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PART I

ITEM 1.     FINANCIAL STATEMENTS

SERVICENOW, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands)
(unaudited)

September 30,
2018

December 31,
2017
*As Adjusted

Assets
Current assets:
Cash and cash equivalents $703,629 $726,495
Short-term investments 922,411 1,052,803
Accounts receivable, net 424,698 437,051
Current portion of deferred commissions 126,185 109,643
Prepaid expenses and other current assets 115,262 95,959
Total current assets 2,292,185 2,421,951
Deferred commissions, less current portion 247,681 224,252
Long-term investments 457,561 391,442
Property and equipment, net 297,371 245,124
Intangible assets, net 84,006 86,916
Goodwill 143,133 128,728
Other assets 59,505 51,832
Total assets $3,581,442 $3,550,245
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable $43,223 $32,109
Accrued expenses and other current liabilities 251,545 253,257
Current portion of deferred revenue 1,363,217 1,210,695
Current portion of convertible senior notes, net 160,972 543,418
Total current liabilities 1,818,957 2,039,479
Deferred revenue, less current portion 41,244 36,120
Convertible senior notes, net 653,638 630,018
Other long-term liabilities 47,419 65,884
Total liabilities 2,561,258 2,771,501
Stockholders’ equity:
Common stock 179 174
Additional paid-in capital 2,007,218 1,731,367
Accumulated other comprehensive income (loss) (1,418 ) 5,767
Accumulated deficit (985,795 ) (958,564 )
Total stockholders’ equity 1,020,184 778,744
Total liabilities and stockholders’ equity $3,581,442 $3,550,245

*As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

See accompanying notes to condensed consolidated financial statements
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SERVICENOW, INC.
CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)
(in thousands, except share and per share data)
(unaudited)

Three Months Ended
September 30,

Nine Months Ended September
30,

2018
2017

2018
2017

*As Adjusted *As Adjusted

Revenues:
Subscription $626,567 $ 449,506 $1,755,174 $1,239,762
Professional services and other 46,530 42,866 138,201 129,639
Total revenues 673,097 492,372 1,893,375 1,369,401
Cost of revenues(1):
Subscription 106,821 81,878 303,918 228,046
Professional services and other 51,037 45,608 150,578 137,652
Total cost of revenues 157,858 127,486 454,496 365,698
Gross profit 515,239 364,886 1,438,879 1,003,703
Operating expenses(1):
Sales and marketing 289,323 217,866 883,893 643,998
Research and development 135,655 98,465 380,839 272,959
General and administrative 80,693 52,465 216,851 150,242
Total operating expenses 505,671 368,796 1,481,583 1,067,199
Income (loss) from operations 9,568 (3,910 ) (42,704 ) (63,496 )
Interest expense (11,233 ) (16,566 ) (43,795 ) (36,581 )
Interest income and other income (expense), net 8,895 579 45,520 (177 )
Income (loss) before income taxes 7,230 (19,897 ) (40,979 ) (100,254 )
Provision for (benefit from) income taxes (1,175 ) 2,285 (7,260 ) (754 )
Net income (loss) $8,405 $ (22,182 ) $(33,719 ) $(99,500 )
Net income (loss) per share - basic $0.05 $ (0.13 ) $(0.19 ) $(0.58 )
Net income (loss) per share - diluted $0.04 $ (0.13 ) $(0.19 ) $(0.58 )
Weighted-average shares used to compute net income (loss) per
share - basic 178,719,694171,883,190 177,198,179 170,359,717

Weighted-average shares used to compute net income (loss) per
share - diluted 192,190,899171,883,190 177,198,179 170,359,717

Other comprehensive income (loss):
Foreign currency translation adjustments $1,655 $ 5,237 $212 $22,383
Unrealized gain (loss) on investments, net of tax 922 (2,864 ) (163 ) 5,243
Other comprehensive income, net of tax 2,577 2,373 49 27,626
Comprehensive income (loss) $10,982 $ (19,809 ) $(33,670 ) $(71,874 )

(1) Includes stock-based compensation as follows:
Three Months Ended
September 30,

Nine Months Ended
September 30,

2018
2017

2018
2017

*As
Adjusted

*As
Adjusted

Cost of revenues:
Subscription $12,775 $8,980 $36,604 $25,860
Professional services and other 8,407 7,056 24,310 21,548
Sales and marketing 60,132 43,962 169,283 124,650
Research and development 35,527 23,092 97,905 67,624
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General and administrative 27,567 17,352 73,207 48,695
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 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

See accompanying notes to condensed consolidated financial statements
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SERVICENOW, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
(unaudited)

Nine Months Ended September
30,

2018
2017

*As Adjusted

Cash flows from operating activities:
Net loss $(33,719 ) $(99,500 )
Adjustments to reconcile net loss to net cash provided by operating activities:
Depreciation and amortization 106,492 81,808
Amortization of deferred commissions 107,367 68,154
Amortization of debt discount and issuance costs 43,795 36,581
Stock-based compensation 401,309 288,377
Deferred income tax (32,297 ) (6,055 )
Gain on marketable equity securities (19,257 ) —
Repayments of convertible senior notes attributable to debt discount (101,633 ) —
Other 4,502 (1,554 )
Changes in operating assets and liabilities, net of effect of business combinations:
Accounts receivable 7,454 45,879
Deferred commissions (152,521 ) (114,514 )
Prepaid expenses and other assets 1,519 (17,393 )
Accounts payable 5,058 (11,088 )
Deferred revenue 174,058 188,291
Accrued expenses and other liabilities 9,350 (829 )
Net cash provided by operating activities 521,477 458,157
Cash flows from investing activities:
Purchases of property and equipment (136,349 ) (115,856 )
Business combinations, net of cash and restricted cash acquired (24,940 ) (26,537 )
Purchases of other intangibles (13,600 ) (6,170 )
Purchases of investments (818,159 ) (641,666 )
Purchase of strategic investments (8,839 ) (4,000 )
Sales of investments 39,975 77,968
Maturities of investments 861,629 350,597
Net cash used in investing activities(1) (100,283 ) (365,664 )
Cash flows from financing activities:
Net proceeds from borrowings on convertible senior notes — 772,127
Repayments of convertible senior notes attributable to principal (311,520 ) —
Proceeds from issuance of warrants — 54,071
Purchases of convertible note hedges — (128,017 )
Repurchases and retirement of common stock — (55,000 )
Proceeds from employee stock plans 100,437 76,748
Taxes paid related to net share settlement of equity awards (221,268 ) (131,130 )
Payments on financing obligations (756 ) (2,681 )
Net cash (used in) provided by financing activities (433,107 ) 586,118
Foreign currency effect on cash, cash equivalents and restricted cash(1) (9,593 ) 25,765
Net (decrease) increase in cash, cash equivalents and restricted cash(1) (21,506 ) 704,376
Cash, cash equivalents and restricted cash at beginning of period(1) 727,829 401,932
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Cash, cash equivalents and restricted cash at end of period(1) $706,323 $1,106,308
Cash, cash equivalents and restricted cash at end of period:
Cash and cash equivalents $703,629 $1,104,871
Current portion of restricted cash included in prepaid expenses and other current assets 2,694 1,437
Total cash, cash equivalents and restricted cash shown in the condensed consolidated
statements of cash flows $706,323 $1,106,308

Non-cash investing and financing activities:
Benefit from 2018 Note Hedges $548,001 $—
Property and equipment included in accounts payable and accrued expenses 25,018 9,321

*As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

(1)

During the three months ended December 31, 2017, we adopted Accounting Standards Update 2016-18, “Statement of Cash Flows (Topic 230): Restricted Cash,”
which requires that amounts generally described as restricted cash or restricted cash equivalents be included with cash and cash equivalents when reconciling
the beginning-of-period and end-of-period total amounts shown on the statement of cash flows. Accordingly, we have recast our prior period condensed
consolidated statement of cash flows to conform to the current presentation. The impact of the adoption for the nine months ended September 30, 2017 is not
material.

