allocation of
the transaction price to the Company’s multiple performance obligations.  In addition, the Company expects an impact from the adoption of the new standard
related to the Company’s costs to fulfill certain contracts as well as its costs to obtain contracts with customers, which are both currently expensed as
incurred.  The Company also is assessing the impact of this standard on the recognition of brokerage service commission revenue, the disclosure changes in
its consolidated financial statements, and the transition approach that will be applied. The Company cannot reasonably estimate quantitative information
related to the impact of the new standard on the Company’s financial statements at this time, but anticipates the standard will have a material impact on its
consolidated financial statements, particularly on deferred revenue.
 

3. Net Loss Per Common Share

Diluted loss per common share is the same as basic loss per common share for all periods presented because the effects of potentially dilutive items
were anti-dilutive given the Company’s net loss. The following common share equivalent securities have been excluded from the calculation of weighted
average common shares outstanding because the effect is anti-dilutive for the periods presented:
 

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
Anti-Dilutive Common Share Equivalents  2017   2016   2017   2016  
Restricted stock units   1,981,488   1,522,718   1,981,488   1,522,718 
Stock options   281,840   1,393,358   281,840   1,393,358 
Warrant to purchase common stock   -   580,813   -   580,813 
Employee Stock Purchase Plan   3,566   -   3,566   - 
Total anti-dilutive common share equivalents   2,266,894   3,496,889   2,266,894   3,496,889
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Basic and diluted net loss per common share is calculated as follows:

 

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2017   2016   2017   2016  

Numerator:                 
Net loss  $ (6,674)  $ (8,603)  $ (18,868)  $ (32,959)

Net loss attributable to common stockholders  $ (6,674)  $ (8,603)  $ (18,868)  $ (32,959)
Denominator:                 

Weighted-average common shares outstanding, basic and diluted   31,181,141   29,651,230   30,974,116   29,442,023 
Net loss per common share, basic and diluted  $ (0.21)  $ (0.29)  $ (0.61)  $ (1.12)

 

4. Fair Value Measurement

The carrying amounts of certain of the Company’s financial instruments, including cash and cash equivalents, net accounts receivable, accounts
payable and other accrued liabilities, and accrued compensation and benefits, approximate fair value due to their short-term nature. The carrying value of the
Company’s financing obligations and revolving line of credit approximates fair value, considering the borrowing rates currently available to the Company with
similar terms and credit risks.

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

 Level 1. Quoted prices (unadjusted) in active markets for identical assets or liabilities.

 Level 2. Other inputs that are directly or indirectly observable in the marketplace.

 Level 3. Unobservable inputs for which there is little or no market data, which require the Company to develop its own assumptions.

Assets and Liabilities Measured at Fair Value on a Recurring Basis

The Company evaluates its financial assets and liabilities subject to fair value measurements on a recurring basis to determine the appropriate level to
classify them for each reporting period. This determination requires significant judgments to be made.
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The following tables present information about the Company’s assets and liabilities that are measured at fair value on a recurring basis using the
above categories, as of the periods presented.
 

  September 30, 2017  
Description  Level 1   Level 2   Level 3   Total  
Cash Equivalents:                 

Money market mutual funds (1)  $ 49,219  $ —  $ —  $ 49,219 
Total assets  $ 49,219  $ —  $ —  $ 49,219

 

 
  December 31, 2016  

Description  Level 1   Level 2   Level 3   Total  
Cash Equivalents:                 

Money market mutual funds (1)  $ 51,285  $ —  $ —  $ 51,285 
Total assets  $ 51,285  $ —  $ —  $ 51,285

 

________________

(1) Money market funds are classified as cash equivalents in the Company’s unaudited consolidated balance sheets. As short-term, highly liquid
investments readily convertible to known amounts of cash with remaining maturities of three months or less at the time of purchase, the Company’s
cash equivalent money market funds have carrying values that approximate fair value.

 

5. Marketable Securities

Marketable securities consist of corporate bonds, commercial paper, U.S. Treasury and agency bonds and are classified as held-to-
maturity. Investments held in marketable securities had contractual maturities of less than one month as of December 31, 2016. As of September 30, 2017 the
Company did not have any marketable securities. The following presents information about the Company’s marketable securities as of:
 

  December 31, 2016  
Aggregate cost basis and net carrying amount  $ 2,007 
Gross unrealized holding gains   - 
Gross unrealized holding losses   - 
Aggregate fair value determined by Level 2 inputs  $ 2,007

 

 
No investments were in an unrealized loss position as of December 31, 2016.

 

6. Revolving Line of Credit

As of September 30, 2017 and December 31, 2016, the amount outstanding under the Company’s revolving line of credit was $60,246 and $40,246,
respectively. As of September 30, 2017, the additional amount available to borrow, adjusted by the borrowing base limit, was $7,505 and the interest rate was
5.25%.

In January 2017, the Company repaid $20,000 of the amount outstanding under its line of credit.  In March 2017, the Company borrowed $28,000
under its line of credit for general operating purposes.  In the three months ended June 30, 2017, the Company repaid $21,000 of the amount outstanding
under its line of credit.  In June 2017, the Company borrowed $25,000 for general operating purposes.  In July 2017, the Company repaid $20,000 of the
amount outstanding under its line of credit.  In September 2017, the Company borrowed $28,000 for general operating purposes.

 

7. Stock-based Compensation

Restricted Stock Units

During the nine months ended September 30, 2017, the Company granted 607,652 restricted stock units to employees and officers with an aggregate
grant date fair value of $18,147. These restricted stock units vest in equal annual installments generally over the 4 years from the grant date.  The Company
amortizes the grant date fair value of the stock subject to the restricted stock units on a straight-line basis over the period of vesting.

The table below sets forth information regarding performance restricted stock units granted by the Company to employees and officers during the nine
months ended September 30, 2017.
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Performance Restricted Stock Units          

Grant Date  Vesting Term  Vesting Range  
Quantity
Granted   

Aggregate Grant
Date Fair Value   

Aggregate Grant Date
Fair Value at Target  

3/31/2017 1 Year  0-100%  28,594  $ 799  $ 799 
3/31/2017 4 Years  0-100  94,121   2,631   1,754 

4/1/2017 1 Year  0-100  42,715   1,166   1,166 
4/1/2017 4 Years  0-100  187,354   5,115   3,410 
4/1/2017 2 Years  0-100  69,424   1,895   948 
8/1/2017 4 Years  50-100  21,740   766   383 

8/14/2017 1 Year  50-100  1,513   44   44 
8/14/2017 4 Years  33.3-100  3,783   109   73 

Total       449,244  $ 12,525  $ 8,577
 

Vesting of the performance restricted stock units is contingent upon meeting various specific annual financial and/or sales growth targets for 2017
and satisfying the respective service requirement. The actual number of shares issued upon vesting of performance restricted stock units could range from 0%
to 100% of the number granted, as presented in the table.  If the targets and service requirements are met, vesting occurs in equal annual installments over the
various vesting terms as presented in the table. Certain awards were granted in lieu of a portion of the target cash bonus that would otherwise be payable
under the Company’s Management Incentive Bonus Program for the calendar year ended 2017.

 

8. Stockholders’ Deficit

Common Stock

The holders of common stock are entitled to one vote for each share.  The voting, dividend and liquidation rights of the holders of common stock are
subject to and qualified by the rights, powers and preferences of the holders of preferred stock.

At the 2017 annual meeting of stockholders of the Company, stockholders approved the Benefitfocus, Inc. Amended and Restated 2012 Stock Plan
(the “Plan”), which increases the total number of shares of common stock reserved for issuance under the Plan by 2,700,000 shares to 9,244,525 shares and
includes other administrative changes.

On August 24, 2017, warrants to purchase 580,813 shares of common stock expired unexercised.

At September 30, 2017, the Company had reserved a total of 5,083,224 of its authorized 50,000,000 shares of common stock for future issuance as
follows:
 

Outstanding stock options   281,840 
Restricted stock units   1,981,488 
Available for future issuance under stock award plans   2,681,631 
Available for future issuance under ESPP   138,265 
Total common shares reserved for future issuance   5,083,224

 

 

9. Income Taxes

The Company’s effective federal tax rate for the three and nine months ended September 30, 2017 was less than one percent, primarily as a result of
estimated tax losses for the fiscal year to date offset by the increase in the valuation allowance in the net operating loss carryforwards. Current tax expense
relates to estimated state income taxes.
 

10. Segments and Geographic Information

Operating segments are defined as components of an enterprise for which discrete financial information is available that is evaluated regularly by the
chief operating decision maker (“CODM”) for purposes of allocating resources and evaluating financial performance. The Company’s CODM, the Chief
Executive Officer, reviews financial information presented on a consolidated basis, accompanied by information about operating segments, for purposes of
allocating resources and evaluating financial performance.

The Company’s reportable segments are based on the type of customer. The Company determined its operating segments to be: Employer, which
derives substantially all of its revenue from customers that use the
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Company’s services for the provision of benefits to their employees, and administrators acting on behalf of employers; and Carrier, which derives substantially
all of its revenue from insurance companies that provide coverage at their own risk.

Segments are evaluated based on gross profit. The Company does not allocate interest income, interest expense or income tax expense by segment.
Accordingly, the Company does not report such information. Additionally, Employer and Carrier segments share the majority of the Company’s assets.
Therefore, no segment asset information is reported.

 

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2017   2016   2017   2016  
Revenue from external customers by segment:                 

Employer  $ 40,149  $ 35,371  $ 119,626  $ 103,825 
Carrier   22,304   22,651   70,346   66,863 

Total net revenue from external customers  $ 62,453  $ 58,022  $ 189,972  $ 170,688 
Depreciation and amortization by segment:                 

Employer  $ 2,522  $ 2,071  $ 7,531  $ 5,838 
Carrier   1,381   1,238   4,317   3,781 

Total depreciation and amortization  $ 3,903  $ 3,309  $ 11,848  $ 9,619 
Gross profit by segment:                 

Employer  $ 16,603  $ 13,881  $ 49,876  $ 41,432 
Carrier   15,383   15,029   49,200   41,097 

Total gross profit  $ 31,986  $ 28,910  $ 99,076  $ 82,529
 

 

11. Related Parties

Related Party Leasing Arrangements

The Company leases its office space at its Charleston, South Carolina headquarters campus under the terms of three non-cancellable leases from
entities with which two of the Company’s directors, significant stockholders, and executives are affiliated. The Company’s headquarters building lease and an
additional building lease are accounted for as build-to-suit leases and recorded as financing obligations in the Consolidated Balance Sheets. The remaining
lease, also for office space, is accounted for as a capital lease. The three lease agreements have 15-year terms ending on December 31, 2031, with Company
options to renew for five additional years. The arrangements provide for 3.0% fixed annual rent increases. Payments under these agreements were $2,374 and
$2,430 for the three months ended September 30, 2017 and 2016, respectively, and $7,938 and $8,096 for the nine months ended September 30, 2017 and
2016, respectively. Other amounts due to the related parties were $679 and $854 as of September 30, 2017 and December 31, 2016, respectively, and were
recorded in “Accrued expenses.”

Other Related Party Expenses

The Company utilizes the services of three companies that are owned and controlled by a Company director, significant stockholder, and executive.
The companies provide construction project management services and private air transportation. There were no expenses related to these companies for the
three months ended September 30, 2017.  Expenses related to these companies were $13 for the three months ended September 30, 2016, and $19 and $50
for the nine months ended September 30, 2017 and 2016, respectively.  There were no amounts due to these companies as of September 30, 2017 or
December 31, 2016.

Related Party Revenues

Mercer became a related party when the Company sold it over 10% beneficial ownership of the Company’s outstanding common stock in February
2015. On August 24, 2017, Mercer’s warrant to purchase common stock of the Company expired unexercised resulting in Mercer’s beneficial ownership of the
Company falling below 10%. Accordingly, as of that date, the Company no longer considers Mercer a related party. As of September 30, 2017, Mercer
beneficially owned 9.0% of the Company’s outstanding common stock. For the periods July 1, 2017 to August 24, 2017 and January 1, 2017 to August 24,
2017, revenue from Mercer was $4,069 and $18,638, respectively.  For the three and nine months ended September 30, 2016, revenue from Mercer was
$5,960 and $18,218, respectively, and was reflected in “Revenues,” within the accompanying statements of operations and comprehensive loss. The amount
due from Mercer was $4,626 as of  December 31, 2016. The amount of deferred revenue associated with Mercer was $7,683 as of December 31, 2016 and
was reflected in the balances of deferred revenue in the consolidated balance sheets.
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Related Party Revolving Line of Credit

In conjunction with an amendment to the Company’s revolving line of credit agreement in October 2016, Goldman Sachs Lending Partners, LLC was
added to the lending syndicate. Goldman Sachs Lending Partners, LLC is an affiliate of The Goldman Sachs Group, Inc., as are the Goldman Sachs funds that
owned approximately 20.0% of the Company’s outstanding common stock as of September 30, 2017.  Goldman Sachs Lending Partners, LLC committed
$10,000 to the revolving commitment and therefore loans the Company approximately 10.5% of all amounts borrowed under the credit facility. Accordingly,
amounts due to Goldman Sachs Lending Partners, LLC was approximately $6,326 of the $60,246 outstanding under the revolving line of credit as of
September 30, 2017 and $4,226 of the $40,246 outstanding under the revolving line of credit as of December 31, 2016.
 

12. Subsequent Events

Restricted Stock Units

On October 1, 2017, the Company granted 29,458 restricted stock units with an aggregate grant date fair value of $994.  The restricted stock units
generally vest in equal annual installments of over 4 years from the grant date.

Common Stock

During October 2017, employees exercised stock options and restricted stock units vested resulting in the issuance of 72,147 shares.

Revolving Line of Credit

In October 2017, the Company repaid $28,000 under its revolving line of credit.
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SPECIAL NOTE REGARDING 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. Such
forward-looking statements include any expectation of earnings, revenue or other financial items; any statements of the plans, strategies and objectives of
management for future operations; factors that may affect our operating results; statements about our ability to retain and hire necessary associates and
appropriately staff our operations; statements about our ability to establish and maintain intellectual property rights; statements related to future capital
expenditures; statements related to future economic conditions or performance; statements as to industry trends; and other matters that do not relate strictly to
historical facts or statements of assumptions underlying any of the foregoing. 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,” “might,” “will,” “plan,” “project,” “seek,” “should,” “target,”
“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 discussed in the section titled “Risk Factors”
included in Item 1A of Part II of this Quarterly Report on Form 10-Q, and the risks discussed in our other SEC filings. 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.

As used in this report, the terms “Benefitfocus, Inc.,” “Benefitfocus,” “Company,” “company,” “we,” “us,” and “our” mean Benefitfocus, Inc. and its
subsidiaries unless the context indicates otherwise.
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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 consolidated financial
statements and related notes appearing elsewhere in this Quarterly Report on Form 10-Q and with the financial statements, related notes and Management’s
Discussion and Analysis of Financial Condition and Results of Operations in our Annual Report on Form 10-K for the fiscal year ended December 31, 2016.
The following discussion contains forward-looking statements that reflect our plans, estimates and beliefs. Our actual results could differ materially from those
discussed in the forward-looking statements. Factors that could cause or contribute to such differences include, but are not limited to, those discussed in the
section titled “Risk Factors” included in Item 1A of Part II of this Quarterly Report on Form 10-Q, and the risks discussed in our other SEC filings.

Overview

Benefitfocus provides a leading cloud-based benefits management platform for consumers, employers, insurance carriers, and brokers. The
Benefitfocus Platform simplifies how organizations and individuals shop for, enroll in, manage, and exchange benefits. Our employer and insurance carrier
customers rely on our platform to manage, scale and exchange data. Our web-based platform has a user-friendly interface designed to enable the insured
consumers to access all of their benefits in one place. Our comprehensive solutions support core benefits plans, including healthcare, dental, life, and disability
insurance, and voluntary benefits offerings such as income protection, digital health and financial wellness. As the number of employer benefits plans has
increased, with each plan subject to many different business rules and requirements, demand for the Benefitfocus Platform has grown.

We serve two separate but related market segments. Our fastest growing market segment, the employer market, consists of employers offering
benefits to their employees. Within this segment, we mainly target large employers with more than 1,000 employees, of which we believe there are over 18,000
in the United States. In our other market segment, we sell our solutions to insurance carriers, enabling us to expand our overall footprint in the benefits
marketplace by aggregating many key constituents, including consumers, employers, and brokers. Our business model capitalizes on the close relationship
between carriers and their members, and the carriers’ ability to serve as lead generators for potential employer customers. Carriers pay for services at a rate
reflective of the aggregated nature of their customer base on a per application basis. Carriers can then deploy their applications to employer groups and
members. As employers become direct customers through our employer segment, we provide them our platform offering that bundles many software
applications into a comprehensive benefits solution through Benefitfocus Marketplace. We believe our presence in both the employer and insurance carrier
markets gives us a strong position at the center of the benefits ecosystem.