See accompanying notes to condensed consolidated financial statements
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SERVICENOW, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

Unless the context requires otherwise, references in this report to “ServiceNow,” the “Company”, “we,” “us,” and
“our” refer to ServiceNow, Inc. and its consolidated subsidiaries.

(1)    Description of the Business

ServiceNow is a leading provider of enterprise cloud computing solutions that define, structure, manage and automate
services for global enterprises. We help our customers improve service quality and reduce costs while scaling and
automating their businesses. We typically deliver our software via the Internet as a service, through an easy-to-use,
consumer product-like interface, which means it can be easily configured and rapidly deployed. In a minority of cases,
customers deploy our software internally or contract with a third party to host the software to support their unique
regulatory or security requirements.

(2)    Summary of Significant Accounting Policies

Basis of Presentation

Effective January 1, 2018, we adopted the Accounting Standards Update (ASU) 2014-09, “Revenue from Contracts
with Customers (Topic 606)” as discussed further below in this Note 2. All amounts and disclosures set forth in this
Form 10-Q have been updated to comply with the new standard, including previously reported amounts, which are
labeled "as adjusted" in these condensed consolidated financial statements and related notes. Certain prior period
amounts reported in our condensed consolidated financial statements and notes thereto have been reclassified to
conform to the current period presentation.

The accompanying unaudited condensed consolidated financial statements and condensed footnotes have been
prepared in accordance with the applicable rules and regulations of the Securities and Exchange Commission (the
SEC) regarding interim financial reporting. Accordingly, they do not include all of the information and footnotes
required by U.S. generally accepted accounting principles (GAAP) for complete financial statements due to the
permitted exclusion of certain disclosures for interim reporting. In the opinion of management, all adjustments
(consisting of normal recurring items) considered necessary under GAAP for fair statement of results for the interim
periods presented have been included. The results of operations for the three and nine months ended September 30,
2018 are not necessarily indicative of the results to be expected for the year ending December 31, 2018 or for other
interim periods or future years. The condensed consolidated balance sheet as of December 31, 2017 is derived from
audited financial statements as adjusted to reflect the impact of the full retrospective adoption of Topic 606; however,
it does not include all of the information and footnotes required by GAAP for complete financial statements. These
condensed consolidated financial statements should be read in conjunction with the audited consolidated financial
statements and related notes included in our Annual Report on Form 10-K for the year ended December 31, 2017,
which was filed with the SEC on February 28, 2018.

Principles of Consolidation

The condensed consolidated financial statements have been prepared in conformity with GAAP, and include our
accounts and the accounts of our wholly-owned subsidiaries. All intercompany transactions and balances have been
eliminated upon consolidation.

Use of Estimates
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The preparation of condensed consolidated financial statements in conformity with GAAP requires management to
make certain estimates and assumptions. These estimates and assumptions affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the consolidated financial statements, as well
as reported amounts of revenues and expenses during the reporting period. Such management estimates and
assumptions include, but are not limited to, the stand-alone selling price (SSP) for each distinct performance
obligation included in customer contracts with multiple performance obligations, the period of benefit for deferred
commissions, the fair value of assets acquired and liabilities assumed for business combinations, stock-based
compensation expenses, the assessment of the useful life and recoverability of our property and equipment, goodwill
and identifiable intangible assets, and legal contingencies. Actual results could differ from those estimates.
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New Accounting Pronouncements Adopted in 2018

Fair Value Measurement

In August 2018, the Financial Accounting Standards Board (FASB) issued ASU 2018-13, “Fair Value Measurement
(Topic 820): Disclosure Framework—Changes to the Disclosure Requirements for Fair Value Measurement,” which
modifies the disclosure requirements on fair value measurements. This new standard is effective for our interim and
annual periods beginning January 1, 2020, and earlier adoption is permitted. We early adopted this new standard upon
its issuance, and because it only relates to qualitative financial disclosures, it did not impact our previously reported
financial statements for periods ended on or prior to December 31, 2017.

Stock-based Compensation

In June 2018, the FASB issued ASU 2018-07, “Compensation—Stock Compensation (Topic 718): Improvements to
Non-employee Share-Based Payment Accounting,” which is intended to reduce cost and complexity and to improve
financial reporting for nonemployee share-based payments. Currently, the accounting requirements for nonemployee
and employee share-based payment transactions are significantly different. This standard expands the scope of Topic
718 to include share-based payments issued to nonemployees for goods or services, aligning the accounting for
share-based payments to nonemployees and employees. This standard is effective for our fiscal year beginning
January 1, 2019 and early adoption is permitted. We early adopted this new standard effective January 1, 2018, and
the adoption of this standard did not have a material impact on our condensed consolidated financial statements. As
this standard was adopted on a prospective basis as of January 1, 2018, the adoption of this standard did not impact
our previously reported financial statements for periods ended on or prior to December 31, 2017.

Income Taxes

In February 2018, the FASB issued ASU 2018-02, “Income Statement—Reporting Comprehensive Income (Topic 220):
Reclassification of Certain Tax Effects from Accumulated Other Comprehensive Income,” which provides entities the
option to reclassify tax effects stranded in accumulated other comprehensive income as a result of the 2017 Tax Cuts
and Jobs Act (the Tax Act) to retained earnings. This standard is effective for our fiscal year beginning January 1,
2019 and early adoption is permitted. We early adopted this new standard effective January 1, 2018, with an
immaterial amount of cumulative effect adjustment recorded to our accumulated deficit as of January 1, 2018. As this
standard was adopted on a modified prospective basis as of January 1, 2018, the adoption of this standard did not
impact our previously reported financial statements for periods ended on or prior to December 31, 2017.

In December 2017, the SEC staff issued Staff Accounting Bulletin No. 118, Income Tax Accounting Implications of
the Tax Cuts and Jobs Act (SAB 118), which allows us to record provisional amounts for the 2017 Tax Cuts and Jobs
Act (the Tax Act) during a measurement period not to extend beyond one year of the enactment date, with further
clarifications made recently with the issuance of ASU 2018-05. Through September 30, 2018, we did not have any
significant adjustments to our provisional amounts. In light of the enactment of the Tax Act, we are assessing whether
to change our indefinite reinvestment assertion, in which we consider earnings from our foreign operations to be
indefinitely reinvested outside of the United States. Under guidance issued by the SEC, we are required to complete
our assessment by the end of the measurement period described above. We will continue our analysis of these
provisional amounts, which remain subject to change during the measurement period. We anticipate further guidance
on accounting interpretations from the FASB and application of the law from the Department of Treasury. We expect
to reach a final determination within the measurement period described above.

In October 2016, the FASB issued ASU 2016-16, “Income Taxes (Topic 740): Intra-Entity Transfers of Assets Other
Than Inventory,” which includes a revision in the accounting for the income tax consequences of intra-entity transfers
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of assets other than inventory to reduce the complexity in accounting standards. We adopted this new standard as of
January 1, 2018 with an immaterial amount of cumulative effect adjustment recorded to our accumulated deficit as of
January 1, 2018. As this standard was adopted on a modified prospective basis as of January 1, 2018, the adoption of
this standard did not impact our previously reported financial statements for periods ended on or prior to December
31, 2017.
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Financial Instruments

In January 2016, the FASB issued ASU 2016-01, “Financial Instruments—Overall (Subtopic 825-10): Recognition and
Measurement of Financial Assets and Financial Liabilities,” which addresses certain aspects of recognition,
measurement, presentation, and disclosure of financial instruments, with further clarifications made more recently.
This new standard requires equity securities to be measured at fair value with changes in fair value recognized through
the statement of operations, which may result in greater variability in our net income (loss). We adopted these new
standards as of January 1, 2018 with a cumulative-effect adjustment, net of tax of $7.2 million recorded to our
accumulated deficit as of January 1, 2018. This adjustment relates to the unrealized gain on our marketable equity
securities as of December 31, 2017, which was previously included in accumulated other comprehensive income
(loss) on our condensed consolidated balance sheet. As part of the adoption, we elected to apply the measurement
alternative for our non-marketable equity investments that do not have readily determinable fair values, measuring
them at cost, less any impairment, plus or minus adjustments resulting from observable price changes in orderly
transactions for the identical or a similar investment of the same issuer. The adoption of these standards did not result
in an adjustment for our non-marketable equity investments as our measurement alternative election requires
adjustments to be recorded only on a prospective basis. As these standards were adopted on a modified prospective
basis as of January 1, 2018, the adoption of these standards did not impact our previously reported financial
statements for periods ended on or prior to December 31, 2017.