We sell the Benefitfocus Platform on a subscription basis, typically through annual contracts with employer customers and multi-year contracts with our
insurance carrier customers, with subscription fees paid monthly, quarterly and annually. The multi-year contracts with our carrier customers are generally only
cancellable by the carrier in an instance of our uncured breach, although some of our carrier customers are able to terminate their respective contracts without
cause or for convenience. Software services revenue accounted for approximately 85% of our total revenue during each of the three-month periods ended
September 30, 2017 and 2016, and 86% and 88% of our total revenue during the nine months ended September 30, 2017 and 2016, respectively.

Another component of our revenue is professional services. We derive the majority of our professional services revenue from the implementation of
our customers onto our platform, which typically includes discovery, configuration and deployment, integration, testing, and training. In general, it takes from
four to five months to implement a new employer customer’s benefits systems and eight to 10 months to implement a new carrier customer’s benefits systems.
We also provide customer support services and customized media content that supports our customers’ effort to educate and communicate with consumers.
Professional services revenue accounted for approximately 15% of our total revenue during each of the three-month periods ended September 30, 2017 and
2016, and 14% and 13% of our total revenue during the nine months ended September 30, 2017 and 2016, respectively.

Increasing our base of large employer customers is an important source of revenue growth for us. We actively pursue new employer customers in the
U.S. market, and we have increased the number of large employer customers utilizing our solutions from 141 as of December 31, 2010 to 903 as of September
30, 2017. We believe that our continued innovation and new solutions, such as online benefits marketplaces, also known as private exchanges, enhanced
mobile offerings, and more robust data analytics capabilities will help us attract additional large employer customers and increase our revenue from existing
customers.

We believe that there is a substantial market for our services, and we have been investing in growth over the past five years. In particular, we have
continued to invest in technology and services to better serve our larger employer customers, which we believe are an important source of growth for our
business. We have also substantially increased our marketing and sales efforts and expect those increased efforts to continue. As we have invested in growth,
we have had operating losses in each of the last six years, and expect our operating losses to
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continue for at least the next year. Due to the nature of our customer relationships, which have been stable in spite of some customer losses over the past
years, and the subscription nature of our financial model, we believe that our current investment in growth should lead to substantially increased revenue,
which will allow us to achieve profitability in the relatively near future. Of course, our ability to achieve profitability will continue to be subject to many factors
beyond our control.

Key Financial and Operating Performance Metrics

We regularly monitor a number of financial and operating metrics in order to measure our current performance and project our future performance.
These metrics help us develop and refine our growth strategies and make strategic decisions. We discuss revenue, gross margin, and the components of
operating loss, as well as segment revenue and segment gross profit, in “Management’s Discussion and Analysis of Financial Condition and Results of
Operations—Components of Operating Results”. In addition, we utilize other key metrics as described below.

Number of Large Employer and Carrier Customers

We believe the number of large employer and carrier customers is a key indicator of our market penetration, growth, and future revenue. We intend to
continue to invest in our sales force to grow our customer base. We generally define a customer as an entity with an active software services contract as of the
measurement date. The following table sets forth the number of large employer and carrier customers for the periods indicated:
 

  As of September 30,  
  2017   2016  

Number of customers:         
Large employer   903   827 
Carrier   54   53

 

 

Software Services Revenue Retention Rate

We believe that our ability to retain our customers and expand the revenue they generate for us over time is an important component of our growth
strategy and reflects the long-term value of our customer relationships. We measure our performance on this basis using a metric we refer to as our software
services revenue retention rate. We calculate this metric for a particular period by establishing the group of our customers that had active contracts for a given
period. We then calculate our software services revenue retention rate by taking the amount of software services revenue we recognized for this group in the
subsequent comparable period (for which we are reporting the rate) and dividing it by the software services revenue we recognized for the group in the prior
period.

For the three- and nine-month periods ended September 30, 2017 and 2016, our software services revenue retention rate exceeded 95%.

Adjusted EBITDA

Adjusted EBITDA represents our earnings before net interest, taxes, and depreciation and amortization expense, adjusted to eliminate stock-based
compensation, impairment of goodwill and intangible assets, and costs not core to our business. We believe that the exclusion of the expenses eliminated in
calculating adjusted EBITDA can provide a useful measure for period-to-period comparisons of our core business. Accordingly, we believe that adjusted
EBITDA provides useful information to investors and others in understanding and evaluating our operating results. However, adjusted EBITDA is not a
measure calculated in accordance with United States generally accepted accounting principles, or GAAP, and should not be considered as an alternative to
any measure of financial performance calculated and presented in accordance with GAAP.

Our use of adjusted EBITDA as an analytical tool has limitations, and you should not consider it in isolation or as a substitute for analysis of our
financial results as reported under GAAP. Some of these limitations are:

 • although depreciation and amortization are non-cash charges, the assets being depreciated and amortized might have to be replaced in the
future, and adjusted EBITDA does not reflect cash capital expenditure requirements for such replacements or for new capital expenditure
requirements;

 • adjusted EBITDA does not reflect changes in, or cash requirements for, our working capital needs;  

 • adjusted EBITDA does not reflect the potentially dilutive impact of stock-based compensation;
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 • adjusted EBITDA does not reflect interest or tax payments that would reduce the cash available to us; and

 • other companies, including companies in our industry, might calculate adjusted EBITDA or a similarly titled measure differently, which reduces
their usefulness as comparative measures.

Because of these and other limitations, you should consider adjusted EBITDA alongside other GAAP-based financial performance measures, including
various cash flow metrics, gross profit, net loss and our other GAAP financial results. The following table presents for each of the periods indicated a
reconciliation of adjusted EBITDA to the most directly comparable GAAP financial measure, net loss (in thousands):

 

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2017   2016   2017   2016  

Reconciliation from Net Loss to Adjusted EBITDA:                 
Net loss  $ (6,674)  $ (8,603)  $ (18,868)  $ (32,959)

Depreciation   3,053   2,482   9,245   7,344 
Amortization of software development costs   785   762   2,409   2,081 
Amortization of acquired intangible assets   65   65   194   194 
Interest income   (55)   (25)   (129)   (117)
Interest expense on building lease financing obligations   1,864   1,704   5,585   5,130 
Interest expense on other borrowings   1,254   262   3,526   691 
Income tax expense   5   5   10   15 
Stock-based compensation expense   4,396   4,427   11,646   13,610 
Costs not core to our business   359   -   480   - 

Total net adjustments   11,726   9,682   32,966   28,948 
Adjusted EBITDA  $ 5,052  $ 1,079  $ 14,098  $ (4,011)

Components of Operating Results

Revenue

We derive the majority of our revenue from software services fees, which consist primarily of monthly subscription fees paid to us by our employer and
carrier customers for access to, and usage of, our cloud-based benefits software solutions for a specified contract term. We also derive revenue from
professional services fees, which primarily include fees related to the implementation of our customers onto our platform. Our professional services typically
include discovery, configuration and deployment, integration, testing, and training.

The following table sets forth a breakdown of our revenue between software services and professional services for the periods indicated (in
thousands):
 

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2017   2016   2017   2016  

Software services  $ 53,125  $ 49,296  $ 163,399  $ 149,309 
Professional services   9,328   8,726   26,573   21,379 
Total revenue  $ 62,453  $ 58,022  $ 189,972  $ 170,688

 

 

We generally recognize software services fees monthly based on the number of employees covered by the relevant benefits plans at contracted rates
for a specified period of time, provided that an enforceable contract has been signed by both parties, access to our software has been granted to the customer
and it is available for their use, the fee for the software services is fixed or determinable, and collection is reasonably assured.

We recognize revenue from professional services with standalone value, for example implementation services for the Benefitfocus Marketplace
solution in the Employer segment, at the time that the professional services have been completed. We defer recognition of our professional services fees paid
by customers related to implementation services that are determined to not have stand-alone value and are sold with our software services, and recognize
them, beginning once the software services have commenced, ratably over the longer of the contract term or the estimated expected life of the customer
relationship, which was 7 years. We periodically evaluate the term over which revenue is recognized for professional services as we gain more experience with
customer contract renewals.
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We generally invoice our employer and carrier customers for software services in advance, in monthly, quarterly or annual installments. We invoice our
employer customers for implementation fees at the inception of the arrangement. We generally invoice our carrier customers for implementation fees at various
contractually defined times throughout the implementation process. Implementation fees that have been invoiced are initially recorded as deferred revenue until
recognized to revenue as described above.

We earn commissions from brokerage services from our voluntary benefit insurance offerings.  We recognize revenue when these commissions are
earned.

Overhead Allocation

Expenses associated with our facilities, security, information technology, and depreciation and amortization, are allocated between cost of revenue and
operating expenses based on employee headcount determined by the nature of work performed.

Cost of Revenue

Cost of revenue primarily consists of salaries and other personnel-related costs, including benefits, bonuses, and stock-based compensation, for
employees, whom we refer to as associates, providing services to our customers and supporting our SaaS platform infrastructure. Additional expenses in cost
of revenue include co-location facility costs for our data centers, depreciation expense for computer equipment directly associated with generating revenue,
infrastructure maintenance costs, professional fees, amortization expenses associated with capitalized software development costs, allocated overhead, and
other direct costs.

We expense our cost of revenue as we incur the costs. However, the related revenue from fees we receive for our implementation services, performed
before a customer is operating on our platform, that is determined to not have stand-alone value is deferred until the commencement of the monthly
subscription and recognized as revenue ratably over the longer of the related contract term or the estimated expected life of the customer relationship. For
those implementation services that have standalone value, the related revenue is recognized as revenue upon completion of service. Therefore, the cost
incurred in providing these services is expensed in periods prior to the recognition of the corresponding revenue. Our cost associated with providing
implementation services has been significantly higher as a percentage of revenue than our cost associated with providing our monthly subscription services
due to the labor associated with implementation.

We plan to continue to expand our capacity to support our growth, which will result in higher cost of revenue in absolute dollars. However, we expect
cost of revenue as a percentage of revenue to decline and gross margins to increase primarily from the growth of the percentage of our revenue from large
employers and the realization of economies of scale driven by retention of our customer base.  

Operating Expenses

Operating expenses consist of sales and marketing, research and development, and general and administrative expenses. Salaries and personnel-
related costs are the most significant component of each of these expense categories. We expect to continue to hire new associates in these areas in order to
support our anticipated revenue growth; however, we expect to decrease our operating expenses, as a percentage of revenue, as we achieve economies of
scale.

Sales and marketing expense.    Sales and marketing expense consists primarily of salaries and other personnel-related costs, including benefits,
bonuses, stock-based compensation, and commissions for our sales and marketing associates. We record expense for commissions at the time of contract
signing. Additional expenses include advertising, lead generation, promotional event programs, corporate communications, travel, and allocated overhead. For
instance, our most significant promotional event is One Place, which we have held annually. We expect our sales and marketing expense to increase, in
absolute dollars, in the foreseeable future as we further increase the number of our sales and marketing professionals and expand our marketing activities in
order to continue to grow our business.

Research and development expense.    Research and development expense consists primarily of salaries and other personnel-related costs, including
benefits, bonuses, and stock-based compensation for our research and development associates. Additional expenses include costs related to the
development, quality assurance, and testing of new technology, and enhancement of our existing platform technology, consulting, travel, and allocated
overhead. We believe continuing to invest in research and development efforts is essential to maintaining our competitive position. We expect our research and
development expense to decrease, as a percentage of revenue, as we achieve economies of scale.
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General and administrative expense.    General and administrative expense consists primarily of salaries and other personnel-related costs, including
benefits, bonuses, and stock-based compensation for administrative, finance and accounting, information systems, legal, and human resource associates.
Additional expenses include consulting and professional fees, insurance and other corporate expenses, and travel. We expect our general and administrative
expenses to increase in absolute terms as a result of ongoing public company costs, including those associated with compliance with the Sarbanes-Oxley Act
and other regulations governing public companies, increased costs of directors’ and officers’ liability insurance, and increased professional services expenses,
particularly associated with the new revenue recognition standard.

Other Income and Expense

Other income and expense consists primarily of interest income and expense and gain (loss) on disposal of property and equipment. Interest income
represents interest received on our cash and cash equivalents and marketable securities. Interest expense consists primarily of the interest incurred on
outstanding borrowings under our financing obligations, capital leases and credit facility.

Income Tax Expense

Income tax expense consists of U.S. federal and state income taxes. We incurred minimal income tax expense for the three and nine months ended
September 30, 2017 and 2016.

Results of Operations

Consolidated Statements of Operations Data

The following table sets forth our consolidated statements of operations data for each of the periods indicated (in thousands).

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2017   2016   2017   2016  

Revenue  $ 62,453  $ 58,022  $ 189,972  $ 170,688 
Cost of revenue(1)   30,467   29,112   90,896   88,159 
Gross profit   31,986   28,910   99,076   82,529 
Operating expenses:                 

Sales and marketing(1)   16,180   13,607   51,103   41,942 
Research and development(1)   12,568   14,081   37,222   43,276 
General and administrative(1)   6,853   7,746   20,487   24,415 

Total operating expenses   35,601   35,434   108,812   109,633 
Loss from operations   (3,615)   (6,524)   (9,736)   (27,104)
Other income (expense):                 

Interest income   55   25   129   117 
Interest expense on building lease financing obligations   (1,864)   (1,704)   (5,585)   (5,130)
Interest expense on other borrowings   (1,254)   (262)   (3,526)   (691)
Other income (expense)   9   (133)   (140)   (136)

Total other expense, net   (3,054)   (2,074)   (9,122)   (5,840)
Loss before income taxes   (6,669)   (8,598)   (18,858)   (32,944)
Income tax expense   5   5   10   15 
Net loss  $ (6,674)  $ (8,603)  $ (18,868)  $ (32,959)

 

 (1) Cost of revenue and operating expenses include stock-based compensation expense as follows (in thousands):

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2017   2016   2017   2016  

Cost of revenue  $ 682  $ 754  $ 1,803  $ 2,072 
Sales and marketing   1,319   886   3,575   2,356 
Research and development   743   1,011   2,200   3,538 
General and administrative   1,652   1,776   4,068   5,644
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The following table sets forth our consolidated statements of operations data as a percentage of revenue for each of the periods indicated (as a
percentage of revenue):

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,   
  2017   2016   2017   2016   

Revenue   100.0 %  100.0 %  100.0 %  100.0 %
Cost of revenue   48.8   50.2   47.8   51.6  
Gross profit   51.2   49.8   52.2   48.4  
Operating expenses:                  

Sales and marketing   25.9   23.5   26.9   24.6  
Research and development   20.1   24.3   19.6   25.4  
General and administrative   11.0   13.4   10.8   14.3  

Total operating expenses   57.0   61.1   57.3   64.2  
Loss from operations   (5.8)   (11.2)   (5.1)   (15.9)  
Other income (expense):                  

Interest income   0.1   -   0.1   0.1  
Interest expense on building lease financing obligations   (3.0)   (2.9)   (2.9)   (3.0)  
Interest expense on other borrowings   (2.0)   (0.5)   (1.9)   (0.4)  
Other income (expense)   -   (0.2)   (0.1)   (0.1)  

Total other expense, net   (4.9)   (3.6)   (4.8)   (3.4)  
Loss before income taxes   (10.7)   (14.8)   (9.9)   (19.3)  
Income tax expense   -   -   -   -  
Net loss   (10.7) %  (14.8) %  (9.9) %  (19.3) %

Our Segments

The following table sets forth segment results for revenue and gross profit for the periods indicated (in thousands):

  
Three Months Ended

September 30,   
Nine Months Ended

September 30,  
  2017   2016   2017   2016  

Revenue from external customers by segment:                 
Employer  $ 40,149  $ 35,371  $ 119,626  $ 103,825 
Carrier   22,304   22,651   70,346   66,863 

Total net revenue from external customers  $ 62,453  $ 58,022  $ 189,972  $ 170,688 
Gross profit by segment:                 

Employer  $ 16,603  $ 13,881  $ 49,876  $ 41,432 
Carrier   15,383   15,029   49,200   41,097 

Total gross profit  $ 31,986  $ 28,910  $ 99,076  $ 82,529
 

 

22



Comparison of Three Months Ended September 30, 2017 and 2016

Revenue
  Three Months Ended September 30,            
  2017    2016            
      Percentage of        Percentage of    Period-to-Period Change   
  Amount   Revenue    Amount   Revenue    Amount   Percentage   

  (in thousands)            
Software services  $ 53,125   85.1 %  $ 49,296   85.0 %  $ 3,829   7.8 %
Professional services   9,328   14.9    8,726   15.0    602   6.9  
Total revenue  $ 62,453   100.0 %  $ 58,022   100.0 %  $ 4,431   7.6 %

Growth in software services revenue in absolute terms was primarily attributable to existing customers adding covered lives to our offerings, or volume
increases, and purchasing additional products, as well as the net addition of new customers, as the number of large employer and carrier customers increased
to 957 as of September 30, 2017 from 880 as of September 30, 2016.

The increase in professional services revenue was attributable to customer-specific consulting and enhancements partially offset by decreases in
implementation revenue.

Segment Revenue
  Three Months Ended September 30,            
  2017    2016            
      Percentage of        Percentage of    Period-to-Period Change   
  Amount   Revenue    Amount   Revenue    Amount   Percentage   

  (in thousands)            
Employer  $ 40,149   64.3 %  $ 35,371   61.0 %  $ 4,778   13.5 %
Carrier   22,304   35.7    22,651   39.0    (347)   (1.5)  
Total revenue  $ 62,453   100.0 %  $ 58,022   100.0 %  $ 4,431   7.6 %

Growth in our employer revenue in absolute terms was primarily attributable to a $4.6 million increase in our employer software services revenue
driven by volume increases and additional products sold to existing customers, as well as the addition of new customers.  

The decrease in carrier revenue in absolute terms was primarily attributable to a decrease of $0.8 million in software services revenue offset by a $0.4
million increase in professional services revenue. The decrease in carrier software services revenue was primarily driven by a large carrier customer that
transitioned a segment of its business from our platform to an internal solution.
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Cost of Revenue
  Three Months Ended September 30,            
  2017    2016            
      Percentage of        Percentage of    Period-to-Period Change   
  Amount   Revenue    Amount   Revenue    Amount   Percentage   

  (in thousands)            
Cost of revenue  $ 30,467   48.8 % $ 29,112   50.2 % $ 1,355   4.7 %

The increase in cost of revenue in absolute terms was attributable to an increase in salaries, personnel-related costs and professional fees to support
our growing customer base and platform. Cost of revenue decreased as a percentage of revenue as we continue to achieve economies of scale.

 

Gross Profit
  Three Months Ended September 30,            
  2017    2016            
      Percentage of        Percentage of    Period-to-Period Change   
  Amount   Revenue    Amount   Revenue    Amount   Percentage   

  (in thousands)            
Software services  $ 32,733   61.6 %  $ 29,243   59.3 %  $ 3,490   11.9 %
Professional services   (747)   (8.0)    (333)   (3.8)    (414)   124.3  
Gross profit  $ 31,986   51.2 %  $ 28,910   49.8 %  $ 3,076   10.6 %

The increase in software services gross profit in absolute terms was driven by a $3.8 million, or 7.8%, increase in software services revenue partially
offset by an increase of $0.3 million in software services cost of revenue as we continued to achieve economies of scale. Software services cost of revenue
included $0.4 million and $0.5 million of stock-based compensation expense for the three months ended September 30, 2017 and 2016, respectively, and $2.2
million and $2.0 million of depreciation and amortization for the three months ended September 30, 2017 and 2016, respectively.

The increase in professional services gross loss was driven by an increase in professional services cost of revenue of $1.0 million offset by a $0.6
million, or 6.9%, increase in professional services revenue. Professional services cost of revenue included $0.2 million and $0.3 million of stock-based
compensation expense for the three months ended September 30, 2017 and 2016, respectively. In addition, professional services cost of revenue included
$0.3 million and $0.2 million in depreciation and amortization for the three months ended September 30, 2017 and 2016, respectively. As discussed in
“Components of Operating Results—Cost of Revenue,” we expense our cost of revenue as we incur the costs. However, recognition of the related revenue
from implementation services performed before a customer is operating on our platform is generally deferred until the commencement of the monthly
subscription. Therefore, we expense the cost incurred in providing these services prior to the recognition of the corresponding revenue. For this reason, as well
as due to the personnel-related costs associated with providing implementation services, our cost associated with providing implementation services has
typically been higher as a percentage of related revenue than our cost associated with providing our monthly subscription services. 

Segment Gross Profit
  Three Months Ended September 30,             
  2017    2016             
      Percentage of        Percentage of    Period-to-Period Change    
  Amount   Revenue    Amount   Revenue    Amount   Percentage    

  (in thousands)             
Employer  $ 16,603   41.4 %  $ 13,881   39.2 %  $ 2,722   19.6 %  
Carrier   15,383   69.0    15,029   66.4    354   2.4   
Gross profit  $ 31,986   51.2 %  $ 28,910   49.8 %  $ 3,076   10.6 %

 

The increase in employer gross profit in absolute terms was driven by a $4.8 million, or 13.5%, increase in employer revenue partially offset by a $2.1
million, or 9.6%, increase in employer cost of revenue as we continued to achieve economies of scale.  The increase in cost of revenue was primarily
attributable to increased personnel-related costs to support our growing customer base as well as increased depreciation and amortization, technology
infrastructure costs and security-related costs. Our employer cost of revenue included $0.5 million of stock-based compensation expense for each of the three-
month periods ended September 30, 2017 and 2016. In addition, our employer cost of revenue included $1.6 million and $1.3 million of depreciation and
amortization for the three months ended September 30, 2017 and 2016, respectively.
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The increase in carrier gross profit in absolute terms was driven by a decrease in carrier cost of revenue of $0.7 million, or 9.2% partially offset by a
decrease in carrier revenue of $0.3 million, or 1.5%. The decrease in cost of revenue was primarily attributable to a decrease in customer-specific
development, with an increased focus on platform enhancements. Our carrier cost of revenue included $0.2 million of stock-based compensation expense for
each of the three-month periods ended September 30, 2017 and 2016. In addition, carrier cost of revenue included $0.9 million in depreciation and
amortization for each of the three months ended September 30, 2017 and 2016.

Operating Expenses
  Three Months Ended September 30,             
  2017    2016             
      Percentage of        Percentage of    Period-to-Period Change    
  Amount   Revenue    Amount   Revenue    Amount   Percentage    

  (in thousands)             
Sales and marketing  $ 16,180   25.9 %  $ 13,607   23.5 %  $ 2,573   18.9 %  
Research and development   12,568   20.1    14,081   24.3    (1,513)   (10.7)   
General and administrative   6,853   11.0    7,746   13.4    (893)   (11.5)  

 

The increase in sales and marketing expense in absolute terms was primarily attributable to a $1.8 million increase in salaries and personnel-related
costs, including an increase in stock-based compensation of $0.4 million, due to hires of sales and marketing associates. We experienced an increase of $0.3
million in costs related to facilities and overhead allocation, recruiting and professional fees, and an increase of $0.5 million in travel-related costs.

The decrease in research and development expense reflects cost efficiencies during 2017. We experienced a $0.3 million decrease in salaries and
personnel-related costs as a result of a decrease in the number of associates engaged in research and development activities. This decrease includes
approximately $0.3 million decrease in stock-based compensation.  Additionally, costs related to external development and engineering consulting decreased
$1.0 million.  

The decrease in general and administrative expense was comprised of decreases in professional and consulting fees of $0.2 million and a decrease of
$0.7 million in sales tax expense related to resolving liabilities in certain states.  These decreases were partially offset by a net $0.2 million increase in salaries
and personnel-related costs, which includes a decrease of $0.1 million in stock-based compensation expense.
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Comparison of Nine Months Ended September 30, 2017 and 2016

Revenue    

 
  Nine Months Ended September 30,           
  2017    2016           
      Percentage of      Percentage of  Period-to-Period Change  
  Amount   Revenue  Amount   Revenue  Amount   Percentage  

  (in thousands)             
Software services  $ 163,399   86.0 % $ 149,309   87.5 % $ 14,090   9.4 %  
Professional services   26,573   14.0    21,379   12.5    5,194   24.3   
Total revenue  $ 189,972   100.0 % $ 170,688   100.0 % $ 19,284   11.3 %

 

Growth in software services revenue in absolute terms was primarily attributable to volume increases and additional product purchases by existing
customers, as well as the net addition of new customers, as the number of large employer and carrier customers increased to 957 as of September 30, 2017
from 880 as of September 30, 2016.

The increase in professional services revenue was primarily attributable to the recognition of $2.8 million of implementation services provided to newly
activated customers and new products provided to existing customers, and the remainder from existing customer consulting and enhancements.

Segment Revenue
  Nine Months Ended September 30,           
  2017  2016           
      Percentage of      Percentage of  Period-to-Period Change  
  Amount   Revenue  Amount   Revenue  Amount   Percentage  

  (in thousands)             
Employer  $ 119,626   63.0 % $ 103,825   60.8 % $ 15,801   15.2 %  
Carrier   70,346   37.0    66,863   39.2    3,483   5.2   
Total revenue  $ 189,972   100.0 % $ 170,688   100.0 % $ 19,284   11.3 %

 

Growth in our employer revenue was primarily attributable to a $14.1 million increase in our employer software services revenue driven primarily by
new customers and volume increases, as well as additional products sold to existing customers. Additionally, employer professional services revenue
increased $1.7 million, due to implementation revenue from new customers and customer consulting to existing customers.

The increase in carrier revenue in absolute terms was primarily attributable to a $3.5 million increase in professional services revenue while software
services revenue remained flat. The professional services revenue increase was primarily driven by implementations related to additional products with existing
customers, as well has enhancements.
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Cost of Revenue
  Nine Months Ended September 30,           
  2017  2016           
      Percentage of      Percentage of  Period-to-Period Change  
  Amount   Revenue  Amount   Revenue  Amount   Percentage  

  (in thousands)             
Cost of revenue  $ 90,896   47.8 % $ 88,159   51.6 % $ 2,737   3.1 %

 

The increase in cost of revenue in absolute terms was primarily attributable in part to an increase in salaries and personnel-related costs of $2.2 million
and an increase in travel-related costs of $0.2 million to support our growing customer base. Additionally, we incurred other direct costs of $0.3 million related
to a customer contract. Cost of revenue decreased as a percentage of revenue as we continue to achieve economies of scale.

Gross Profit
  Nine Months Ended September 30,           
  2017  2016           
      Percentage of      Percentage of  Period-to-Period Change  
  Amount   Revenue  Amount   Revenue  Amount   Percentage  

  (in thousands)             
Software services  $ 102,561   62.8 % $ 93,172   62.4 % $ 9,389   10.1 %  
Professional services   (3,485)   (13.1)    (10,643)   (49.8)    7,158   (67.3)   
Gross profit  $ 99,076   52.2 % $ 82,529   48.4 % $ 16,547   20.0 %

 

The increase in software services gross profit in absolute terms was driven by a $14.1 million, or 9.4%, increase in software services revenue. This
increase was partially offset by a $4.7 million, or 8.4%, increase in software services cost of revenue. Software services cost of revenue included $1.2 million of
stock-based compensation expense for each of the nine months ended September 30, 2017 and 2016, and $7.8 million and $6.4 million of depreciation and
amortization for the nine months ended September 30, 2017 and 2016, respectively.

The decrease in professional services gross loss was driven by a $5.2 million, or 24.3%, increase in professional services revenue, and a $2.0 million,
or 6.1%, decrease in professional services cost of revenue. Professional services cost of revenue included $0.6 million and $0.9 million of stock-based
compensation expense for the nine months ended September 30, 2017 and 2016, respectively. In addition, professional services cost of revenue included $1.0
million and $0.9 million in depreciation and amortization for the nine months ended September 30, 2017 and 2016, respectively. As discussed in “Components
of Operating Results—Cost of Revenue,” our cost of revenue is expensed as we incur the costs.

Segment Gross Profit
  Nine Months Ended September 30,           
  2017  2016           
      Percentage of      Percentage of  Period-to-Period Change  
  Amount   Revenue  Amount   Revenue  Amount   Percentage  

  (in thousands)             
Employer  $ 49,876   41.7 % $ 41,432   39.9 % $ 8,444   20.4 %  
Carrier   49,200   69.9    41,097   61.5    8,103   19.7   
Gross profit  $ 99,076   52.2 % $ 82,529   48.4 % $ 16,547   20.0 %

 

The increase in employer gross profit was driven by a $15.8 million, or 15.2%, increase in employer revenue partially offset by a $7.4 million, or 11.8%,
increase in employer cost of revenue as we continued to achieve economies of scale. The increase in cost of revenue was primarily attributable to increased
personnel-related costs to support our customer base. Our employer cost of revenue included $1.4 million of stock-based compensation expense for each of
the nine-month periods ended September 30, 2017 and 2016. In addition, our employer cost of revenue included $5.4 million and $4.3 million of depreciation
and amortization for the nine months ended September 30, 2017 and 2016, respectively.

The increase in carrier gross profit was driven by an increase in carrier revenue of $3.5 million, or 5.2%, and a decrease in carrier cost of revenue of
$4.6 million, or 17.9%. The decrease in cost of revenue was primarily attributable to a decrease in customer-specific development costs in the current year. Our
carrier cost of revenue included $0.4 million and $0.7 million of stock-based compensation expense for the nine months ended September 30, 2017 and 2016,
respectively. In addition, our carrier cost of revenue included $3.4 million and $3.1 million in depreciation and amortization for the nine months ended
September 30, 2017 and 2016, respectively.
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Operating Expenses
  Nine Months Ended September 30,           
  2017  2016           
      Percentage of      Percentage of  Period-to-Period Change  
  Amount   Revenue  Amount   Revenue  Amount   Percentage  

  (in thousands)             
Sales and marketing  $ 51,103   26.9 % $ 41,942   24.6 % $ 9,161   21.8 %  
Research and development   37,222   19.6    43,276   25.4    (6,054)   (14.0)   
General and administrative   20,487   10.8    24,415   14.3    (3,928)   (16.1)  

 

The increase in sales and marketing expense was primarily attributable to a $5.9 million increase in salaries and personnel-related costs, including an
increase in stock-based compensation of $1.2 million, due to hires of sales and marketing associates. We experienced an increase of $1.5 million in costs
related to facilities and overhead allocation, recruiting, professional fees and sales and marketing expense as well as an increase of $1.7 million in travel-
related costs.

The decrease in research and development expense reflects a $2.8 million decrease in salaries and personnel-related costs as the result of a
decrease in the number of associates engaged in research and development activities. This decrease includes a $1.3 million decrease in stock-based
compensation of which $0.5 million was attributable to the departure of our Chief Technology Officer in 2016.  Additionally, costs related to external
development and engineering consulting decreased $3.0 million.  

The decrease in general and administrative expense was partly attributable to a $1.7 million decrease in salaries and personnel-related costs which
includes a decrease in separation benefits related to the retirement of our former Chief Financial Officer in 2016 and a benefit of $0.6 million in stock-based
compensation expense related to the separation of our Chief Financial Officer during the second quarter of 2017. We experienced additional decreases in
professional and consulting fees of $0.6 million partly attributable to the implementation of our enterprise resource planning system that went live in 2016 and a
decrease of $1.3 million in sales tax expense related to resolving liabilities in certain states.

Critical Accounting Policies and Significant Judgments and Estimates

Our management’s discussion and analysis of our financial condition and results of operations is based on our consolidated financial statements,
which have been prepared in accordance with GAAP. The preparation of these consolidated financial statements requires us to make estimates and
assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent assets and liabilities at the date of the consolidated financial
statements, and the reported amounts of revenue and expenses. In accordance with GAAP, we base our estimates on historical experience and on various
other assumptions that we believe are reasonable under the circumstances. Actual results might differ from these estimates under different assumptions or
conditions and, to the extent that there are differences between our estimates and actual results, our future financial statement presentation, financial condition,
results of operations and cash flows will be affected. During the nine months ended September 30, 2017, there were no material changes to our critical
accounting policies and use of estimates, which are disclosed in our Annual Report on Form 10-K for the year ended December 31, 2016.

Liquidity and Capital Resources

Sources of Liquidity

As of September 30, 2017, our primary sources of liquidity were our cash and cash equivalents totaling $54.6 million, $33.3 million in accounts
receivables, net of allowances, and an unused revolving line of credit of $34.8 million. Taking into account the borrowing base limit, the amount available to
borrow under the revolving line of credit was $7.5 million as of September 30, 2017.

We are bound by customary affirmative and negative covenants in connection with the revolving line of credit, including financial covenants related to
liquidity and EBITDA. In the event of a default, the lenders may declare all obligations immediately due and stop advancing money or extending credit under
the line of credit. The line of credit is collateralized by substantially all of our tangible and intangible assets, including intellectual property and the equity of our
subsidiaries.

Based on our current level of operations and anticipated growth, we believe our future cash flows from operating activities and existing cash balances
will be sufficient to meet our cash requirements for at least the next 12 months.

Going forward, we may access capital markets to raise additional equity or debt financing for various business reasons, including required debt
payments and acquisitions. The timing, term, size, and pricing of any such financing will depend on investor interest and market conditions, and there can be
no assurance that we will be able to obtain any such financing on favorable terms or at all.
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Cash Flows

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

  Nine Months Ended September 30,  
  2017   2016  
  (in thousands)  

Cash (used in) provided by:         
Operating activities  $ (15,068) $ (20,863)
Investing activities   (4,151)  24,860 
Financing activities   16,939   (1,271)

Operating Activities

For the nine months ended September 30, 2017, our operating activities used $15.1 million of cash, as our net loss of $18.9 million and $25.6 million of
cash used in changes in working capital were partially offset by $29.4 million for non-cash adjustments. Adjustments for non-cash items primarily consisted of
depreciation and amortization expense of $11.8 million, accrual of interest on financing obligations of $5.6 million, and non-cash stock compensation expense
of $11.6 million. The cash used in changes in working capital primarily consisted of a decrease in deferred revenue of $12.0 million, a decrease in accrued
compensation and benefits of $5.4 million as the result of timing of payments of accrued amounts, a decrease in accrued expenses of $2.2 million, a decrease
in accounts payable not associated with the purchase of property and equipment of $4.3 million, the result of timing, and an increase in prepaid expenses and
other current assets of $1.0 million. An increase in accounts receivable used $0.5 million during the year due to timing of the receipt of payments.