Revenue from Contracts with Customers

In May 2014, the FASB issued Topic 606, which supersedes the prior revenue recognition standard (Topic 605).
Under Topic 606, revenue is recognized when a customer obtains control of promised goods or services and is
recognized in an amount that reflects the consideration which the entity expects to be entitled to in exchange for those
goods or services. In addition, this standard requires disclosure of the nature, amount, timing, and uncertainty of
revenue and cash flows arising from contracts with customers. Topic 606 also includes Subtopic 340-40, Other Assets
and Deferred Costs—Contracts with Customers, which requires the deferral of incremental costs of obtaining a contract
with a customer.

The Topic 606 standard permits two methods of adoption: retrospectively to each prior reporting period presented
(full retrospective method) or retrospectively with the cumulative effect of initially applying the standard recognized
at the date of initial application (modified retrospective method). We adopted the requirements of Topic 606 as of
January 1, 2018, utilizing a full retrospective method. The most significant impact of the standard relates to the timing
of revenue recognition related to self-hosted offerings, in which customers deploy, or we grant customers the option to
deploy without significant penalty, our software internally or contract with a third party to host the software, the
accounting for incremental selling costs to obtain a contract, and the classification of proceeds for Knowledge and
other user forums as a reduction in sales and marketing expenses instead of as professional services and other
revenues. The adoption of Topic 606 resulted in changes to our accounting policies for revenue recognition, unbilled
receivables, deferred commissions, deferred revenue and customer deposits as detailed below.

Under Topic 606, for self-hosted offerings, the requirement to have vendor specific objective evidence (VSOE) for
undelivered elements was eliminated. As a result, for all periods presented, we have recognized as subscription
revenues a portion of the sales price upon delivery of the software, compared to the prior practice under Topic 605 of
recognizing the entire sales price ratably over an estimated subscription period due to the lack of VSOE. To the extent
the amounts recognized as subscription revenues have not been billed, the revenues are primarily recorded as “unbilled
receivables.” In addition, refundable amounts associated with customer contracts are recorded as “customer deposits.”

In addition, under Topic 606, for all periods presented, we have deferred all incremental selling costs (primarily
commissions) to obtain customer contracts, including indirect costs that are not tied to a specific contract, for both
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self-hosted offerings and cloud-based subscription offerings. On initial contracts and contracts for increased purchases
with existing customers (expansion contracts), these costs are primarily amortized over a period of benefit that we
have determined to be five years. On renewal contracts, these costs are amortized over the renewal term. Additionally,
for self-hosted offerings, consistent with the recognition of subscription revenue for self-hosted offerings as described
above, a portion of the commission cost is expensed upfront when the self-hosted offering is made available. Our prior
practice under Topic 605 was to defer only direct and incremental commission costs to obtain a contract and amortize
those costs over the contract term, which is generally 12 to 36 months, for both self-hosted offerings and cloud-based
subscription offerings.

As part of our adoption of Topic 606, during the three and nine months ended September 30, 2018, we recorded a
decrease in sales and marketing expenses and a corresponding increase in our deferred commissions asset of $7.4
million and $5.4 million, respectively. These adjustments reflect the correction of previously undercapitalized
incremental fringe benefit costs associated with sales commissions that were paid since 2012. We concluded that these
adjustments were not material to the current period or any previously reported periods presented, as adjusted for the
full retrospective adoption of Topic 606.
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The direct effect on income taxes resulting from the full retrospective adoption of the above-mentioned changes to
revenues and commission expenses resulted in a cumulative income tax expense of $23.3 million recorded in the prior
periods through December 31, 2017. The indirect tax benefit of Topic 606 on income taxes associated with
intercompany adjustments of $23.1 million, or $0.13 per basic and diluted share for the nine months ended September
30, 2018, was recorded in the first quarter of adoption during the three months ended March 31, 2018.

The table below provides specified line items from our condensed consolidated balance sheet (i) as previously
reported and (ii) as adjusted to reflect the impact of the full retrospective adoption of Topic 606 (in thousands):

Year Ended December 31,
2017
As Previously
Reported As Adjusted

Assets
Accounts receivable, net $434,895 $437,051
Current portion of deferred commissions 118,690 109,643
Prepaid expenses and other current assets 77,681 95,959
Deferred commissions, less current portion 85,530 224,252
Other assets 49,600 51,832
Liabilities
Accrued expenses and other current liabilities 244,605 253,257
Current portion of deferred revenue 1,280,499 1,210,695
Deferred revenue, less current portion 39,884 36,120
Other long-term liabilities 43,239 65,884
Stockholder’s equity
Accumulated other comprehensive (loss) income (889 ) 5,767
Accumulated deficit (1,146,520) (958,564 )

8
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The table below provides specified line items from our condensed consolidated statement of comprehensive loss (i) as
previously reported and (ii) as adjusted to reflect the impact of the full retrospective adoption of Topic 606 (in
thousands, except per share data):

Three months ended
September 30, 2017

Nine months ended
September 30, 2017

As Previously
Reported As Adjusted As Previously

Reported As Adjusted

Revenues:
Subscription $455,421 $ 449,506 $1,242,563 $1,239,762
Professional services and other 42,749 42,866 144,093 129,639
Total revenues 498,170 492,372 1,386,656 1,369,401
Cost of revenues:
Professional services and other 45,402 45,608 137,366 137,652
Total cost of revenues 127,280 127,486 365,412 365,698
Gross profit 370,890 364,886 1,021,244 1,003,703
Operating expenses:
Sales and marketing 227,015 217,866 686,325 643,998
Total operating expenses 377,945 368,796 1,109,526 1,067,199
Loss from operations (7,055 ) (3,910 ) (88,282 ) (63,496 )
Interest income and other income (expense), net 853 579 739 (177 )
Loss before income taxes (22,768 ) (19,897 ) (124,124 ) (100,254 )
Provision for (benefit from) income taxes 1,420 2,285 (2,801 ) (754 )
Net loss $(24,188 ) $ (22,182 ) $(121,323 ) $(99,500 )
Net loss per share - basic and diluted $(0.14 ) $ (0.13 ) $(0.71 ) $(0.58 )
Weighted-average shares used to compute net loss per share -
basic and diluted 171,883,190171,883,190 170,359,717 170,359,717

The table below provides specified line items from our condensed consolidated statement of cash flows (i) as
previously reported and (ii) as adjusted to reflect the impact of the full retrospective adoption of Topic 606 (in
thousands):

Nine months ended
September 30, 2017
As Previously
Reported As Adjusted

Cash flows from operating activities:
Net loss $(121,323 ) $(99,500 )
Adjustments to reconcile net loss to net cash provided by operating activities:
Amortization of deferred commissions 80,251 68,154
Changes in operating assets and liabilities, net of effect of business combinations:
Accounts receivable 42,341 45,879
Deferred commissions (102,348 ) (114,514 )
Prepaid expenses and other assets (26,866 ) (17,393 )
Accounts payable (11,088 ) (11,088 )
Deferred revenue 193,594 188,291
Accrued expenses and other liabilities 4,247 (829 )
Net cash provided by operating activities 458,039 458,157
Foreign currency effect on cash, cash equivalents and restricted cash 25,883 25,765
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Updated Significant Accounting Policies

Revenue Recognition

We report our revenues in two categories: (i) subscriptions and (ii) professional services and other.

Revenues are recognized when control of these services is transferred to our customers, in an amount that reflects the
consideration we expect to be entitled to in exchange for those services.

We determine revenue recognition through the following steps:

•Identification of the contract, or contracts, with a customer
•Identification of the performance obligations in the contract
•Determination of the transaction price
•Allocation of the transaction price to the performance obligations in the contract
•Recognition of revenue when, or as, we satisfy a performance obligation

Subscription revenues

Subscription revenues are primarily comprised of subscription fees that give customers access to the ordered
subscription service, related support and updates, if any, to the subscribed service during the subscription term. We
recognize subscription revenues ratably over the contract term beginning on the commencement date of each contract,
which is the date we make our services available to our customers. Our contracts with customers typically include a
fixed amount of consideration and are generally non-cancelable and without any refund-type provisions. We typically
invoice our customers annually in advance for our subscription services upon execution of the initial contract or
subsequent renewal, and our invoices are typically due within 30 days from the invoice date.

Subscription revenues also include revenues from self-hosted offerings in which customers deploy, or we grant
customers the option to deploy without significant penalty, our subscription service internally or contract with a third
party to host the software. For these contracts, we account for the software element and the related support and
updates separately as they are distinct performance obligations. Refer to the discussion below related to contracts with
multiple performance obligations for further details. The transaction price is allocated to separate performance
obligations on a relative SSP basis. Transaction price allocated to the software element is recognized upon delivery,
which is when transfer of control of the software to the customer is complete. The transaction price allocated to the
related support and updates are recognized ratably over the contract term.

Professional services and other revenues

Our professional services arrangements are primarily on a time-and-materials basis, and revenues on these
arrangements are recognized as the services are delivered. We typically invoice our customers monthly in arrears for
these professional services based on actual hours and expenses incurred, and our invoices are typically due within 30
days from the invoice date. Professional services revenues associated with fixed fee arrangements are recognized on a
proportional performance basis. In instances where certain milestones are required to be met before revenues are
recognized, we defer professional services revenues and the associated costs until milestone criteria have been met.
Other revenues consist of fees from customer training delivered on-site or through publicly available classes.

Contracts with multiple performance obligations
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We enter into contracts that can include various combinations of products and services, which are generally capable of
being distinct and accounted for as separate performance obligations. For these contracts, the transaction price is
allocated to the separate performance obligations on a relative SSP basis. We determine SSP by considering the
historical selling price of these performance obligations in similar transactions as well as other factors, including, but
not limited to, competitive pricing of similar products, other software vendor pricing, industry publications and
current pricing practices.

Unbilled Receivables

Unbilled receivables, which is a contract asset, represent subscription revenues that are recognized upon delivery of
the software prior to being invoiced. Unbilled receivables are primarily presented under prepaid expenses and other
current assets on our condensed consolidated balance sheets.
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Deferred Commissions

Deferred commissions are the incremental selling costs that are associated with acquiring customer contracts and
consist primarily of sales commissions paid to our sales force and referral fees paid to independent third-parties.
Capitalized sales commissions also include the associated payroll taxes and fringe benefit costs associated with
payments to our sales employees to the extent they are incremental. On initial and expansion contracts, commissions
and referral fees are primarily deferred and amortized over a period of benefit that we have determined to be five
years. On renewal contracts, commissions are deferred and amortized over the average renewal term. Additionally, for
self-hosted offerings, consistent with the recognition of subscription revenue for self-hosted offerings, a portion of the
commission cost is expensed upfront when the self-hosted offering is made available. We determine the period of
benefit by taking into consideration our customer contracts, our technology life cycle and other factors. We include
amortization of deferred commissions in sales and marketing expense in our condensed consolidated statements of
comprehensive income (loss). There was no impairment loss in relation to the incremental selling costs capitalized for
all periods presented.

Deferred revenue

Deferred revenue, which is a contract liability, consists primarily of payments received in advance of revenue
recognition from our contracts with customers and is recognized as the revenue recognition criteria are met. Once our
services are available to customers, we record amounts due in accounts receivable and in deferred revenue. To the
extent we bill customers in advance of the billing period commencement date, the accounts receivable and
corresponding deferred revenue amounts are netted to zero on our condensed consolidated balance sheets, unless such
amounts have been paid as of the balance sheet date.

Customer deposits

Customer deposits primarily relate to payments received from customers which could be refundable pursuant to the
terms of the contract and are presented under “accrued expenses and other current liabilities” on our condensed
consolidated balance sheets.

Strategic investments

Our strategic investments consist of debt and non-marketable equity investments in privately-held companies in which
we do not have a controlling interest or significant influence. Debt investments in privately-held companies are
classified as available-for-sale and are recorded at their estimated fair value with changes in fair value recorded
through accumulated other comprehensive income (loss). We have elected to apply the measurement alternative for
equity investments that do not have readily determinable fair values, measuring them at cost, less any impairment,
plus or minus adjustments resulting from observable price changes in orderly transactions for the identical or a similar
investment of the same issuer. An impairment loss is recorded when event or circumstance indicates a decline in value
has occurred. We include these strategic investments in “Other assets” on the consolidated balance sheets.

New Accounting Pronouncements Pending Adoption

Cloud computing arrangements implementation costs 

In August 2018, the FASB issued ASU 2018-15, “Intangibles—Goodwill and Other-Internal-Use Software (Subtopic
350-40): Customer’s Accounting for Implementation Costs Incurred in a Cloud Computing Arrangement That Is a
Service Contract,”which aligns the requirements for capitalizing implementation costs incurred in a hosting
arrangement that is a service contract with the requirements for capitalizing implementation costs incurred to develop
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or obtain internal-use software. The new standard requires capitalized costs to be amortized on a straight-line basis
generally over the term of the arrangement, and the financial statement presentation for these capitalized costs would
be the same as that of the fees related to the hosting arrangements. This new standard is effective for our interim and
annual periods beginning January 1, 2020 and earlier adoption is permitted. This standard could be applied either
retrospectively or prospectively to all implementation costs incurred after the date of adoption. We are evaluating the
timing and impact of our pending adoption of this standard on our consolidated financial statements.
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SEC disclosure update

In August 2018, the SEC adopted the final rule under SEC Release No. 33-10532, Disclosure Update and
Simplification, amending certain disclosure requirements that have become redundant, duplicative, overlapping,
outdated or superseded. In addition, the amendments expanded the disclosure requirements on the analysis of
stockholders' equity for interim financial statements. Under the amendments, an analysis of changes in each caption of
stockholders' equity presented in the balance sheet must be provided in a note or separate statement. The analysis
should present a reconciliation of the beginning balance to the ending balance of each period for which a statement of
comprehensive income is required to be filed. The final rule is effective November 5, 2018. As permitted by the SEC,
we will present this analysis beginning with our Quarterly Report on Form 10-Q for the three months ending March
31, 2019.

Income taxes

In January 2018, the FASB released guidance on the accounting for tax on the global intangible low-taxed income
(GILTI) provisions of the Tax Act. The GILTI provisions impose a tax on foreign income in excess of a deemed
return on tangible assets of subsidiary foreign corporations. We are currently evaluating the impact of the Tax Act and
this guidance on our condensed consolidated financial statements and have not yet elected an accounting policy to
either recognize deferred taxes for basis differences expected to reverse as GILTI or to record GILTI as period costs if
and when incurred.

Credit losses

In June 2016, the FASB issued ASU 2016-13, “Financial Instruments—Credit Losses (Topic 326): Measurement of
Credit Losses on Financial Instruments,” which requires 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 new standard is effective for our interim and annual periods
beginning January 1, 2020. We are currently evaluating the impact of the adoption of this standard on our condensed
consolidated financial statements.