For the nine months ended September 30, 2016 our operating activities used $20.9 million of cash, as $28.8 million for non-cash adjustments were
more than offset by our net loss of $33.0 million and $16.7 million of cash used in changes in working capital. Adjustments for non-cash items primarily
consisted of depreciation and amortization expense of $9.6 million, accrual of interest on financing obligations of $5.1 million, and non-cash stock
compensation expense of $13.6 million. The cash used in changes in working capital primarily consisted of a decrease in deferred revenue of $13.8 million, a
decrease in accrued compensation and benefits of $3.5 million as the result of timing of payments of accrued amounts, an increase in accounts receivable of
$1.7 million and a decrease in accounts payable not associated with the purchase of property and equity of $3.8 million. Changes in working capital that
provided cash totaled $6.1 million were primarily comprised of an increase of accrued expenses and other non-current liabilities.

Investing Activities

For the nine months ended September 30, 2017 and 2016, net cash used in investing activities was $6.2 million and $10.9 million, respectively, for the
purchase of property and equipment as well as $2.0 million for the purchase of short-term investments held to maturity for the nine months ended September
30, 2016. Additionally, during the nine months ended September 30, 2017 and 2016, the maturity of short-term investments held to maturity provided $2.0
million and $37.7 million, respectively, as our portfolio matured.

Financing Activities

For the nine months ended September 30, 2017, net cash provided by financing activities was $16.9 million, consisting primarily of net draws on the
revolving line of credit of $20.0 million and $3.6 million from stock option exercises. These were offset by payments of $6.6 million of financing and capital lease
obligations.

For the nine months ended September 30, 2016, net cash used in financing activities was $1.3 million, consisting primarily of payments on the revolving
line of credit of $59.0 million, payments of $8.2 million of financing and capital lease obligations, and payments of $0.2 million for the remittance of taxes upon
the vesting of restricted stock units. These were offset by $64.0 million in draws on the revolving line of credit and $2.1 million from stock option exercises.
Starting with the April 1, 2016 vest date, we settle the tax liability resulting from the vesting of restricted stock awards by selling shares from the vested awards
in the market, which results in no cash outflow from the Company related to the vesting of restricted stock awards.

Commitments

 In April 2017, we amended our revolving line of credit agreement. The amendment alters definitions in the revolving line of credit agreement, including
Consolidated EBITDA and Liquidity, and changes the Minimum Liquidity and Minimum Consolidated EBITDA requirements. It also includes consents by the
lenders to certain administrative actions by us, including with respect to intellectual property and certain company bank accounts. The amendment
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also modifies the definition of Excluded Assets in the Guarantee and Collateral Agreement, dated as of February 20, 2015, which was entered into in
connection with the revolving line of credit agreement.

Off-Balance Sheet Arrangements

As of September 30, 2017, we did not have any off-balance sheet arrangements, as defined in Item 303(a)(4)(ii) of Regulation S-K of the Securities
Act, such as the use of unconsolidated subsidiaries, structured finance, special purpose entities or variable interest entities.

Recent Accounting Pronouncements

In May 2014, the FASB issued ASU No. 2014-09 “Revenue from Contracts with Customers (Topic 606),” which amends the revenue recognition
requirements in the FASB Accounting Standards Codification. Under the new standard, revenue is recognized when a customer obtains control of promised
goods or services and is recognized in an amount that reflects the consideration that the entity expects to receive in exchange for those goods and services. In
addition, the standard requires disclosure of the nature, amount, timing, and uncertainty of revenue and cash flows arising from contracts with customers.  The
FASB has recently issued several amendments to the standard, including clarification on accounting for licenses of intellectual property and identifying
performance obligations.

The standard permits two methods of adoption: retrospectively to each prior reporting period presented (full retrospective), or retrospectively with the
cumulative effect of initially applying this statement recognized at the date of initial application (the modified retrospective method). The new standard will be
effective for us beginning January 1, 2018, with an option to early adopt. We will adopt the standard on the effective date, but have not yet made a
determination on the adoption method.

We are currently assessing the impact of the new standard on our accounting policies, processes, and controls, including system requirements, and
have assigned internal resources and engaged third party service providers to assist in our assessment.  Based on our current assessment, we believe areas
that might be affected by our adoption of the revenue recognition standard are related to the period of recognition of deferred revenue, particularly in our
Carrier segment, the estimation of variable consideration, the accounting for contract modifications, and the allocation of the transaction price to our multiple
performance obligations.  In addition, we expect an impact from the adoption of the new standard related to our costs to fulfill certain contracts as well as our
costs to obtain contracts with customers, which are both currently expensed as incurred.  We also are assessing the impact of this standard on the recognition
of brokerage service commission revenue, the disclosure changes in our consolidated financial statements, and the transition approach that will be applied. We
cannot reasonably estimate quantitative information related to the impact of the new standard on our financial statements at this time, anticipate the standard
will have a material impact on our consolidated financial statements, particularly on deferred revenue.

In May 2017, the FASB issued ASU No. 2017-09 “Compensation—Stock Compensation (Topic 718): Scope of Modification Accounting.” The purpose
of this ASU is to reduce both the diversity in practice and the cost and complexity when applying Topic 718 to a change to the terms and conditions of share-
based payment awards. This ASU is effective for us beginning January 1, 2018. Early adoption is permitted. The amendments in this ASU should be applied
prospectively to an award modified on or after the adoption date. We are currently evaluating the impact of this updated standard on our consolidated financial
statements.

In June 2016, the FASB issued ASU No. 2016-13 “Financial Instruments – Credit Losses (Topic 326): Measurement of Credit Losses on Financial
Instruments.” The purpose of this ASU is to require a financial asset measured at amortized cost basis to be presented at the net amount expected to be
collected. Credit losses relating to available-for-sale debt securities should be recorded through an allowance for credit losses. This ASU is effective for interim
and annual reporting periods beginning after December 15, 2019. We are currently evaluating the impact of this guidance on our consolidated financial
statements.

In February 2016, the FASB issued ASU No. 2016-02 “Leases (Topic 842).” The amendments in this update require lessees, among other things, to
recognize lease assets and lease liabilities on the balance sheet for those leases classified as operating leases under previous authoritative guidance. This
update also introduces new disclosure requirements for leasing arrangements. ASU 2016-02 will be effective for us beginning January 1, 2019, but early
adoption is permitted. We are currently evaluating the impact of this update on our consolidated financial statements.

We are evaluating other accounting standards and exposure drafts that have been issued or proposed by the FASB or other standards setting bodies
that do not require adoption until a future date to determine whether adoption will have a material impact on our consolidated financial statements.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

Market risk is the risk of loss to future earnings, values or future cash flows that may result from changes in the price of a financial instrument. The
value of a financial instrument might change as a result of changes in interest rates, exchange rates, commodity prices, equity prices and other market
changes. We do not use derivative financial instruments for speculative, hedging or trading purposes, although in the future we might enter into exchange rate
hedging arrangements to manage the risks described below.

Interest Rate Risk

We are exposed to market risk related to changes in interest rates. Borrowings under our revolving line of credit bear interest at rates that are variable.
Increases in the Prime Rate would increase the revolving line of credit.

Interest Rate Sensitivity

We are subject to interest rate risk in connection with borrowings under the revolving line of credit, which are subject to a variable interest rate. At
September 30, 2017, we had borrowings under the revolving line of credit of $60.2 million. As a result, each change of one percentage point in interest rates
would result in an approximate $0.6 million change in our annual interest expense on our outstanding borrowings at September 30, 2017. Any debt we incur in
the future may also bear interest at variable rates.

Inflation Risk

We do not believe that inflation has had a material effect on our business, financial condition, or results of operations. We continue to monitor the
impact of inflation in order to minimize its effects through pricing strategies, productivity improvements and cost reductions. If our costs were to become subject
to significant inflationary pressures, we may not be able to fully offset such higher costs through price increases. Our inability or failure to do so could harm our
business, financial condition, and results of operations.
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ITEM 4. CONTROLS AND PROCEDURES.

(a) Evaluation of Disclosure Controls and Procedures
 

Under the supervision and with the participation of our management, including our Chief Executive Officer and our Chief Financial Officer, we
conducted an evaluation of the effectiveness of the design and operation of our disclosure controls and procedures, as defined in Rules 13a-15(e) and 15d-
15(e) under the Exchange Act, as of the end of the period covered by this report.

In designing and evaluating our disclosure controls and procedures, management recognizes that any disclosure controls and procedures, no matter
how well designed and operated, can provide only reasonable assurance of achieving the desired control objectives. In addition, the design of disclosure
controls and procedures must reflect the fact that there are resource constraints and that management is required to apply its judgment in evaluating the
benefits of possible controls and procedures relative to their costs.

Based on their evaluation, our Chief Executive Officer and our Chief Financial Officer concluded that as of September 30, 2017 our disclosure controls
and procedures were designed to, and were effective to, provide assurance at a reasonable level that the information we are required to disclose in reports that
we file or submit under the Exchange Act is recorded, processed, summarized and reported within the time periods specified in SEC rules and forms, and that
such information is accumulated and communicated to our management, including our Chief Executive Officer and our Chief Financial Officer, as appropriate,
to allow timely decisions regarding required disclosures as of September 30, 2017.
 
(b) Changes in Internal Control Over Financial Reporting 
 

No change in internal control over financial reporting occurred during the most recent fiscal quarter with respect to our operations, which 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 1A. RISK FACTORS.
 
Investing in our common stock involves a high degree of risk. You should consider carefully the risks and uncertainties described below, together with all of the
other information in this Quarterly Report on Form 10-Q, including the consolidated financial statements and the related notes, before deciding to invest in
shares of our common stock. If any of the following risks were to materialize, our business, financial condition, results of operations, and future growth
prospects could be materially and adversely affected. In that event, the market price of our common stock could decline and you could lose part or all of your
investment in our common stock.
 
Risks Related to Our Business
 
We have had a history of losses, and we might not be able to achieve or sustain profitability.
 

We experienced net losses of $40.1 million, $62.1 million, and $63.2 million for the years ended December 31, 2016, 2015, and 2014, respectively,
and net losses of $18.9 million and $33.0 million for the nine months ended September 30, 2017 and 2016, respectively. We cannot predict if we will achieve
sustained profitability in the near future or at all. We expect to make significant future expenditures to develop and expand our business. In addition, as a public
company, we incur significant legal, accounting, and other expenses that we did not incur as a private company. These increased expenditures will make it
harder for us to achieve and maintain future profitability. Our recent growth in revenue and number of customers might not be sustainable, and we might not
achieve sufficient revenue to achieve or maintain profitability. We could incur significant losses in the future for a number of reasons, including the other risks
described in this Quarterly Report on Form 10-Q, and we may encounter unforeseen expenses, difficulties, complications and delays and other unknown
events. Accordingly, we might not be able to achieve or maintain profitability and we may incur significant losses for the foreseeable future.
 
Our quarterly operating results have fluctuated in the past and might continue to fluctuate, causing the value of our common stock to decline
substantially.
 

Our quarterly operating results might fluctuate due to a variety of factors, many of which are outside of our control. As a result, comparing our
operating results on a period-to-period basis might not be meaningful. You should not rely on our past results as indicative of our future performance. Moreover,
our stock price might be based on expectations of future performance that are unrealistic or that we might not meet and, if our revenue or operating results fall
below the expectations of investors or securities analysts, the price of our common stock could decline substantially. For example, on August 4, 2017, the first
trading day after we publically announced our operating results for the second quarter ended June 30, 2017, our stock price dropped $7.10 per share, or
approximately 20.5%, to $27.50.
 

Our operating results have varied in the past. In addition to other risk factors listed in this section, some of the important factors that may cause
fluctuations in our quarterly operating results include:
 
 •  our ability to hire and retain qualified personnel, including the effectiveness of the expansion of our sales force;
 •  the extent to which our products and services achieve or maintain market acceptance;
 •  changes in the regulatory environment related to benefits and healthcare;
 •  our ability to introduce new products and services and enhancements to our existing products and services on a timely basis;
 •  new competitors and the introduction of enhanced products and services from competitors;
 •  the financial condition of our current and potential customers;
 •  changes in customer budgets and procurement policies;
 •  the amount and timing of our investment in research and development activities;
 •  technical difficulties with our products or interruptions in our services;
 •  regulatory compliance costs;
 •  the timing, size, and integration success of potential future acquisitions; and
 •  unforeseen legal expenses, including litigation and settlement costs.
 

In addition, a significant portion of our operating expense is relatively fixed in nature, and planned expenditures are based in part on expectations
regarding future revenue. Accordingly, unexpected revenue shortfalls might decrease our gross margins and could cause significant changes in our operating
results from quarter to quarter. If this occurs, the trading price of our common stock could fall substantially, either suddenly or over time.
 
Because we currently recognize revenue and expense relating to monthly subscriptions and professional services over varying periods, downturns
or upturns in sales are not immediately reflected in full in our operating results.
 

As a SaaS company, we currently recognize our subscription revenue monthly for the term of our contracts and recognize the majority of our
professional services revenue ratably over the longer of the contract term or the estimated expected life of the customer relationship. As a result, a portion of
the revenue we report each quarter is the recognition of deferred revenue from contracts we entered into during previous quarters. Consequently, a shortfall in
demand for our software solutions and professional services or a
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decline in new or renewed contracts in any one quarter might not significantly reduce our revenue for that quarter, but could negatively affect our revenue in
future quarters. Accordingly, the effect of significant downturns in new or renewed sales of our products and services is not reflected in full in our results of
operations until future periods. Our current revenue recognition model also makes it difficult for us to rapidly increase our revenue through additional sales in
any period, because revenue from new customers must be recognized over the applicable term of the contracts or the estimated expected life of the customer
relationship period. In addition, we currently recognize professional services expenses as incurred, which could cause professional services gross margin to be
negative.
 
As a result of our variable sales and implementation cycles, we might not be able to recognize revenue to offset expenditures, which could result in
fluctuations in our quarterly results of operations or otherwise harm our future operating results.
 

The sales cycle for our products and services can be variable, averaging four months in our employer market segment and 15 months in our carrier
market segment, each from initial contact to contract execution. During the sales cycle, we expend time and resources, and we do not recognize any revenue
to offset such expenditures.
 

After a customer contract is signed, we provide an implementation process for the customer during which we establish and test appropriate
integrations, connections and registrations, load data into our system, and train customer personnel. Our implementation cycle is also variable, typically
ranging from four to five months for employer implementations and from eight to 10 months for complex carrier implementations, each from contract execution
to completion of implementation. Some of our new customer projects are complex and require a lengthy set-up period and significant implementation work.
During the implementation cycle, we expend substantial time, effort, and financial resources implementing our products and services, but accounting principles
do not allow us to recognize the resulting revenue until implementation is complete and the services are available for use, at which time we begin recognition of
implementation revenue over the longer of the life of the contract or the expected life of the customer relationship. Each customer’s situation is different, and
unanticipated difficulties and delays might arise as a result of failure by us or by the customer to complete our respective responsibilities. If implementation
periods are extended, revenue recognition could be delayed and our financial condition might be adversely affected. In addition, cancellation of any
implementation after it has begun might result in lost time, effort, and expenses invested in the cancelled implementation process and lost opportunity for
implementing paying clients in that same period of time.
 

These factors might contribute to continuing losses and substantial fluctuations in our quarterly operating results. As a result, in future quarters, our
operating results could fall below the expectations of securities analysts or investors, in which event our stock price would likely decline.
 
Changes in, or interpretations of, existing accounting principles, including regarding revenue recognition and accounting for leases, and their
implementation could have an adverse impact on our reported financial results.
 

We prepare our financial statements in accordance with U.S. GAAP. These rules are subject to interpretation by the SEC and various bodies formed
to interpret and create appropriate accounting principles. Changes in these rules or their interpretation could have a negative impact on our reported financial
results and may retroactively affect previously reported transactions.  For example, in May 2014, the Financial Accounting Standards Board, or FASB, issued
an accounting standards update on revenue recognition, which supersedes nearly all existing revenue recognition guidance under U.S. GAAP.  The new
standard will be effective for us beginning January 1, 2018.  While we are continuing to assess all potential impacts of the standard, we have initially identified
certain areas that might be more significantly affected, including the period of recognition of deferred revenue, particularly in our Carrier segment, the
estimation of variable consideration, the accounting for contract modifications, and the allocation of the transaction price to our multiple performance
obligations.  In addition, we expect an impact from the adoption of the new standard related to our costs to fulfill certain contracts as well as our costs to obtain
contracts with customers, which are both currently expensed as incurred.  We also are assessing the impact of this standard on the recognition of brokerage
service commission revenue, the disclosure changes in our consolidated financial statements, and the transition approach that will be applied.  In addition, in
February 2016, FASB issued an accounting standards update on leases, requiring lessees, among other things, to recognize lease assets and lease liabilities
on the balance sheet for those leases classified as operating leases under previous authoritative guidance. This update, which will be effective beginning
January 1, 2019 with early adoption permitted, also introduces new disclosure requirements for leasing arrangements. We are currently evaluating the impact
of this update on the consolidated financial statements, which could be material, given our related party leases. Implementation of these new standards, and
any future accounting pronouncements, implementation guidelines or interpretations, could have an adverse impact on our reported financial results, require
that we make significant changes to our systems, processes and controls, or the way we conduct our business. In addition, we are expending considerable
effort and resources preparing for implementation of both these accounting updates, which in and of itself could have negative impact on our results of
operations.