Leases

In February 2016, the FASB issued ASU 2016-02, “Leases (Topic 842),” which requires lessees to generally recognize
on the balance sheet operating and financing lease liabilities and corresponding right-of-use assets, and to recognize
on the income statement the expenses in a manner similar to current practice. This new standard, including related
amendments subsequently issued by the FASB, is effective for our interim and annual periods beginning January 1,
2019, and early adoption is permitted. We are in the process of implementing changes to our existing systems and
processes in conjunction with a review of existing vendor agreements and do not plan to early adopt this new
standard. We currently anticipate that the adoption of this standard will have a material impact on our condensed
consolidated balance sheets given that we had operating lease commitments in excess of $800 million as of
September 30, 2018, on an undiscounted basis. The present value of these lease commitments will be recognized as
right-of-use assets and lease liabilities at the later to occur of (i) the adoption date of January 1, 2019 or (ii) the time
we take possession of the leased asset. However, we do not anticipate that the adoption of this standard will have a
material impact on our condensed consolidated statements of comprehensive income (loss) since the expense
recognition under this new standard will be similar to current practice. We do not expect the adoption of this standard
to have a material impact on our condensed consolidated statements of cash flows.

12
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(3)    Investments

Marketable Debt Securities

The following is a summary of our available-for-sale investment securities, excluding marketable equity securities and
those securities classified within cash and cash equivalents on the condensed consolidated balance sheets (in
thousands):

September 30, 2018

Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Estimated
Fair Value

Available-for-sale securities:
Commercial paper $196,207 $ — $— $196,207
Corporate notes and bonds 1,012,972 49 (3,072 ) 1,009,949
Certificates of deposit 59,387 1 — 59,388
U.S. government and agency securities 114,950 — (522 ) 114,428
Total available-for-sale securities $1,383,516 $ 50 $(3,594 ) $1,379,972

December 31, 2017

Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Estimated
Fair Value

Available-for-sale securities:
Commercial paper $258,348 $ 1 $(5 ) $258,344
Corporate notes and bonds 1,006,302 26 (3,084 ) 1,003,244
Certificates of deposit 33,084 — — 33,084
U.S. government and agency securities 129,494 — (638 ) 128,856
Total available-for-sale securities $1,427,228 $ 27 $(3,727 ) $1,423,528

As of September 30, 2018, the contractual maturities of our available-for-sale investment securities, excluding
securities classified within cash and cash equivalents on the condensed consolidated balance sheets, did not exceed 36
months. The fair values of these securities, by remaining contractual maturity, are as follows (in thousands):

September 30,
2018

Due within 1 year $922,411
Due in 1 year through 5 years 457,561
Total $1,379,972

13
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The following table shows the fair values and the gross unrealized losses of our available-for-sale investment
securities, classified by the length of time that the securities have been in a continuous unrealized loss position, and
aggregated by investment types, excluding those securities classified as cash and cash equivalents on the condensed
consolidated balance sheets (in thousands): 

September 30, 2018

Less than 12 Months 12 Months or Greater Total

Fair Value
Gross
Unrealized
Losses

Fair Value
Gross
Unrealized
Losses

Fair Value
Gross
Unrealized
Losses

Commercial paper $14,992 $— $— $— $14,992 $—
Corporate notes and bonds 703,906 (1,817 ) 218,247 (1,255 ) 922,153 (3,072 )
Certificates of deposit 1,000 — — — 1,000 —
U.S. government and agency securities 42,101 (143 ) 72,327 (379 ) 114,428 (522 )
Total $761,999 $(1,960 ) $290,574 $(1,634 ) $1,052,573 $(3,594 )

December 31, 2017

Less than 12 Months 12 Months or Greater Total

Fair Value
Gross
Unrealized
Losses

Fair Value
Gross
Unrealized
Losses

Fair Value
Gross
Unrealized
Losses

Commercial paper $14,809 $(5 ) $— $— $14,809 $(5 )
Corporate notes and bonds 819,113 (2,703 ) 141,874 (381 ) 960,987 (3,084 )
U.S. government and agency securities 106,301 (593 ) 22,555 (45 ) 128,856 (638 )
Total $940,223 $(3,301 ) $164,429 $ (426 ) $1,104,652 $(3,727 )

 As of September 30, 2018, we had a total of 384 available-for-sale securities, excluding those securities classified
within cash and cash equivalents on the consolidated balance sheet in an unrealized loss position. There were no
impairments considered “other-than-temporary” as it is more likely than not we will hold the securities until maturity or
a recovery of the cost basis.
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Marketable Equity Securities

As of December 31, 2017, we had marketable equity securities of $20.7 million. In May 2018, we sold these securities
for total proceeds of $40.0 million. We recognized net gains of $19.3 million for the nine months ended September 30,
2018, resulting from our adoption of ASU 2016-01 as we began to record changes in stock price fluctuations of our
marketable equity securities through statement of operations rather than in accumulated other comprehensive income
(loss) on our condensed consolidated balance sheet. During the nine months ended September 30, 2017, prior to the
adoption of ASU 2016-01, we recognized $7.9 million of unrealized gains on our marketable equity securities offset
by $2.9 million of tax effect through accumulated other comprehensive income (loss) on our condensed consolidated
balance sheet. Refer to Note 2 for further details on ASU 2016-01. Upon our sale of these securities, the previously
unrealized gain became realized. As of September 30, 2018, we had no marketable equity securities on our condensed
consolidated balance sheet.

Strategic Investments

As of September 30, 2018 and December 31, 2017, the total amount of equity investments in privately-held
companies included in other assets on our condensed consolidated balance sheets was $13.3 million and $4.8 million,
respectively. We have not recorded any adjustments resulting from observable price changes or impairment charges
for any of our equity investments in privately-held companies.

The fair value of our debt investments in privately-held companies included within our strategic investments was $1.3
million and $1.0 million as of September 30, 2018 and December 31, 2017, respectively. These investments are
recorded at fair value using significant unobservable inputs or data in an inactive market, and the valuation requires
our judgment due to the absence of quoted prices in active markets and inherent lack of liquidity and are categorized
accordingly as Level 3 in the fair value hierarchy. There were no significant changes in unrealized gains and losses
recognized in other comprehensive income (loss) for these investments.

(4)    Fair Value Measurements

The following table presents our fair value hierarchy for our assets measured at fair value on a recurring basis at
September 30, 2018 (in thousands): 

Level 1 Level 2 Total

Cash equivalents:
Money market funds $226,945 $— $226,945
Commercial paper — 104,025 104,025
Certificates of deposit — 4,435 4,435
Short-term investments:
Commercial paper — 196,207 196,207
Corporate notes and bonds — 566,748 566,748
Certificates of deposit — 47,992 47,992
U.S. government and agency securities — 111,464 111,464
Long-term investments:
Corporate notes and bonds — 443,201 443,201
Certificates of deposit — 11,396 11,396
U.S. government and agency securities — 2,964 2,964
Total $226,945 $1,488,432 $1,715,377
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The following table presents our fair value hierarchy for our assets measured at fair value on a recurring basis at
December 31, 2017 (in thousands): 

Level 1 Level 2 Total

Cash equivalents:
Money market funds $282,507 $— $282,507
Commercial paper — 100,456 100,456
Corporate notes and bonds — 50,437 50,437
Short-term investments:
Commercial paper — 258,344 258,344
Corporate notes and bonds — 688,316 688,316
Certificates of deposit — 17,950 17,950
U.S. government and agency securities — 67,476 67,476
Marketable equity securities 20,717 — 20,717
Long-term investments:
Corporate notes and bonds — 314,928 314,928
Certificates of deposit — 15,134 15,134
U.S. government and agency securities — 61,380 61,380
Total $303,224 $1,574,421 $1,877,645

We determine the fair value of our security holdings based on pricing from our service providers and market prices
from industry-standard independent data providers. Such market prices may be quoted prices in active markets for
identical assets (Level 1 inputs) or pricing determined using inputs other than quoted prices that are observable either
directly or indirectly (Level 2 inputs), such as yield curve, volatility factors, credit spreads, default rates, loss severity,
current market and contractual prices for the underlying instruments or debt, broker and dealer quotes, as well as other
relevant economic measures.

See Note 3 for the fair value measurement of our debt investments in privately-held companies, Note 8 for the fair
value measurement of our derivative contracts and Note 11 for the fair value measurement of our convertible senior
notes.

(5)    Business Combinations

During the nine months ended September 30, 2018, we completed acquisitions of two privately-held companies,
Parlo, Inc. and VendorHawk, Inc., for an aggregate of approximately $25.1 million in cash. In allocating the aggregate
purchase price based on the estimated fair values, we recorded a total of $18.1 million of goodwill, $9.0 million of
developed technology intangible assets (to be amortized over estimated useful lives of five years) and $2.2 million of
deferred tax liabilities. Goodwill arising from these business combinations is not deductible for income tax purposes.

During the nine months ended September 30, 2017, we completed acquisitions of three privately-held companies,
Qlue, Inc., DxContinuum, Inc. and Digital Telepathy, Inc. (Telepathy), for an aggregate of approximately $26.6
million in cash. In allocating the aggregate purchase price based on the estimated fair values, we recorded $9.9 million
of developed technology intangible assets (to be amortized over estimated useful lives of five years), $3.6 million of
deferred tax liabilities and a total of $20.3 million of goodwill, of which $4.1 million is deductible for income tax
purposes.

The excess of purchase consideration over the fair value of net tangible and identifiable assets acquired was recorded
as goodwill. We believe the goodwill balance associated with these business combinations represents the synergies
expected from expanded market opportunities when integrating the acquired developed technologies with our
offerings.
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The results of operations of these business combinations have been included in our condensed consolidated financial
statements from their respective dates of purchase. These business combinations did not have a material impact on our
condensed consolidated financial statements, and therefore historical and pro forma disclosures have not been
presented. Aggregate acquisition-related costs of $1.0 million and $1.5 million for the nine months ended
September 30, 2018 and 2017, respectively, are included in general and administrative expenses in our condensed
consolidated statements of comprehensive income (loss).
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(6) Goodwill and Intangible Assets

Goodwill balances are presented below (in thousands):
Carrying
Amount

Balance as of December 31, 2017 $128,728
Goodwill acquired 18,063
Foreign currency translation adjustments (3,658 )
Balance as of September 30, 2018 $143,133

Intangible assets consist of the following (in thousands):
September
30, December 31,

2018 2017

Developed technology $110,294 $102,349
Patents 37,880 31,030
Other 650 1,575
Total intangible assets 148,824 134,954
Less: accumulated amortization (64,818 ) (48,038 )
Net carrying amount $84,006 $86,916

Apart from the business combinations described in Note 5, we acquired $6.9 million and $6.2 million of intangible
assets in patents during the nine months ended September 30, 2018 and 2017, respectively. The weighted-average
useful life for the patents acquired during the nine months ended September 30, 2018 and 2017 was approximately
eight years and ten years, respectively.

Amortization expense for intangible assets for the three months ended September 30, 2018 and 2017 was
approximately $6.4 million and $4.8 million, respectively, and for the nine months ended September 30, 2018 and
2017 was approximately $18.2 million and $14.3 million, respectively.

The following table presents the estimated future amortization expense related to intangible assets held
at September 30, 2018 (in thousands):
Years
Ending
December
31,
2018$ 6,313
201925,189
202015,454
202113,454
20229,403
Thereafter14,193
Total
future
amortization
expense

$ 84,006
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(7)    Property and Equipment

Property and equipment, net, consists of the following (in thousands):
September
30, December 31,

2018 2017

Computer equipment $428,261 $326,378
Computer software 56,078 46,413
Leasehold and other improvements 72,034 56,232
Furniture and fixtures 41,278 38,789
Building 6,771 7,084
Construction in progress 6,879 5,341

611,301 480,237
Less: accumulated depreciation (313,930 ) (235,113 )
Total property and equipment, net $297,371 $245,124

Construction in progress consists primarily of building, leasehold and other improvements and in-process software
development costs. Depreciation and amortization expense for the three months ended September 30, 2018 and 2017
was $31.5 million and $24.3 million, respectively, and for the nine months ended September 30, 2018 and 2017 was
approximately $88.3 million and $66.9 million, respectively.

(8) Derivative Contracts

We conduct business on a global basis in multiple foreign currencies, subjecting us to foreign currency risk. In order
to manage certain exposures to currency fluctuations, we initiated a limited hedging program beginning in the three
months ended March 31, 2018 by entering into foreign currency derivative contracts with maturities of 12 months or
less to hedge a portion of our net outstanding monetary assets and liabilities.

These derivative contracts consist of forward contracts entered into with various counterparties and are not designated
as hedging instruments under applicable accounting guidance. As such, all changes in the fair value of these derivative
contracts are recorded in Interest income and other income (expense), net on the condensed consolidated statements of
comprehensive income (loss). These derivative contracts are intended to offset the foreign currency gains or losses
associated with the underlying monetary assets and liabilities. Changes in the related derivative assets and liabilities
balances are classified as operating activities in the condensed consolidated statement of cash flows.

These derivative contracts expose us to credit risk to the extent that the counterparties may be unable to meet the
terms of the arrangement. We mitigate this credit risk by transacting with major financial institutions with high credit
ratings and entering into master netting arrangements, which permit net settlement of transactions with the same
counterparty. While the contract or notional amount is often used to express the volume of foreign currency derivative
contracts, the amounts potentially subject to credit risk are generally limited to the amounts, if any, by which the
counterparties’ obligations under the agreements exceed the obligations of the Company to the counterparties. We are
not required to pledge, and are not entitled to receive, cash collateral related to these derivative instruments. We do
not enter into derivative contracts for trading or speculative purposes.

As of September 30, 2018, we had derivative contracts with total notional values of $794.1 million, which are not
designated as hedge instruments. Our foreign currency contracts are classified within Level 2 because the valuation
inputs are based on quoted prices and market observable data of similar instruments in active markets, such as
currency spot and forward rates. The fair values of these outstanding derivative contracts as of September 30, 2018
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were as follows (in thousands):
Condensed Consolidated Balance Sheet Location September

30, 2018
Derivative Assets:
Foreign currency derivative contracts Prepaid expenses and other current assets $16,524
Derivative Liabilities
Foreign currency derivative contracts Accrued expenses and other current liabilities $734
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(9) Deferred Revenue and Performance Obligations

Revenues recognized during the nine months ended September 30, 2018 from amounts included in deferred revenue
as of December 31, 2017 are $1.0 billion. Revenues recognized during the nine months ended September 30,
2018 from performance obligations satisfied or partially satisfied in previous periods were not material.

Transaction Price Allocated to the Remaining Performance Obligations

Transaction price allocated to remaining performance obligations represents contracted revenue that has not yet been
recognized, which includes deferred revenue and non-cancelable amounts that will be invoiced and recognized as
revenues in future periods. We applied the practical expedient in accordance with Topic 606 to exclude amounts
related to professional services contracts that are on a time-and-material basis, which typically have a remaining
duration of one year or less. In addition, we elected to apply the practical expedient to not disclose the transaction
price allocated to remaining performance obligations for all periods presented before January 1, 2018, the date of our
initial adoption of Topic 606.

As of September 30, 2018, the total remaining non-cancelable performance obligations under our contracts with
customers was approximately $4.2 billion, and we expect to recognize revenues on approximately 51% of these
remaining performance obligations over the following 12 months, with the balance to be recognized thereafter.

(10)    Accrued Expenses and Other Current Liabilities

Accrued expenses and other current liabilities consist of the following (in thousands):

September
30, 2018

December 31,
2017
*As Adjusted

Taxes payable $29,439 $25,617
Bonuses and commissions 68,729 84,972
Accrued compensation 55,832 45,428
Other employee related liabilities 39,831 44,284
Other 57,714 52,956
Total accrued expenses and other current liabilities $251,545 $253,257

*As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

(11)   Convertible Senior Notes

In May and June 2017, we issued an aggregate of $782.5 million of 0% convertible senior notes (the 2022 Notes),
which are due June 1, 2022 unless earlier converted or repurchased in accordance with their terms. In November 2013,
we issued $575.0 million of 0% convertible senior notes (the 2018 Notes, and together with the 2022 Notes, the
Notes), which are due November 1, 2018 unless earlier converted or repurchased in accordance with their terms. The
Notes do not bear interest, and we cannot redeem the Notes prior to maturity.