 
We depend on our senior management team, and the loss of one or more key associates or an inability to attract and retain highly skilled
associates could adversely affect our business.
 

Our success depends largely upon the continued services of our key executive officers and other associates. We also rely on our leadership team in
the areas of finance, research and development, marketing, services, and general and administrative functions, and on mission-critical individual contributors in
sales and research and development. From time to time, there may be changes in our executive management team resulting from the hiring or departure of
executives, which could disrupt our business. For example, in 2016 we hired a new Chief Technology Officer, who continues to serve in that role, and two new
Chief Financial Officers, who subsequently resigned for family and personal reasons. We recently hired an Executive Vice President of Global Sales and a new
Chief
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Financial Officer. The loss of one or more of our executive officers or key associates could have a serious adverse effect on our business.
 

To continue to execute our growth strategy, we also must attract and retain highly skilled personnel. Competition is intense for sales people and for
engineers with high levels of experience in designing and developing software and Internet-related services. We might not be successful in maintaining our
unique culture and continuing to attract and retain qualified personnel. We have from time to time in the past experienced, and we expect to continue to
experience in the future, difficulty in hiring and retaining highly skilled personnel with appropriate qualifications. The pool of qualified personnel with SaaS
experience and/or experience working with the benefits market is limited overall and specifically in Charleston, South Carolina, where our principal office is
located. In addition, many of the companies with which we compete for experienced personnel have greater resources than we have and are located in
metropolitan areas that may attract more qualified technology workers.
 

In addition, in making employment decisions, particularly in the Internet and high-technology industries, job candidates often consider the value of
the equity awards they are to receive in connection with their employment. Volatility in the price of our stock might, therefore, adversely affect our ability to
attract or retain highly skilled personnel. Furthermore, the requirement to expense certain stock awards might discourage us from granting the size or type of
stock awards that job candidates require to join our company. If we fail to attract new personnel or fail to retain and motivate our current personnel, our
business and future growth prospects could be severely harmed.
 
We operate in a highly competitive industry, and if we are not able to compete effectively, our business and operating results will be harmed.
 

The benefits management software market is highly competitive and is likely to attract increased competition, which could make it hard for us to
succeed. Small, specialized providers continue to become more sophisticated and effective. In addition, large, well-financed, and technologically sophisticated
software companies might focus more on our market. The size and financial strength of these entities is increasing as a result of continued consolidation in
both the IT and healthcare industries. We expect large integrated software companies to become more active in our market, both through acquisitions and
internal investment. In addition, insurance carriers may seek to bring certain of their benefits software solutions in-house, whether through acquisitions or
internal investment. For example, Aetna, a customer of ours, owns bswift, a provider of insurance exchange technology solutions and benefits administration
technology solutions and services. If Aetna were to decide to use bswift’s solution in place of any portion of the solutions we currently provide to them, then our
business and operating results could be materially and adversely affected. As costs fall and technology improves, increased market saturation might change
the competitive landscape in favor of our competitors.
 

Some of our current large competitors have greater name recognition, longer operating histories, and significantly greater resources than we do. As
a result, our competitors might be able to respond more quickly and effectively than we can to new or changing opportunities, technologies, standards, or
customer requirements. In addition, current and potential competitors have established, and might in the future establish, cooperative relationships with
vendors of complementary products, technologies, or services to increase the availability of their products in the marketplace. Accordingly, new competitors or
alliances might emerge that have greater market share, a larger customer base, more widely adopted proprietary technologies, greater marketing expertise,
greater financial resources, and larger sales forces than we have, which could put us at a competitive disadvantage. Further, in light of these advantages, even
if our products and services are more effective than those of our competitors, current or potential customers might accept competitive offerings in lieu of
purchasing our offerings. Increased competition is likely to result in pricing pressures, which could negatively impact our sales, profitability, or market share. In
addition to new niche vendors, who offer standalone products and services, we face competition from existing enterprise vendors, including those currently
focused on software solutions that have information systems in place with potential customers in our target market. These existing enterprise vendors might
promise products or services that offer ease of integration with existing systems and which leverage existing vendor relationships. In addition, large insurance
carriers often have internal technology staffs and proprietary software for benefits management, making them less likely to buy our solutions.
 
The market for our products and services is immature and volatile, and if it does not develop or if it develops more slowly than we expect, the
growth of our business will be harmed.
 

The cloud-based benefits management software market is relatively new and unproven, and it is uncertain whether it will achieve and sustain high
levels of demand and market acceptance. Our success will depend to a substantial extent on the willingness of employers, carriers, and consumers to increase
their use of benefits management software. Many employers and carriers have invested substantial personnel and financial resources to integrate internally
developed solutions or traditional enterprise software into their businesses for benefits management, and therefore might be reluctant or unwilling to migrate to
our cloud-based solutions. Furthermore, some businesses might be reluctant to use cloud-based solutions because they have concerns about the security of
their data and the reliability of the technology delivery model associated with these solutions. If employers, carriers and consumers do not perceive the benefits
of our solutions, then our market might not develop at all, or it might develop more slowly than we expect, either of which could significantly adversely affect our
operating results. In addition, we might make errors in predicting and reacting to relevant business trends, which could harm our business. If any of these risks
occur, it could materially adversely affect our business, financial condition or results of operations.
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The SaaS pricing model is evolving and our failure to manage its evolution and demand could lead to lower than expected revenue and profit.
 

We derive most of our revenue growth from subscription offerings and, specifically, SaaS offerings. This business model depends heavily on
achieving economies of scale because the initial upfront investment is costly and the associated revenue is recognized on a ratable basis. If we fail to achieve
appropriate economies of scale or if we fail to manage or anticipate the evolution and demand of the SaaS pricing model, then our business and operating
results could be adversely affected.
 
If we do not continue to innovate and provide products and services that are useful to consumers, employers, insurance carriers, and brokers and
provide high quality support services, we might not remain competitive, and our revenue and operating results could suffer.
 

Our success depends in part on providing products and services that consumers, employers, insurance carriers, and brokers will use to manage
benefits. We must continue to invest significant resources in research and development in order to enhance our existing products and services and introduce
new high quality products and services that customers will want. If we are unable to predict user preferences or industry changes, or if we are unable to modify
our products and services on a timely basis, we might lose customers. Our operating results would also suffer if our innovations are not responsive to the
needs of our customers, are not appropriately timed with market opportunity, or are not effectively brought to market. As technology continues to develop, our
competitors might be able to offer results that are, or that are perceived to be, substantially similar to or better than those generated by us. This would force us
to compete on additional product and service attributes and to expend significant resources in order to remain competitive.
 

In addition, we may experience difficulties with software development, industry standards, design, or marketing that could delay or prevent our
development, introduction, or implementation of new solutions and enhancements. The introduction of new solutions by competitors, the emergence of new
industry standards, or the development of entirely new technologies to replace existing offerings could render our existing or future solutions obsolete.
 

Our success also depends on providing high quality support services to resolve any issues related to our products and services. High quality
education and customer support is important for the successful marketing and sale of our products and services and for the renewal of existing customers. If
we do not help our customers quickly resolve issues and provide effective ongoing support, our ability to sell additional products and services to existing
customers would suffer and our reputation with existing or potential customers would be harmed.
 
If we are unable to retain our existing customers, our revenue and results of operations would be adversely affected.
 

We sell our products and services pursuant to agreements that are generally one year for employers and three to five years for carriers. While our
employer contracts generally automatically renew on an annual basis, our customers have no obligation to renew their contracts after their contract period
expires, and these contracts might not be renewed on the same or on more profitable terms if at all. Additionally, some of our carrier customers are able to
terminate their respective contracts without cause or for convenience, although generally our carrier contracts are only cancellable by the carrier in an instance
of our uncured breach. As a result, our ability to grow depends in part on the continuance and renewal of our customer contracts. We may not be able to
accurately predict future trends in customer renewals, and our customers’ renewal rates may decline or fluctuate because of several factors, including their
level of satisfaction or dissatisfaction with our services, the cost of our services, the cost of services offered by our competitors, consolidations and reductions
in our customers’ spending levels. If our customers terminate or do not renew their contracts for our services, renew on less favorable terms, or do not
purchase additional functionality or products, our revenue may grow more slowly than expected or decline, and our profitability and gross margins may be
harmed.
 
A significant amount of our revenue is derived from our largest customers, and any reduction in revenue from any of these customers would
reduce our revenue and net income.
 

Our ten largest customers by revenue accounted for approximately 42.9%, 42.4% and 40.4% of our consolidated revenue in each of 2016, 2015 and
2014, respectively. Our largest customer by revenue accounted for approximately 11.4% and 8.5% of our revenue in each of 2016 and 2015, respectively. In
addition, one customer represented 14.0% of our accounts receivable at December 31, 2016 and another represented 12.8% and 22.2% at December 31,
2016 and 2015, respectively. If any of our large customers or strategic partners decides not to renew its contracts with us, or to renew on less favorable terms,
our business, revenues, reputation, and our ability to obtain new customers could be materially and adversely affected.
 
Failure to adequately and effectively expand our direct sales force will impede our growth.
 

We believe that our future growth will depend on the development of our direct sales force and its ability to obtain new customers and to manage our
existing customer base. Identifying and recruiting qualified personnel and training them in the use of our software requires significant time, expense, and
attention. It can take six months or longer before a new sales representative is fully trained and productive. Our business may be adversely affected if our
efforts to expand and train our direct sales force do not generate a corresponding increase in revenues. For example, reduction of our salesforce in 2016
negatively impacted sales, and as a result, revenue going forward. In particular, if we are unable to hire and develop sufficient numbers of productive direct
sales personnel or if
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new direct sales personnel are unable to achieve desired productivity levels in a reasonable period of time, sales of our products and services will suffer and
our growth will be impeded.
 
Our growth depends in part on the success of our strategic relationships with third parties.
 

In order to grow our business, we anticipate that we will continue to depend on our relationships with third parties, including Mercer LLC, or Mercer,
and its affiliates, SAP SE, and others such as technology and content providers, and third party system integrators. Identifying partners, and negotiating and
documenting relationships with them, requires significant time and resources. Our expanded relationship with and February 2015 sale of stock to Mercer
increases our reliance on it and related risks, including Mercer’s competitors being less likely to do business with us. Our competitors might be effective in
providing incentives to third parties to favor their products or services or to prevent or reduce subscriptions to our products and services. In addition,
acquisitions of our partners by our competitors could result in a decrease in the number of our current and potential customers, as our partners may no longer
facilitate the adoption of our applications by potential customers. If we are unsuccessful in establishing or maintaining our relationships with third parties, our
ability to compete in the marketplace or to grow our revenue could be impaired and our operating results may suffer. Even if we are successful, we cannot
assure you that these relationships will result in increased customer use of our applications or increased revenue.
 
If the number of individuals covered by our employer and carrier customers decreases or the number of products or services to which our
employer and carrier customers subscribe decreases, our revenue will decrease.
 

Under most of our customer contracts, we base our fees on the number of individuals to whom our customers provide benefits and the number of
products or services subscribed to by our customers. Many factors may lead to a decrease in the number of individuals covered by our customers and the
number of products or services subscribed to by our customers, including:
 
 •  failure of our customers to adopt or maintain effective business practices;
  •  changes in the nature or operations of our customers;
  •  government regulations; and
  •  increased competition or other changes in the benefits marketplace.
 

If the number of individuals covered by our customers or the number of products or services subscribed to by our customers decreases for any
reason, our revenue will likely decrease.
 
Failure to manage our rapid growth effectively could increase our expenses, decrease our revenue, and prevent us from implementing our business
strategy.
 

We have been experiencing a period of rapid growth, which puts strain on our business. To manage this and our anticipated future growth effectively,
we must continue to maintain and enhance our IT infrastructure, financial and accounting systems, and controls. We also must attract, train, and retain a
significant number of qualified sales and marketing personnel, customer support personnel, professional services personnel, software engineers, technical
personnel, and management personnel. Failure to effectively manage our rapid growth could lead us to over-invest or under-invest in development and
operations, result in weaknesses in our infrastructure, systems, or controls, give rise to operational mistakes, losses, loss of productivity or business
opportunities, and result in loss of employees and reduced productivity of remaining employees. Our growth could require significant capital expenditures and
might divert financial resources from other projects such as the development of new products and services. If our management is unable to effectively manage
our growth, our expenses might increase more than expected, our revenue could decline or might grow more slowly than expected, and we might be unable to
implement our business strategy. The quality of our products and services might suffer, which could negatively affect our reputation and harm our ability to
retain and attract customers.
 
Economic uncertainties or downturns in the general economy or the industries in which our customers operate could disproportionately affect the
demand for our solutions and negatively impact our results of operations.
 

General worldwide economic conditions have experienced significant downturns in the past, and market volatility and uncertainty remain
widespread, including as a result of the U.S. presidential administration change.  All of this makes it extremely difficult for our customers and us to accurately
forecast and plan future business activities. In addition, these conditions could cause our customers or prospective customers to decrease headcount, benefits,
or HR budgets, which could decrease corporate spending on our products and services, resulting in delayed and lengthened sales cycles, a decrease in new
customer acquisition, and/or loss of customers. Furthermore, during challenging economic times, our customers may have difficulty gaining timely access to
sufficient credit or obtaining credit on reasonable terms, which could impair their ability to make timely payments to us and adversely affect our revenue. If that
were to occur, our financial results could be harmed. Further, challenging economic conditions might impair the ability of our customers to pay for the products
and services they already have purchased from us and, as a result, our write-offs of accounts receivable could increase. We cannot predict the timing, strength,
or duration of any economic slowdown or recovery. If the condition of the general economy or markets in which we operate worsens, our business could be
harmed.
 
If we fail to maintain awareness of our brand cost-effectively, our business might suffer.
 

We believe that maintaining awareness of our brand in a cost-effective manner is critical to continuing the widespread acceptance of our existing
solutions and is an important element in attracting new customers. Furthermore, we believe that the
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importance of brand recognition will increase as competition in our market increases. Successful promotion of our brand will depend largely on the
effectiveness of our marketing efforts and on our ability to provide reliable and useful services at competitive prices. Our efforts to build, maintain and market
changes to our brand nationally have involved significant expenses. Brand promotion activities may not yield increased revenue, and even if they do, any
increased revenue may not offset the expenses we incur in maintaining our brand. If we fail to successfully maintain our brand, or incur substantial expenses in
an unsuccessful attempt to maintain our brand, we may fail to attract enough new customers or retain our existing customers to the extent necessary to realize
a sufficient return on our brand-building efforts, and our business could suffer.
 
If we are required to collect sales and use taxes in additional jurisdictions, we might be subject to liability for past sales and our future sales may
decrease.
 

We might lose sales or incur significant expenses if states successfully impose broader guidelines on state sales and use taxes. A successful
assertion by one or more states requiring us to collect sales or other taxes on the licensing of our software or sale of our services could result in substantial tax
liabilities for past transactions and otherwise harm our business. For example, New York audited our Company and while we settled this audit in 2015 for
amounts within our sales tax reserve, other states might audit us in the future. Each state has different rules and regulations governing sales and use taxes,
and these rules and regulations are subject to varying interpretations that change over time. We review these rules and regulations periodically and, when we
believe we are subject to sales and use taxes in a particular state, voluntarily engage state tax authorities in order to determine how to comply with their rules
and regulations. We cannot assure you that we will not be subject to sales and use taxes or related penalties for past sales in states where we currently believe
no such taxes are required.
 

Vendors of services, like us, are typically held responsible by taxing authorities for the collection and payment of any applicable sales and similar
taxes. If one or more taxing authorities determines that taxes should have, but have not, been paid with respect to our services, we might be liable for past
taxes in addition to taxes going forward. Liability for past taxes might also include substantial interest and penalty charges. Our customer contracts typically
provide that our customers must pay all applicable sales and similar taxes. Nevertheless, our customers might be reluctant to pay back taxes and might refuse
responsibility for interest or penalties associated with those taxes. If we are required to collect and pay back taxes and the associated interest and penalties,
and if our clients fail or refuse to reimburse us for all or a portion of these amounts, we will incur unplanned expenses that may be substantial. Moreover,
imposition of such taxes on us going forward will effectively increase the cost of our software and services to our customers and might adversely affect our
ability to retain existing customers or to gain new customers in the areas in which such taxes are imposed.
 
We might not be able to utilize a significant portion of our net operating loss or other tax credit carryforwards, which could adversely affect our
profitability.
 

As of December 31, 2016, we had federal and state net operating loss carryforwards due to prior period losses, which if not utilized will begin to
expire in 2022 for federal and state purposes. We also have South Carolina jobs tax credit and headquarters tax credit carryforwards, which if not utilized will
begin to expire in 2020. These tax credit carryforwards could expire unused and be unavailable to offset future income tax liabilities, which could adversely
affect our profitability.
 