The Notes are unsecured obligations and do not contain any financial covenants or restrictions on the payments of
dividends, the incurrence of indebtedness or the issuance or repurchase of securities by us or any of our subsidiaries.

Upon conversion of the Notes, we may choose to pay or deliver, as the case may be, cash, shares of our common stock
or a combination of cash and shares of our common stock upon settlement. We currently intend to settle the principal
amount of the Notes with cash.
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Convertible Date

Initial
Conversion
Price per
Share

Initial Conversion Rate per $1,000 Par Value
Initial
Number of
Shares

2022 Notes February 1, 2022 $ 134.75 7.42 shares 5,806,936
2018 Notes July 1, 2018 $ 73.88 13.54 shares 7,783,023
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Holders of the Notes may convert their Notes at their option at any time prior to the close of business on the business
day immediately preceding February 1, 2022 and July 1, 2018, for the 2022 Notes and 2018 Notes, respectively (each,
a Convertible Date), only under the following circumstances:

•

during any calendar quarter (and only during such calendar quarter) if the last reported sale price of our common
stock for at least 20 trading days (whether or not consecutive) during the period of 30 consecutive trading days ending
on the last trading day of the immediately preceding calendar quarter is greater than or equal to 130% of the
applicable conversion price on each applicable trading day (in each case, the Conversion Condition); or

•

during the five-business day period after any five-consecutive trading day period, or the measurement period, in
which the trading price per $1,000 principal amount of the Notes for each trading day of the measurement period was
less than 98% of the product of the last reported sale price of our common stock and the applicable conversion rate on
each such trading day; or

•upon the occurrence of specified corporate events.

On or after the applicable Convertible Date, a holder may convert all or any portion of its Notes at any time prior to
the close of business on the second scheduled trading day immediately preceding the maturity date regardless of the
foregoing conditions, and such conversions will settle upon the applicable maturity date. Upon settlement, we will pay
or deliver, as the case may be, cash, shares of our common stock or a combination of cash and shares of our common
stock, pursuant to our election.

The conversion price will be subject to adjustment in some events. Holders of the Notes who convert their Notes in
connection with certain corporate events that constitute a “make-whole fundamental change” are, under certain
circumstances, entitled to an increase in the conversion rate. Additionally, in the event of a corporate event that
constitutes a “fundamental change,” holders of the Notes may require us to purchase with cash all or a portion of the
Notes upon the occurrence of a fundamental change, at a purchase price equal to 100% of the principal amount of the
respective Notes plus any accrued and unpaid special interest, if any.

In accounting for the issuance of the Notes, we separated the Notes into liability and equity components. The carrying
cost of the liability component was calculated by measuring the fair value of a similar liability that does not have an
associated convertible feature. The carrying amount of the equity component representing the conversion option was
determined by deducting the fair value of the liability component from the par value of the Notes. The difference
between the principal amount of the Notes and the proceeds allocated to the liability component, or the debt discount,
is amortized to interest expense using the effective interest method over the term of the respective Notes. The equity
component is not remeasured as long as it continues to meet the conditions for equity classification.

In accounting for the transaction costs related to the issuance of the Notes, we allocated the total amount incurred to
the liability and equity components based on their relative fair values. Transaction costs attributable to the liability
component are being amortized to interest expense over the respective terms of the Notes, and transaction costs
attributable to the equity component were netted with the equity component of the Notes in stockholders’ equity. The
Notes consisted of the following (in thousands):

September
30, 2018

December 31,
2017

Liability component:
Principal:
2022 Notes $782,500 $782,500
2018 Notes 161,841 574,994
Less: debt issuance cost and debt discount, net of amortization
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2022 Notes (128,862 ) (152,482 )
2018 Notes (869 ) (31,576 )
Net carrying amount $814,610 $1,173,436

2022 Notes 2018 Notes

Equity component recorded at issuance:
Note $162,039 $155,319
Issuance cost (2,148 ) (3,257 )
Net amount recorded in equity $159,891 $152,062
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The Conversion Condition for the 2022 Notes was met for the quarters ended June 30, 2018 and September 30, 2018.
Therefore, our 2022 Notes became convertible at the holders’ option beginning on July 1, 2018 and continue to be
convertible at the holders’ option through December 31, 2018. Through the filing date, we have not received any
conversion requests for our 2022 Notes. The Conversion Condition for the 2018 Notes was met for the quarters ended
June 30, 2017, September 30, 2017, December 31, 2017 and March 31, 2018. Therefore, the 2018 Notes became
convertible at the holders’ option beginning on July 1, 2017 and continued to be convertible at the holders’ option
through June 30, 2018. Any conversion requests received subsequent to June 30, 2018 were settled on the maturity
date, which was November 1, 2018.

During the nine months ended September 30, 2018, we paid cash to settle $413.2 million principal amount of the 2018
Notes and recorded a loss on early note conversions of $4.1 million. The loss on early note conversions for the three
months ended September 30, 2018 was not material. As a result of the settlements, we also recorded a $6.4 million net
reduction to additional paid-in capital, reflecting $554.4 million of fair value adjustments to the conversion option
settled, offset by a $548.0 million benefit from the 2018 Note Hedges (as defined below).

For statement of cash flow presentation, we bifurcated the $413.2 million paid during the nine months ended
September 30, 2018 into two components: the portion of the repayment attributable to debt discount is classified as
cash outflows from operating activities, and the portion of the repayment attributable to the principal is classified as
cash outflows from financing activities.

We settled the remaining principal amount of the 2018 Notes in cash for an aggregate of $161.8 million on the
maturity date, which was November 1, 2018. Refer to Note 19 for further details.

We consider the fair value of the Notes at September 30, 2018 to be a Level 2 measurement. The estimated fair values
of the Notes at September 30, 2018 and December 31, 2017 based on the closing trading price per $100 of the Notes
were as follows (in thousands):

September 30,
2018

December 31,
2017

2022 Notes $1,168,859 $897,778
2018 Notes $425,035 $1,015,554

As of September 30, 2018, the remaining life of the 2022 Notes and 2018 Notes are 44 months and one month,
respectively. The following table sets forth total interest expense recognized related to the Notes (in thousands):

Three Months Ended
September 30,

Nine Months Ended
September 30,

2018 2017 2018 2017

Amortization of debt issuance cost
2022 Notes $385 $367 $1,141 $489
2018 Notes 175 481 1,082 1,421
Amortization of debt discount
2022 Notes 7,585 7,222 22,479 9,610
2018 Notes 3,088 8,496 19,093 25,061
Total $11,233 $16,566 $43,795 $36,581
Effective interest rate of the liability component
2022 Notes 4.75%
2018 Notes 6.50%
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Note Hedges

To minimize the impact of potential economic dilution upon conversion of the Notes, we entered into convertible note
hedge transactions (the 2022 Note Hedge and 2018 Note Hedge, respectively, and collectively, the Note Hedges) with
certain investment banks, with respect to our common stock concurrently with the issuance of the 2022 Notes and
2018 Notes.

Purchase Shares
(in
thousands)

2022 Note Hedge $128,017 5,806,936
2018 Note Hedge $135,815 7,783,023

The Note Hedges cover shares of our common stock at a strike price per share that corresponds to the initial
conversion price of the respective Notes, subject to adjustment, and are exercisable upon conversion of the Notes. If
exercised, we may elect to receive cash, shares of our common stock, or a combination of cash and shares. We have
accounted for the aggregate amount of purchase price for the Note Hedges as a reduction to additional paid-in capital.
The Note Hedges will expire upon the maturity of the Notes. The Note Hedges are intended to reduce the potential
economic dilution upon conversion of the Notes in the event that the fair value per share of our common stock at the
time of exercise is greater than the conversion price of the Notes. The Note Hedges are separate transactions and are
not part of the terms of the Notes. Holders of the Notes will not have any rights with respect to the Note Hedges. The
Note Hedges do not impact earnings per share, as they were entered into to offset any dilution from the Notes.