In addition, under Section 382 of the Internal Revenue Code of 1986, as amended, or the Code, our ability to utilize net operating loss carryforwards
or other tax attributes in any taxable year may be limited if we experience an “ownership change”. A Section 382 “ownership change” generally occurs if one or
more stockholders or groups of stockholders who own at least 5% of our stock increase their ownership by more than 50 percentage points over their lowest
ownership percentage within a rolling three-year period. Similar rules might apply under state tax laws. Future issuances of our stock could cause an
“ownership change”. It is possible that an ownership change, or any future ownership change, could have a material effect on the use of our net operating loss
carryforwards or other tax attributes, which could adversely affect our profitability.
 
We might be unable to adequately protect, and we might incur significant costs in enforcing, our intellectual property and other proprietary rights.
 

Our success depends in part on our ability to enforce our intellectual property and other proprietary rights. We rely on a combination of trademark,
trade secret, copyright, patent, and unfair competition laws, as well as license and access agreements and other contractual provisions, to protect our
intellectual property and other proprietary rights. In addition, we attempt to protect our intellectual property and proprietary information by requiring employees
and consultants to enter into confidentiality, noncompetition, and assignment of inventions agreements. Our attempts to protect our intellectual property might
be challenged by others or invalidated through administrative process or litigation. While we have eight U.S., three Chinese, two Japanese, two Australian, two
Taiwanese, two Hong Kong, and one Canadian patents granted and a number of applications pending, we might not be able to obtain meaningful patent
protection for our software. In addition, if any patents are issued in the future, they might not provide us with any competitive advantages, or might be
successfully challenged by third parties. Agreement terms that address non-competition are difficult to enforce in many jurisdictions and might not be
enforceable in certain cases. To the extent that our intellectual property and other proprietary rights are not adequately protected, third parties might gain
access to our proprietary information, develop and market products or services similar to ours, or use trademarks similar to ours, each of which could materially
harm our business. Existing U.S. federal and state intellectual property laws offer only limited protection. Moreover, the laws of other countries in which we
might in the future conduct operations or contract for services might afford little or no effective protection of our intellectual property. The failure to adequately
protect our intellectual property and other proprietary rights could materially harm our business.
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In addition, if we resort to legal proceedings to enforce our intellectual property rights or to determine the validity and scope of the intellectual

property or other proprietary rights of others, the proceedings could be burdensome and expensive, even if we were to prevail. Any litigation that is necessary
in the future could result in substantial costs and diversion of resources and could have a material adverse effect on our business, operating results or financial
condition.
 
We might be sued by third parties for alleged infringement of their proprietary rights.
 

The software and Internet industries are characterized by the existence of a large number of patents, trademarks, and copyrights and by frequent
litigation based on allegations of infringement or other violations of intellectual property rights. We have received in the past, and might receive in the future,
communications from third parties claiming that we have infringed the intellectual property rights of others. Our technologies might not be able to withstand any
third-party claims or rights against their use. Any intellectual property claims, with or without merit, could be time-consuming and expensive to resolve, divert
management attention from executing our business plan, and require us to pay monetary damages or enter into royalty or licensing agreements. In addition,
many of our contracts contain warranties with respect to intellectual property rights, and most require us to indemnify our clients for third-party intellectual
property infringement claims, which would increase the cost to us of an adverse ruling on such a claim.
 

Moreover, any settlement or adverse judgment resulting from such a claim could require us to pay substantial amounts of money or obtain a license
to continue to use the software or information that is the subject of the claim, or otherwise restrict or prohibit our use of it. We might not be able to obtain a
license on commercially reasonable terms, if at all, from third parties asserting an infringement claim; we might not be able to develop alternative technology on
a timely basis, if at all; and we might not be able to obtain a license to use a suitable alternative technology to permit us to continue offering, and our clients to
continue using, our affected services. Accordingly, an adverse determination could prevent us from offering our services to others.
 
We might require additional capital to support business growth.
 

We intend to continue to make investments to support our business growth and might require additional funds to respond to business challenges or
opportunities, including the need to develop new products and services or enhance our existing services, enhance our operating infrastructure, and acquire
complementary businesses and technologies. Accordingly, we might need to engage in equity or debt financings to secure additional funds. If we raise
additional funds through further issuances of equity or convertible debt 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. Any debt financing secured by us in the
future could involve restrictive covenants relating to our capital-raising activities and other financial and operational matters, which might make it more difficult
for us to obtain additional capital and to pursue business opportunities, including potential acquisitions. In addition, we might not be able to obtain additional
financing on terms favorable to us, if at all. If we are unable to obtain adequate financing or financing on terms satisfactory to us when we require it, our ability
to continue to support our business growth and to respond to business challenges could be significantly limited.
 
If we fail to meet our current credit facility’s financial covenants, our business and financial condition could be adversely affected.
 

Our current credit facility contains financial covenants, including covenants related to financial liquidity and EBITDA. If at any point we fail to comply
with the financial covenants, the lenders can demand immediate repayment of our outstanding balance and deny future borrowings under the credit facility.
This could have a negative impact on our liquidity, thereby reducing the availability of cash flow for other purposes and adversely affecting our business.
 
Any future litigation against us could be costly and time-consuming to defend.
 

We may become subject, from time to time, to legal proceedings and claims that arise in the ordinary course of business such as claims brought by
our clients in connection with commercial disputes, employment claims made by our current or former associates, or purported securities class actions.
Litigation might result in substantial costs and may divert management’s attention and resources, which might seriously harm our business, overall financial
condition, and operating results. Insurance might not cover such claims, might not provide sufficient payments to cover all the costs to resolve one or more
such claims, and might not continue to be available on terms acceptable to us. A claim brought against us that is uninsured or underinsured could result in
unanticipated costs, thereby reducing our operating results and leading analysts or potential investors to reduce their expectations of our performance, which
could reduce the trading price of our stock.
 
If we acquire companies or technologies in the future, they could prove difficult to integrate, disrupt our business, dilute stockholder value, and
adversely affect our operating results and the value of our common stock.
 

As part of our business strategy, we might acquire, enter into joint ventures with, or make investments in complementary companies, services, and
technologies in the future. For example, in 2010, we acquired 100% of the net assets of Beninform Holdings, Inc., including its wholly owned subsidiary Benefit
Informatics, Inc., and the intellectual property assets of BeliefNetworks, Inc. We spent considerable time, effort, and money pursuing these companies and
successfully integrating them into our business. Acquisitions and investments involve numerous risks, including:
 
 •  difficulties in identifying and acquiring products, technologies or businesses that will help our business;
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 •  difficulties in integrating operations, technologies, services and personnel;
 •  diversion of financial and managerial resources from existing operations;
 •  risk of entering new markets in which we have little to no experience; and
 •  delays in customer purchases due to uncertainty and the inability to maintain relationships with customers of the acquired businesses.

 
If we fail to properly evaluate acquisitions or investments, we might not achieve the anticipated benefits of any such acquisitions, we might incur

costs in excess of what we anticipate, and management resources and attention might be diverted from other necessary or valuable activities.
 
Future sales to customers outside the United States or with international operations might expose us to risks inherent in international sales which,
if realized, could adversely affect our business.
 

An element of our growth strategy is to expand internationally. Operating in international markets requires significant resources and management
attention and will subject us to regulatory, economic, and political risks that are different from those in the United States. Because of our limited experience with
international operations, our international expansion efforts might not be successful in creating demand for our products and services outside of the United
States or in effectively selling our solutions in the international markets we enter. In addition, we will face risks in doing business internationally that could
adversely affect our business, including:
 

  •  unstable regional political and economic conditions, such as those caused by the 2016 U.S. presidential election and subsequent administration
change, or the 2016 vote by the U.K. to exit from the European Union;

 •  the need to localize and adapt our solutions for specific countries, including translation into foreign languages and associated expenses;

 •  data privacy laws which require that customer data be stored and processed in a designated territory or grant different or greater data rights to the
subject or owner of the data;

 •  difficulties in staffing and managing foreign operations;
 •  different pricing environments, longer sales cycles and longer accounts receivable payment cycles and collections issues;
 •  new and different sources of competition;

 •  weaker protection for intellectual property and other legal rights than in the United States and practical difficulties in enforcing intellectual property
and other rights outside of the United States;

  •  laws and business practices favoring local competitors;

  •  compliance challenges related to the complexity of multiple, conflicting and changing governmental laws and regulations, including employment, tax,
privacy, and data protection laws and regulations;

  •  increased financial accounting and reporting burdens and complexities;
  •  restrictions on the transfer of funds; and
  •  adverse tax consequences.
 

If we denominate our international contracts in local currencies, fluctuations in the value of the U.S. dollar and foreign currencies might impact our
operating results when translated into U.S. dollars.
 
Risks Related to Our Products and Services Offerings
 
If our security measures are breached or fail, and unauthorized persons gain access to customers’ and consumers’ data, our products and services
might be perceived as not being secure, customers and consumers might curtail or stop using our products and services, and we might incur
significant liabilities.
 

Our products and services involve the storage and transmission of customers’ and consumers’ confidential information, which may include sensitive
individually identifiable information that is subject to stringent legal and regulatory obligations. Because of the sensitivity of this information, security features of
our software are very important. If our security measures are breached or fail and/or are bypassed as a result of third-party action, employee error,
malfeasance, or otherwise, someone might be able to obtain unauthorized access to our customers’ confidential information and/or patient data. As a result,
our reputation could be damaged, our business might suffer, information might be lost, and we could face damages for contract breach, penalties for violation
of applicable laws or regulations, and significant costs for remediation and remediation efforts to prevent future occurrences.
 

In addition, we rely on various third parties, including employers’ HR departments, carriers, and other third-party service providers and consumers
themselves, as users of our system for key activities to protect and promote the security of our systems and the data and information accessible within them,
such as administration of enrollment, consumer status changes, claims, and billing. On occasion, people have failed to perform these activities. For example,
employers sometimes have failed to terminate the login/password of former employees, or permitted current employees to share login/passwords. When we
become aware of such breaches, we work with employers to terminate inappropriate access and provide additional instruction in order to avoid the
reoccurrence of such problems. Although to date these breaches have not resulted in claims against us or in material harm to our business, failures to perform
these activities might result in claims against us, which could expose us to significant expense, legal liability, and harm to our reputation, which might result in
loss of business.
 

Because techniques used to obtain unauthorized access or to sabotage systems change frequently and generally are not recognized until launched
against a target, we might not be able to anticipate these techniques or to implement adequate preventive
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measures. If an actual or perceived breach of our security occurs, the market perception of the effectiveness of our security measures could be harmed and we
could lose sales and customers. Any significant violations of data privacy could result in the loss of business, litigation and regulatory investigations and
penalties that could damage our reputation and adversely impact our results of operations and financial condition. In addition, our customers might authorize or
enable third parties to access their information and data that is stored on our systems. Because we do not control such access, we cannot ensure the complete
integrity or security of such data in our systems.
 
Failure by our customers to obtain proper permissions and waivers might result in claims against us or may limit or prevent our use of data, which
could harm our business.
 

We require our customers to provide necessary notices and to obtain necessary permissions and waivers for use and disclosure of information on
the Benefitfocus Platform, and we require contractual assurances from them that they have done so and will do so. If, however, despite these requirements and
contractual obligations, our customers do not obtain necessary permissions and waivers, then our use and disclosure of information that we receive from them
or on their behalf might be limited or prohibited by state or federal privacy laws or other laws. This could impair our functions, processes and databases that
reflect, contain, or are based upon such data and might prevent use of such data. In addition, this could interfere with, or prevent creation or use of, rules,
analyses, or other data-driven activities that benefit us and our business. Moreover, we might be subject to claims or liability for use or disclosure of information
by reason of lack of valid notices, agreements, permissions or waivers. These claims or liabilities could subject us to unexpected costs and adversely affect our
operating results.
 
Our proprietary software might not operate properly, which could damage our reputation, give rise to claims against us, or divert application of our
resources from other purposes, any of which could harm our business and operating results.
 

Proprietary software development is time-consuming, expensive, and complex. Unforeseen difficulties can arise. We might encounter technical
obstacles, and it is possible that we discover problems that prevent our proprietary applications from operating properly. If they do not function reliably or fail to
achieve customer expectations in terms of performance, customers could assert liability claims against us and/or attempt to cancel their contracts with us. This
could damage our reputation and impair our ability to attract or maintain customers.
 

Moreover, benefits management software as complex as ours has in the past contained, and may in the future contain, or develop, undetected
defects or errors. Material performance problems or defects in our products and services might arise in the future. Errors might result from the interface of our
services with legacy systems and data, which we did not develop and the function of which is outside of our control. Defects or errors might arise in our existing
or new software or service processes. Because changes in employer, carrier, and legal requirements and practices relating to benefits are frequent, we are
continuously discovering defects and errors in our software and service processes compared against these requirements and practices. Undiscovered
vulnerabilities could expose our software to unscrupulous third parties who develop and deploy software programs that could attack our software or result in
unauthorized access to customer data. Defects and errors and any failure by us to identify and address them could result in loss of revenue or market share,
liability to customers or others, failure to achieve market acceptance or expansion, diversion of development and other resources, injury to our reputation, and
increased service and maintenance costs. Defects or errors in our product or service processes might discourage existing or potential customers from
purchasing services from us. Correction of defects or errors could prove to be impossible or impracticable. The costs incurred in correcting any defects or
errors or in responding to resulting claims or liability might be substantial and could adversely affect our operating results.
 

In addition, customers that rely on our products and services to collect, manage, and report benefits data might have a greater sensitivity to service
errors and security vulnerabilities than customers of software products in general. We market and sell services that, among other things, provide information to
assist care providers in tracking and treating ill patients. Any operational delay in or failure of our software service processes might result in the disruption of
patient care and could cause harm to our business and operating results.
 

Our customers might assert claims against us in the future alleging that they suffered damages due to a defect, error, or other failure of our product
or service processes. A product liability claim or errors or omissions claim could subject us to significant legal defense costs and adverse publicity regardless of
the merits or eventual outcome of such a claim.
 
Various events could interrupt customers’ access to the Benefitfocus Platform, exposing us to significant costs.
 

The ability to access the Benefitfocus Platform is critical to our customers. Our operations and facilities are vulnerable to interruption and/or damage
from a number of sources, many of which are beyond our control, including, without limitation: (i) power loss and telecommunications failures, (ii) fire, flood,
hurricane, and other natural disasters, (iii) software and hardware errors, failures or crashes in our own systems or in other systems, (iv) computer viruses,
denial-of-service attacks, hacking and similar disruptive problems in our own systems and in other systems, and (v) civil unrest, war, and/or terrorism. Our use
of open source software might also present additional security risks because the public availability of such software may make it easier for third parties to
compromise our platform. We have implemented various measures to protect against interruptions of customers’ access to our platform. If customers’ access is
interrupted because of problems in the operation of our facilities, we could be exposed to significant claims by customers, particularly if the access interruption
is associated with problems in the timely delivery of funds due to customers or medical information relevant to patient care. Our plans for disaster recovery and
business continuity rely on third-party providers of related services. If those vendors fail us at a time when our systems are not operating correctly, we could
incur a loss of revenue and liability
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for failure to fulfill our obligations. Any significant instances of system downtime could negatively affect our reputation and ability to retain customers and sell
our services, which would adversely impact our revenue.
 

In addition, retention and availability of patient care and physician reimbursement data are subject to federal and state laws governing record
retention, accuracy, and access. Some laws impose obligations on our customers and on us to produce information for third parties and to amend or expunge
data at their direction. Our failure to meet these obligations might result in liability, which could increase our costs and reduce our operating results.
 
We rely on data center providers, Internet infrastructure, bandwidth providers, third-party computer hardware and software, other third parties, and
our own systems for providing services to our customers, and any failure or interruption in the services provided by these third parties or our own
systems could expose us to litigation and negatively impact our relationships with customers, adversely affecting our brand and our business.
 

We serve all our customers from two data centers, one located in Raleigh, North Carolina and the other located in Charlotte, North Carolina. While
we control and have access to our servers, we do not control the operation of these facilities. The owners of our data center facilities have no obligation to
renew their agreements with us on commercially reasonable terms, or at all. If we are unable to renew these agreements on commercially reasonable terms, or
if one of our data center operators is acquired, we may be required to transfer our servers and other infrastructure to new data center facilities, and we may
incur significant costs and possible service interruption in connection with doing so. 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.
 

In addition, our ability to deliver our web-based services depends on the development and maintenance of the infrastructure of the Internet by third
parties. This includes maintenance of a reliable network backbone with the necessary speed, data capacity, bandwidth capacity, and security. Our services are
designed to operate without interruption in accordance with our service level commitments. However, we have experienced and expect that we will experience
future interruptions and delays in services and availability from time to time. In the event of a catastrophic event with respect to one or more of our systems, we
may experience an extended period of system unavailability, which could negatively impact our relationship with customers. To operate without interruption,
both we and our service providers must guard against:
 
 •  damage from fire, power loss, natural disasters and other force majeure events outside our control;
 •  communications failures;
  •  software and hardware errors, failures, and crashes;
  •  security breaches, computer viruses, hacking, denial-of-service attacks, and similar disruptive problems; and
  •  other potential interruptions.
 

We also rely on purchase or leased computer hardware from Cisco, Dell and Hewlett-Packard Company and software licensed from third parties in
order to offer our services, including software from Oracle Corporation and Microsoft Corporation. This hardware and software is generally commercially
available on varying terms. However, it is possible that this hardware and software might not continue to be available on commercially reasonable terms, or at
all. Any loss of the right to use any of this hardware or software could result in delays in the provisioning of our services until equivalent technology is either
developed by us, or, if available, is identified, obtained and integrated.
 

We exercise limited control over third-party vendors, which increases our vulnerability to problems with technology and information services they
provide. Interruptions in our network access and services might in connection with third-party technology and information services reduce our revenue, cause
us to issue refunds to customers for prepaid and unused subscription services, subject us to potential liability, or adversely affect our renewal rates. Although
we maintain insurance for our business, the coverage under our policies might not be adequate to compensate us for all losses that may occur. In addition, we
might not be able to continue to obtain adequate insurance coverage at an acceptable cost, if at all.
 
The use of open source software in our products and solutions may expose us to additional risks and harm our intellectual property rights.
 

Some of our products and solutions use or incorporate software that is subject to one or more open source licenses. Open source software is
typically freely accessible, usable, and modifiable. Certain open source software licenses require a user who intends to distribute the open source software as
a component of the user’s software to disclose publicly part or all of the source code to the user’s software. In addition, certain open source software licenses
require the user of such software to make any derivative works of the open source code available to others on potentially unfavorable terms or at no cost.
 

The terms of many open source licenses to which we might be subject have not been interpreted by U.S. or foreign courts. Accordingly, there is a
risk that those licenses could be construed in a manner that imposes unanticipated conditions or restrictions on our ability to commercialize our solutions. In
that event, we could be required to seek licenses from third parties in order to continue offering our products or solutions, to re-develop our products or
solutions, to discontinue sales of our products or solutions, or to release
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our proprietary software code under the terms of an open source license, any of which could harm our business. Further, given the nature of open source
software, it may be more likely that third parties might assert copyright and other intellectual property infringement claims against us based on our use of these
open source software programs.
 

While we try to ensure that no open source software is used in such a way as to require us to disclose the source code to the related product or
solution when we do not wish to do so, it is possible that such use may have inadvertently occurred in deploying our proprietary solutions. In addition, if a third-
party software provider has incorporated certain types of open source software into software we license from such third party for our products and solutions
without our knowledge, we could, under certain circumstances, be required to disclose the source code to our products and solutions. This could harm our
intellectual property position and our business, results of operations, and financial condition.
 
Risks Related to Regulation
 
Government regulation of the areas in which we operate creates risks and challenges with respect to our compliance efforts and our business
strategies.
 

The employee benefits industry is highly regulated and is subject to changing political, legislative, regulatory, and other influences. The results of the
U.S. presidential and other elections from 2016 could have a significant impact on the regulatory environment in our industry.  Existing and new laws and
regulations affecting the employee benefits industry could create unexpected liabilities for us, cause us to incur additional costs and restrict our operations.
These laws and regulations are complex and their application to specific services and relationships are not clear. In particular, many existing laws and
regulations affecting employee benefits, when enacted, did not anticipate the services that we provide, and these laws and regulations might be applied to our
services in ways that we do not anticipate. Our failure to accurately anticipate the application of these laws and regulations, or our failure to comply, could
create liability for us, result in adverse publicity, and negatively affect our business. Some of the risks we face from the regulation of employee benefits are as
follows:
 

 

•  PPACA or any repeal or replacement of it. Governmental oversight punctuated with the passage of the Patient Protection and Affordable Care Act,
or PPACA, has led to an increasingly intricate regulatory framework under which health benefits are obtained, delivered, accessed, and maintained.
Although many of the provisions of PPACA do not directly apply to us, PPACA might affect the business of many of our customers. Carriers and
large employers might experience changes in the numbers of individuals they insure as a result of the employer mandate, Medicaid expansion and
the creation of state and national exchanges under PPACA, and the number of states that have chosen to implement the Medicaid expansion or
adopt state-specific exchanges remains in flux. Although we are unable to predict with any reasonable certainty or otherwise quantify the likely
impact of PPACA on our business model, financial condition, or results of operations, changes in the business of our customers and the number of
individuals they insure may negatively impact our business. Congress also has repeatedly but unsuccessfully attempted to repeal PPACA, and
particularly with the current Congress and administration, we are unable to predict the impact of any such pending or future attempts.
 

  

•  False or Fraudulent Claim Laws. There are numerous federal and state laws that forbid submission of false information or the failure to disclose
information in connection with submission and payment of claims for reimbursement from the government. In some cases, these laws also forbid
abuse of existing systems for such submission and payment. Although our business operations are generally not subject to these laws and
regulations, any contract we have with a government entity requires us to comply with these laws and regulations. Any failure of our services to
comply with these laws and regulations could result in substantial liability, including but not limited to criminal liability, could adversely affect demand
for our services, and could force us to expend significant capital, research and development, and other resources to address the failure. Any
determination by a court or regulatory agency that our services with government clients violate these laws and regulations could subject us to civil or
criminal penalties, invalidate all or portions of some of our government client contracts, require us to change or terminate some portions of our
business, require us to refund portions of our services fees, cause us to be disqualified from serving not only government clients but also all clients
doing business with government payers, and have an adverse effect on our business.
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•  HIPAA and Other Privacy and Security Requirements. There are numerous U.S. federal and state laws and regulations related to the privacy and
security of personal health information. In particular, regulations promulgated pursuant to the Health Insurance Portability and Accountability Act of
1996, or HIPAA, established privacy and security standards that limit the use and disclosure of individually identifiable health information, and
require the implementation of administrative, physical, and technological safeguards to ensure the confidentiality, integrity, and availability of
individually identifiable health information in electronic form. Health plans, healthcare clearinghouses, and most providers are considered by the
HIPAA regulations to be “Covered Entities”. With respect to our operations as a healthcare clearinghouse, we are directly subject to the privacy
regulations established under HIPAA, or Privacy Standards, and the security regulations established under HIPAA, or Security Standards. In
addition, our carrier customers, or payors, are considered to be Covered Entities and are required to enter into written agreements with us, known as
Business Associate Agreements, under which we are considered to be a “Business Associate” and that require us to safeguard individually
identifiable health information and restrict how we may use and disclose such information. The American Recovery and Reinvestment Act of 2009,
or ARRA, and the HIPAA Omnibus Final Rules extended the direct application of certain provisions of the Privacy Standards and Security Standards
to us when we are functioning as a Business Associate of our carrier customers. ARRA and the HIPAA Omnibus Final Rule also subject Business
Associates to direct oversight and audit by the Department of Health and Human Services.

Violations of the Privacy Standards and Security Standards might result in civil and criminal penalties, and ARRA increased the penalties for HIPAA
violations and strengthened the enforcement provisions of HIPAA. For example, ARRA authorizes state attorneys general to bring civil actions
seeking either injunctions or damages in response to violations of Privacy Standards and Security Standards that threaten the privacy of state
residents. Moreover, the U.S. Department of Health and Human Services’ Office for Civil Rights (“OCR”) launched a formal HIPAA audit program.
The audits are intended to assess compliance with HIPAA by both Covered Entities and Business Associates and will be conducted by OCR with
assistance from a third party vendor. Issues identified during the audits may result in agency-imposed corrective action plans or civil monetary
penalties.

We might not be able to adequately address the business risks created by HIPAA. Furthermore, we are unable to predict what changes to HIPAA or
other laws or regulations might be made in the future or how those changes could affect our business or the costs of compliance.

Some payors and clearinghouses interpret HIPAA transaction requirements differently than we do. Where payors or clearinghouses require
conformity with their interpretations as a condition of a successful transaction, we seek to comply with their interpretations.

In addition to the Privacy Standards and Security Standards, most states have enacted patient confidentiality laws that protect against the disclosure
of confidential medical and/or health information, and many states have adopted or are considering further legislation in this area, including privacy
safeguards, security standards, and data security breach notification requirements. Such state laws, if more stringent than HIPAA requirements, are
not preempted by the federal requirements, and we are required to comply with them. Failure by us to comply with any state standards regarding
patient privacy may subject us to penalties, including civil monetary penalties and, in some circumstances, criminal penalties. Such failure may injure
our reputation and adversely affect our ability to retain customers and attract new customers.
 

 

•  Personal Privacy and Consumer Protection.  There are numerous U.S. federal and state laws and regulations that have been adopted or are being
considered regarding the collection, retention, use, and disclosure of personal information. In addition to HIPAA, we might be subject to various laws,
rules and regulations related to privacy and information security such as those promulgated under the Gramm-Leach-Bliley Act and various state
laws regulating the use and security of personal information.  Those laws, rules, and regulations include requirements such as reasonable and
appropriate safeguards to protect personal information, or providing appropriate notice to consumers about how their personal information will be
used or disclosed.  Our management believes that we are currently operating in compliance with these regulations. However, continued compliance
with these evolving laws, rules and regulations regarding the privacy, security and protection of our customers’ data, or the implementation of any
additional privacy rules and regulations, could result in higher compliance and technology costs for us.
 

  

•  Medicare and Medicaid Regulatory Requirements. We have contracts with insurance carriers who offer Medicare Managed Care (also known as
Medicare Advantage or Medicare Part C) and Medicaid Managed Care benefits plans. We also have contracts with insurance carriers who offer
Medicare prescription drug benefits (also known as Medicare Part D) plans. The activities of the Medicare plans are regulated by the Centers for
Medicare & Medicaid Services, or CMS, the federal agency that provides oversight of the Medicare and Medicaid programs. The Medicaid Managed
Care plans are regulated by both CMS and the individual states where the plans are offered. Some of the activities that we might perform, such as
the enrollment of beneficiaries, may be subject to CMS flow down provisions and/or state regulation, and such regulations may force us to change
the way we do business or otherwise restrict our ability to provide services to such plans. Moreover, the regulatory environment with respect to these
programs has become, and will likely continue to become, increasingly complex.
 

 

•  Financial Services-Related Laws and Rules. Financial services and electronic payment processing services are subject to numerous laws,
regulations and industry standards, some of which might impact our operations and subject us, our vendors, and our customers to liability as a result
of the payment distribution and processing solutions we offer. Although we do not act as a bank, we offer solutions that involve banks, or vendors
who contract with banks and other regulated providers of financial services. As a result, we might be impacted by banking and financial services
industry laws, regulations, and industry standards, such as licensing requirements, solvency standards, requirements to maintain the privacy and
security of nonpublic personal financial information, and Federal Deposit Insurance Corporation deposit insurance limits. In addition, our patient
billing and payment distribution and processing solutions might be impacted by payment card association operating rules, certification requirements,
and rules governing electronic funds transfers. If we fail to comply with applicable payment processing rules or requirements, we might be subject to
fines and changes in transaction fees and may lose our ability to process credit and debit card transactions or facilitate other types of billing and
payment solutions. Moreover, payment transactions processed using the Automated Clearing House are subject to network operating rules
promulgated by the National Automated Clearing House Association and to various federal laws regarding such operations, including laws pertaining
to electronic funds transfers, and these rules and laws might impact our billing and payment solutions. Further, our solutions might impact the ability
of our payor customers to comply with state prompt payment laws. These laws require payors to pay healthcare claims meeting the statutory or
regulatory definition of a “clean claim” within a specified time frame.
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•  Insurance Broker Laws. Insurance laws in the United States are often complex, and states have broad authority to adopt
regulations regarding brokerage activities. These regulations typically include the licensing of insurance brokers and agents and govern the
marketing and sales of insurance policies, and the handling of client funds. Although we believe our activities do not currently constitute the
provision of insurance brokerage services, regulations may change from state to state, which could require us to comply with such expanded
regulation.
 

 

•  ERISA. The Employee Retirement Income Security Act of 1974, as amended, or ERISA, regulates how employee benefits are provided to or
through certain types of employer-sponsored health benefits plans. ERISA is a set of laws and regulations that is subject to periodic interpretation by
the U.S. Department of Labor as well as the federal courts. In some circumstances, we might be deemed to have assumed duties that make us an
ERISA fiduciary, and thus be required to carry out our operations in a manner that complies with ERISA in all material respects. We believe that our
current contracts and operations do not render us subject to ERISA fiduciary obligations, and therefore that we are in material compliance with
ERISA and that any such compliance does not currently have a material adverse effect on our operations. However, there can be no assurance that
continuing ERISA compliance efforts or any future changes to ERISA will not have a material adverse effect on us.
 

 

•  Third-Party Administrator Laws. Numerous states in which we do business have adopted regulations governing entities engaged in third-party
administrator, or TPA, activities. TPA regulations typically impose requirements regarding enrollment into benefits plans, premium payments, claims
processing and payments, and the handling of customer funds. Although we do not believe we are currently acting as a TPA, changes in state
regulations could result in us being obligated to comply with such regulations, which might require us to obtain licenses to provide TPA services in
such states.
 

We are subject to banking regulations that may limit our business activities.
 

The Goldman Sachs Group, affiliates of which owned approximately 20.0% of the voting and economic interest in our business at September 30,
2017, is regulated as a bank holding company and a financial holding company under the Bank Holding Company Act of 1956, as amended, or BHC Act. The
BHC Act imposes regulations and requirements on The Goldman Sachs Group and on any company that is deemed to be controlled by The Goldman Sachs
Group under the BHC Act and the regulations of the Board of Governors of the Federal Reserve System, or the Federal Reserve. Due to the size of its voting
and economic interest, we are deemed to be controlled by The Goldman Sachs Group and are therefore considered to be a non-bank “subsidiary” of The
Goldman Sachs Group under the BHC Act. We will remain subject to this regulatory regime until The Goldman Sachs Group is no longer deemed to control us
for purposes of the BHC Act, which we do not generally have the ability to control and which will not occur until The Goldman Sachs Group has significantly
reduced its voting and economic interest in us.
 

As a controlled non-bank subsidiary of The Goldman Sachs Group, we are restricted from engaging in activities that are not permissible under the
BHC Act, or the rules and regulations promulgated thereunder. Permitted activities for a bank holding company or any controlled non-bank subsidiary generally
include activities that the Federal Reserve has previously determined to be closely related to banking, financial in nature or incidental or complementary to
financial activities, including data processing services such as those that we provide with our software solutions. Restrictions placed on The Goldman Sachs
Group as a result of supervisory or enforcement actions under the BHC Act or otherwise may restrict us or our activities in certain circumstances, even if these
actions are unrelated to our conduct or business. Further, as a result of being subject to regulation and supervision by the Federal Reserve, we may be
required to obtain the prior approval of the Federal Reserve before engaging in certain new activities or businesses, whether organically or by acquisition. The
Federal Reserve could exercise its power to restrict us from engaging in any activity that, in the Federal Reserve’s opinion, is unauthorized or constitutes an
unsafe or unsound business practice. To the extent that these regulations impose limitations on our business, we could be at a competitive disadvantage
because some of our competitors are not subject to these limitations.
 

Additionally, any failure of The Goldman Sachs Group to maintain its status as a financial holding company could result in further limitations on our
activities and our growth. In particular, our permissible activities could be restricted to only those that constitute banking or activities closely related to banking.
The Goldman Sachs Group’s loss of its financial holding company status could be caused by several factors, including any failure by The Goldman Sachs
Group’s bank subsidiaries to remain sufficiently capitalized, by any examination downgrade of one of The Goldman Sachs Group’s bank subsidiaries, or by any
failure of one of The Goldman Sachs Group’s bank subsidiaries to maintain a satisfactory rating under the Community Reinvestment Act. In addition, the Dodd-
Frank Act broadened the requirements for maintaining financial holding company status by also requiring the holding company to remain “well capitalized” and
“well managed”. We have no ability to prevent such occurrences from happening.
 

As a non-bank subsidiary of a bank holding company, we are subject to examination by the Federal Reserve and required to provide information and
reports for use by the Federal Reserve under the BHC Act. In addition, we may be subject to regulatory oversight and examination because we are a
technology service provider to regulated financial institutions. The Federal Reserve may also impose substantial fines and other penalties for violations of
applicable banking laws, regulations and orders. Further, the Dodd-Frank Act, including Title VI thereunder known as the “Volcker Rule”, and related financial
regulatory reform call for the issuance of numerous regulations designed to increase and strengthen the regulation of bank holding companies, including The
Goldman Sachs Group and its affiliates. The Volker Rule, in relevant part, restricts banking entities from proprietary trading (subject to certain exemptions) and
from acquiring or retaining any equity, partnership or other interests in, or sponsoring, a private equity fund, subject to satisfying certain conditions, and from
engaging in certain transactions with funds.
 

We have agreed to certain covenants that are intended to facilitate The Goldman Sachs Group’s compliance with the BHC Act, but that may impose
certain obligations on our company. In particular, The Goldman Sachs Group has rights to conduct audits on,
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and access certain information of, our company and certain rights to review the policies and procedures that we implement to comply with the laws and
regulations that relate to our activities. In addition, we are obligated to provide The Goldman Sachs Group with notice of certain events and business activities
and cooperate with The Goldman Sachs Group to mitigate potential adverse consequences resulting therefrom.
 
Potential regulatory requirements placed on our software, services, and content could impose increased costs on us, delay or prevent our
introduction of new service types, and impair the function or value of our existing service types.
 

Our products and services are and are likely to continue to be subject to increasing regulatory requirements in a number of ways. As these
requirements proliferate, we must change or adapt our products and services to comply. Changing regulatory requirements might render our services obsolete
or might block us from accomplishing our work or from developing new services. This might in turn impose additional costs upon us to comply or to further
develop our products and services. It might also make introduction of new product or service types more costly or more time-consuming than we currently
anticipate. It might even prevent introduction by us of new products or services or cause the continuation of our existing products or services to become
unprofitable or impossible.
 
Potential government subsidy of services similar to ours, or creation of a single payor system, might reduce customer demand.
 

Recently, entities including brokers and U.S. federal and state governments have offered to subsidize adoption of online benefits platforms or
clearinghouses. In addition, federal regulations have been changed to permit such subsidy from additional sources subject to certain limitations. To the extent
that we do not qualify or participate in such subsidy programs, demand for our services might be reduced, which may decrease our revenue. In addition, prior
proposals regarding healthcare reform have included the concept of creation of a single payor for healthcare insurance. This kind of consolidation of critical
benefits activity could negatively impact the demand for our services.
 
Our services present the potential for embezzlement, identity theft, or other similar illegal behavior by our associates with respect to third parties.
 

Among other things, certain services offered by us involve collecting payment information from individuals, and this frequently includes check and
credit card information. Even though we do not handle direct payments, our services also involve the use and disclosure of personal and business information
that could be used to impersonate third parties, commit identity theft, or otherwise gain access to their data or funds. If any of our associates take, convert, or
misuse such funds, documents, or data, we could be liable for damages, and our business reputation could be damaged or destroyed. Moreover, if we fail to
adequately prevent third parties from accessing personal and/or business information and using that information to commit identity theft, we might face legal
liabilities and other losses than can have a negative impact on our business.
 
Risks Related to Ownership of Our Common Stock
 
Our stock price may be volatile or may decline regardless of our operating performance, and you may not be able to resell your shares at or above
the price at which you purchase it.
 

The stock market historically has experienced extreme price and volume fluctuations. As a result of this volatility, you might not be able to sell your
common stock at or above the price at which you purchase it. The public market for our stock is new. From our IPO in September 2013 through September 30,
2017, the per share trading price of our common stock has been as high as $77.00 and as low as $19.58. It might continue to fluctuate significantly in response
to various factors, some of which are beyond our control. These factors include:
 
 •  our operating performance and the operating performance of similar companies;
 •  the overall performance of the equity markets;
  •  changes in laws or regulations relating to the sale of health insurance;
  •  announcements by us or our competitors of acquisitions, business plans, or commercial relationships;
 •  any major change in our management;
  •  threatened or actual litigation;

  •  publication of research reports or news stories about us, our competitors, or our industry, or positive or negative recommendations or withdrawal of
research coverage by securities analysts;

  •  large volumes of sales of our shares of common stock by existing stockholders; and
  •  general political and economic conditions.
 

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. These fluctuations might be even more
pronounced in the relatively new trading market for our stock. Additionally, 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
substantial costs, divert our management’s attention and resources, and harm our business, operating results, and financial condition.
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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 currently intend to do so for the foreseeable future. We
currently intend to invest our future earnings, if any, to fund our growth. Therefore, you are not likely to receive any dividends on your common stock for the
foreseeable future, and the success of an investment in shares of our common stock will depend upon future appreciation in its value, if any. There is no
guarantee that shares of our common stock will appreciate in value or even maintain the price at which our stockholders purchased their shares.
 
Our stock price could decline due to the large number of outstanding shares of our common stock eligible for future sale.
 

Sales of a substantial number of shares of our common stock in the public market or the market perception that the holder or holders of a large
number of shares intend to sell shares, could reduce the market price of our common stock. These sales could make it more difficult for us to sell equity or
equity related securities in the future at a time and price that we deem appropriate.
 

As of September 30, 2017, we had an aggregate of 31,195,653 shares of common stock outstanding. As of September 30, 2017, there also were
outstanding options and restricted stock units to purchase 2,266,894 shares of our common stock that, if exercised or vested, as applicable, will result in these
additional shares becoming available for sale subject in some cases to Rule 144.
 

On November 12, 2013, June 7, 2016 and June 9, 2017, we also registered an aggregate of 9,099,766 shares of our common stock that we may
issue or sell under our stock plans, including the Benefitfocus, Inc. 2016 Employee Stock Purchase Plan. These shares can be freely sold in the public market
upon issuance, unless they are held by “affiliates”, as that term is defined in Rule 144 of the Securities Act. If a large number of these shares are sold in the
public market, the sales could reduce the trading price of our common stock.
 
A limited number of stockholders will have the ability to influence the outcome of director elections and other matters requiring stockholder
approval.

 
As of September 30, 2017, our directors, executive officers, and their affiliated entities beneficially owned approximately 37.7% of our outstanding

common stock. In particular, GS Capital Partners VI Parallel, L.P., GS Capital Partners VI Offshore Fund, L.P., GS Capital Partners VI Fund, L.P., and GS
Capital Partners VI GmbH & CO. KG, which are affiliates of Goldman, Sachs & Co. and which we refer to as the Goldman Funds, collectively beneficially
owned approximately 20.0%. These stockholders, if they act together, could exert substantial influence over matters requiring approval by our stockholders,
including the amendment of our certificate of incorporation and bylaws, and the approval of mergers or other business combination transactions.
 

Additionally, the Goldman Funds, Mason R. Holland, Jr., our Executive Chairman and a director, and Shawn A. Jenkins, our Chief Executive Officer
and a director, entered into a voting agreement for the election of directors. As of September 30, 2017, these stockholders collectively beneficially owned
approximately 37.0% of our common stock. Pursuant to the voting agreement, the parties are obligated to vote all of their shares to elect two directors
nominated by the Goldman Funds and each of Messrs. Holland and Jenkins to our board of directors. As a result, these stockholders will have significant
influence on the outcome of director elections. This concentration of ownership might discourage, delay, or prevent a change in control of our company, which
could deprive our stockholders of an opportunity to receive a premium for their stock as part of a sale of our company and might reduce our stock price. These
actions may be taken even if they are opposed by other stockholders.
 
Provisions in our restated certificate of incorporation and amended and restated bylaws and Delaware law might discourage, delay, or prevent a
change in control of our company or changes in our management and, therefore, depress the trading price of our common stock.
 

Provisions of our certificate of incorporation and bylaws and Delaware law might discourage, delay, or prevent a merger, acquisition, or other change
in control that stockholders consider favorable, including transactions in which you might otherwise receive a premium for your shares of our common stock.
These provisions might also prevent or frustrate attempts by our stockholders to replace or remove our management. These provisions include:
 
 •  limitations on the removal of directors;
  •  advance notice requirements for stockholder proposals and nominations;
  •  limitations on the ability of stockholders to call special meetings;

  •  the inability of stockholders to act by written consent once The Goldman Sachs Group and its affiliates cease to own at least 35% of our voting
equity;

  •  the inability of stockholders to cumulate votes at any election of directors;

  •  the classification of our board of directors into three classes with only one class, representing approximately one-third of our directors, standing for
election at each annual meeting; and

  •  the ability of our board of directors to make, alter or repeal our bylaws.
 

Our Board of Directors has the ability to designate the terms of and issue new series of preferred stock without stockholder approval. In addition,
Section 203 of the Delaware General Corporation Law prohibits a publicly held Delaware corporation from engaging in a business combination with an
interested stockholder, generally a person which together with its affiliates owns, or within
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the last three years has owned, 15% of our voting stock, for a period of three years after the date of the transaction in which the person became an interested
stockholder, unless the business combination is approved in a prescribed manner.
 

The existence of the foregoing provisions and anti-takeover measures could limit the price that investors are willing to pay in the future for shares of
our common stock. They could also deter potential acquirers of our company, thereby reducing the likelihood that you could receive a premium for your
common stock in an acquisition.
 
Our business is subject to changing regulations regarding corporate governance, disclosure controls, internal control over financial reporting, and
other compliance areas that will increase both our costs and the risk of noncompliance.
 

As a public company, we are subject to the reporting requirements of the Securities Exchange Act of 1934, or the Exchange Act, the Sarbanes-
Oxley Act of 2002, or the Sarbanes-Oxley Act, the Dodd-Frank Act, and the rules and regulations of our stock exchange. The requirements of these rules and
regulations will increase our legal, accounting, and financial compliance costs, will make some activities more difficult, time-consuming, and costly, and may
also place undue strain on our personnel, systems, and resources.
 

The Sarbanes-Oxley Act requires, among other things, that we maintain effective disclosure controls and procedures and internal control over
financial reporting. Commencing with our fiscal year ending December 31, 2014, we performed system and process evaluation and testing of our internal
control over financial reporting to allow management to report on the effectiveness of our internal control over financial reporting, as required by Section 404 of
the Sarbanes-Oxley Act. Our ongoing compliance with Section 404 of the Sarbanes-Oxley Act will require that we incur substantial accounting expense and
expend significant management efforts.
 

We are required to disclose changes made to our internal control and procedures on a quarterly basis. However, our independent registered public
accounting firm will not be required to formally attest to the effectiveness of our internal control over financial reporting pursuant to Section 404 of the
Sarbanes-Oxley Act until the later of the year following our first annual report required to be filed with the SEC or the date we are no longer an “emerging
growth company” as defined in the Jumpstart Our Business Startups Act of 2012, or the JOBS Act, if we take advantage of the exemption available under the
JOBS Act to the auditor attestation requirement in Section 404(b) of the Sarbanes-Oxley Act. If we are not able to comply with the requirements of Section 404
of the Sarbanes-Oxley Act in a timely manner, the market price of our stock could decline and we could be subject to sanctions or investigations by the stock
exchange on which our common stock is listed, the SEC, or other regulatory authorities, which would require additional financial and management resources.
 
Failure to develop and maintain adequate financial controls could cause us to have material weaknesses, which could adversely affect our
operations and financial position.
 

As previously reported, in the first quarter of 2014, we identified a material weakness in internal controls over the accounting for leasing transactions
which resulted in the identification of a material error in the accounting for our headquarters lease executed in May 2005. We might in the future discover other
material weaknesses that require remediation. In addition, an internal control system, no matter how well-designed, cannot provide absolute assurance that
misstatements due to error or fraud will not occur or that all control issues and instances of fraud will be detected. If we are not able to comply with the
requirements of Section 404 of the Sarbanes-Oxley Act in a timely manner, or if we are unable to maintain proper and effective internal controls, we might not
be able to produce timely and accurate financial statements. If that were to happen, the market price of our stock could decline and we could be subject to
sanctions or investigations by the stock exchange on which our common stock is listed, the SEC, or other regulatory authorities.
 

Any failure to develop or maintain effective controls, or any difficulties encountered in their implementation or improvement, could harm our operating
results or cause us to fail to meet our reporting obligations. Any failure to implement and maintain effective internal controls also could adversely affect the
results of periodic management evaluations regarding the effectiveness of our internal control over financial reporting that we are required to include in our
periodic reports filed with the SEC under Section 404 of the Sarbanes-Oxley Act. Ineffective disclosure controls and procedures or internal control over
financial reporting could also cause investors to lose confidence in our reported financial and other information, which would likely have a negative effect on the
trading price of our common stock. Implementing any appropriate changes to our internal controls may require specific compliance training of our directors,
officers, and employees, entail substantial costs in order to modify our existing accounting systems, and take a significant period of time to complete. Such
changes may not be effective, however, 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 could materially impair our ability to operate our business. In
the event that we are not able to demonstrate compliance with Section 404 of the Sarbanes-Oxley Act in a timely manner, that our internal controls are
perceived as inadequate, or that we are unable to produce timely or accurate financial statements, investors may lose confidence in our operating results and
our stock price could decline.
 
We are an emerging growth company and we cannot be certain if the reduced disclosure requirements applicable to emerging growth companies
will make our common stock less attractive to investors.
 

We are an emerging growth company. Under the JOBS Act, emerging growth companies can delay adopting new or revised accounting standards
until such time as those standards apply to private companies. We have irrevocably elected not to avail ourselves
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of this exemption from new or revised accounting standards and, therefore, we will be subject to the same new or revised accounting standards as other public
companies that are not emerging growth companies.
 

For as long as we continue to be an emerging growth company, we intend to take advantage of certain other exemptions from various reporting
requirements that are applicable to other public companies including, but not limited to, reduced disclosure obligations regarding executive compensation in our
periodic reports and proxy statements, exemptions from the requirements of holding a nonbinding advisory vote on executive compensation and stockholder
approval of any golden parachute payments not previously approved, and exemptions from the requirements of auditor attestation reports on the effectiveness
of our internal control over financial reporting. We cannot predict if investors will find our common stock less attractive because we will rely on these
exemptions. If some investors find our common stock less attractive as a result, there may be a less active trading market for our common stock and our stock
price may be more volatile.
 

We will remain an emerging growth company until the earliest of (i) the end of the fiscal year in which the market value of our common stock that is
held by non-affiliates exceeds $700 million as of June 30 of that fiscal year, (ii) the end of the fiscal year in which we have total annual gross revenue of $1
billion or more during such fiscal year, (iii) the date on which we issue more than $1 billion in non-convertible debt in a three-year period, or (iv) September 17,
2018.
 
If securities or industry analysts do not publish research or reports about our business, or publish inaccurate or unfavorable research or reports
about our business, our stock price and trading volume could decline.
 

The trading market for our common stock depends, to some extent, on the research and reports that securities or industry analysts publish about us
and our business. We do not have any control over these analysts. If one or more of the analysts who cover us downgrade our common stock or change their
opinion of our common stock, our stock price would likely decline. If one or more of these analysts cease coverage of our company or fail to regularly publish
reports on us, we could lose visibility in the financial markets, which could cause our stock price or trading volume to decline.
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Item 6.  EXHIBITS.
 
 
Exhibit
Number

  
Description

31.1*
 

 Certification of the Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2*
 

 Certification of the Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1*  Certification of the Chief Executive Officer and the 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.

 
* Filed herewith
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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: November 3, 2017
 

Benefitfocus, Inc.
  
By: /s/ Jonathon E. Dussault
 Jonathon E. Dussault
 Chief Financial Officer
 (Principal financial and accounting officer)
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Exhibit 31.1
CERTIFICATION PURSUANT TO

SECTION 302 OF
THE SARBANES-OXLEY ACT OF 2002

I, Shawn A. Jenkins, certify that:

1. I have reviewed this Quarterly Report on Form 10-Q of Benefitfocus, Inc. (the registrant);

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light of
the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial condition, results of
operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a–15(e)
and 15d–15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

 (a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that material
information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which
this report is being prepared;
 

 (b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision, 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;
 

 (c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the
disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and
 

 (d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal quarter (the
registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control
over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant’s auditors and the
audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

 (a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to adversely
affect the registrant’s ability to record, process, summarize and report financial information; and

 (b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over financial
reporting.

Date:  November 3, 2017
 
/s/ Shawn A. Jenkins
Shawn A. Jenkins
Chief Executive Officer
(Principal executive officer)
 



Exhibit 31.2
CERTIFICATION PURSUANT TO

SECTION 302 OF
THE SARBANES-OXLEY ACT OF 2002

 
I, Jonathon E. Dussault, certify that:
 
1. I have reviewed this Quarterly Report on Form 10-Q of Benefitfocus, Inc. (the registrant);

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light of
the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial condition, results of
operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a–15(e)
and 15d–15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

 (a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that material
information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which
this report is being prepared;

 (b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision, 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;

 (c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the
disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 (d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal quarter (the
registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control
over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant’s auditors and the
audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

 (a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to adversely
affect the registrant’s ability to record, process, summarize and report financial information; and

 (b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over financial
reporting.

Date:  November 3, 2017

 
/s/ Jonathon E. Dussault
Jonathon E. Dussault
Chief Financial Officer
(Principal financial and accounting officer)
 



Exhibit 32.1
CERTIFICATION PURSUANT TO

18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

 
In accordance with 18 U.S.C. 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, Shawn A. Jenkins, Chief Executive Officer (principal executive officer)
of Benefitfocus, Inc. (the “registrant”), and Jonathon E. Dussault, Chief Financial Officer (principal financial and accounting officer) of the registrant, each hereby certifies that, to the
best of their knowledge:

1. The registrant’s Quarterly Report on Form 10-Q for the period ended September 30, 2017, to which this Certification is attached as Exhibit 32.1 (the “Report”), fully complies with
the requirements of Section 13(a) or Section 15(d) of the Securities Exchange Act of 1934, as amended; and

2. The information contained in the Report fairly presents, in all material respects, the financial condition of the registrant at the end of the period covered by the Report and results
of operations of the registrant for the periods covered by the Report.

 

Date:  November 3, 2017

 
/s/ Shawn A. Jenkins
Shawn A. Jenkins
Chief Executive Officer
(Principal executive officer)
 
/s/ Jonathon E. Dussault
Jonathon E. Dussault
Chief Financial Officer
(Principal financial and accounting officer)
 