During the nine months ended September 30, 2018, the Note Hedge counterparties paid $548.0 million in cash to
holders of the 2018 Notes from the exercise of a portion of the 2018 Note Hedges. As of September 30, 2018, 2.2
million shares remain subject to the 2018 Note Hedge due to early conversions that have occurred through September
30, 2018.

Warrants
Proceeds Shares Strike

Price First Expiration Date

(in
thousands)

2022 Warrants $54,071 5,806,936 $203.40 September 1, 2022
2018 Warrants $84,525 7,783,023 $107.46 February 1, 2019

Separately, we entered into warrant transactions with certain investment banks, whereby we sold warrants to acquire,
subject to adjustment, the number of shares of our common stock shown in the table above (the 2022 Warrants and
2018 Warrants, respectively, and collectively, the Warrants). If the average market value per share of our common
stock for the reporting period, as measured under the Warrants, exceeds the strike price of the respective Warrants,
such Warrants would have a dilutive effect on our earnings per share to the extent we report net income. According to
the terms of each of the Warrants, the Warrants will be automatically exercised over a 60 trading day period beginning
on the first expiration date of the respective Warrants as set forth above. The Warrants are separate transactions and
are not remeasured through earnings each reporting period. The Warrants are not part of the Notes or Note Hedges,
and have been accounted for as part of additional paid-in capital.

Based on the stock price as of September 30, 2018, we expect to issue additional shares in the first half of 2019 upon
the exercise of the 2018 Warrants. As the warrants will be net share settled, the number of shares we will issue
depends on the stock price over a 60 trading day period beginning on the first expiration date of the 2018 Warrants,
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which is February 1, 2019.

(12)   Accumulated Other Comprehensive Income (Loss)

The components of accumulated other comprehensive (loss) income, net of tax, consist of the following (in
thousands):

September
30, 2018

December 31,
2017
*As Adjusted

Foreign currency translation adjustment $2,459 $ 2,246
Net unrealized gain (loss) on investments, net of tax(1) (3,877 ) 3,521
        Accumulated other comprehensive income (loss) $(1,418 ) $ 5,767
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(1)The net unrealized gain (loss) on investments as of September 30, 2018 includes a cumulative-effect adjustment, net of tax of $7.2 million resulting from our
adoption of ASU 2016-01. See Note 2 for further details.

*As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Reclassification adjustments out of accumulated other comprehensive (loss) income into net income (loss) were
immaterial for all periods presented.

(13)  Stockholders’ Equity

Common Stock

Under our restated certificate of incorporation, we were authorized to issue 600,000,000 shares of common stock as of
September 30, 2018. Holders of our common stock are not entitled to receive dividends unless declared by our board
of directors. As of September 30, 2018, we had 179,305,339 shares of common stock outstanding and had reserved
shares of common stock for future issuance as follows:

September 30,
2018

Stock plans:
Options outstanding 1,905,320
RSUs(1) 10,993,646
Shares of common stock available for future grants:
2012 Equity Incentive Plan(2) 31,982,552
2012 Employee Stock Purchase Plan(2) 10,714,423
Total shares of common stock reserved for future issuance 55,595,941

(1)Represents the number of shares issuable upon settlement of outstanding RSUs and performance-based RSUs, assuming 100% of the target number of shares
are issuable for the 2018 performance-based RSUs, as discussed under the section entitled “RSUs” in Note 14.

(2)Refer to Note 14 for a description of these plans.

During the nine months ended September 30, 2018 and 2017, we issued a total of 5,029,475 shares and 5,816,968
shares, respectively, from stock option exercises, vesting of restricted stock units (RSUs), net of shares withheld to
satisfy employee payroll taxes, and purchases under our 2012 Employee Stock Purchase Plan (the 2012 ESPP).

(14) Equity Awards

We currently have two equity incentive plans, our 2005 Stock Option Plan (the 2005 Plan) and our 2012 Equity
Incentive Plan (the 2012 Plan). Our 2005 Plan was terminated in connection with our initial public offering in 2012
but continues to govern the terms of outstanding stock options that were granted prior to the termination of the 2005
Plan. We no longer grant equity awards pursuant to our 2005 Plan.

Our 2012 Plan provides for the grant of incentive stock options, nonqualified stock options, stock appreciation rights,
RSUs, performance-based stock awards and other forms of equity compensation (collectively, equity awards). In
addition, the 2012 Plan provides for the grant of performance cash awards. Incentive stock options may be granted
only to employees. All other equity awards may be granted to employees, including officers, as well as directors and
consultants. The share reserve may increase to the extent outstanding stock options under the 2005 Plan expire or
terminate unexercised. The share reserve also automatically increases on January 1 of each year until January 1, 2022,
by up to 5% of the total number of shares of common stock outstanding on December 31 of the preceding year as
determined by our board of directors. On January 1, 2018, 8,713,793 shares of common stock were automatically
added to the 2012 Plan pursuant to the provision described in the preceding sentence.
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Our 2012 ESPP authorizes the issuance of shares of common stock pursuant to purchase rights granted to our
employees. The price at which common stock is purchased under the 2012 ESPP is equal to 85% of the fair market
value of our common stock on the first or last day of the offering period, whichever is lower. Offering periods are six
months long and begin on February 1 and August 1 of each year. The number of shares of common stock reserved for
issuance automatically increases on January 1 of each year until January 1, 2022, by up to 1% of the total number of
shares of common stock outstanding on December 31 of the preceding year as determined by our board of directors.
On January 1, 2018, 1,742,758 shares of common stock were automatically added to the 2012 ESPP pursuant to the
provision described in the preceding sentence.
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Stock Options

A summary of the stock option activity for the nine months ended September 30, 2018 is as follows:

Number of
Shares

Weighted-
Average
Exercise
Price

Weighted-
Average
Remaining
Contractual
Term
(Years)

Aggregate
Intrinsic
Value
(in
thousands)

Outstanding at December 31, 2017 3,369,732 $ 38.43
Exercised (621,330 ) 27.83 $77,936
Canceled (61,168 ) 68.12
Outstanding at March 31, 2018 2,687,234 40.21
Exercised (486,160 ) 18.02 $73,805
Canceled (31,584 ) 74.84
Outstanding at June 30, 2018 2,169,490 44.67
Exercised (264,170 ) 32.38 $40,573
Outstanding at September 30, 2018 1,905,320 $ 46.37 5.53 $284,385
Vested and expected to vest as of September 30, 2018 1,893,113 $ 46.19 5.52 $282,901
Vested and exercisable as of September 30, 2018 1,346,401 $ 31.23 4.43 $221,342

Aggregate intrinsic value represents the difference between the estimated fair value of our common stock and the
exercise price of outstanding in-the-money options. The total fair value of stock options vested during the nine months
ended September 30, 2018 was $10.2 million.

As of September 30, 2018, total unrecognized compensation cost, adjusted for estimated forfeitures, related to
unvested stock options was approximately $13.9 million. The weighted-average remaining vesting period of unvested
stock options at September 30, 2018 was 2.55 years.

RSUs

A summary of RSU activity for the nine months ended September 30, 2018 is as follows:

Number of
Shares

Weighted
Average
Grant
Date Fair
Value
(Per
Share)

Aggregate
Intrinsic Value
(in thousands)

Outstanding at December 31, 2017 11,403,341 $81.50
Granted 4,078,322 151.13
Vested (1,854,662 ) 73.94 $281,822
Forfeited (348,849 ) 87.01
Outstanding at March 31, 2018 13,278,152 103.80
Granted 377,766 173.35
Vested (1,288,135 ) 71.70 $226,722
Forfeited (253,821 ) 99.79
Outstanding at June 30, 2018 12,113,962 109.43
Granted 336,876 189.59
Vested (1,223,614 ) 81.69 $225,348
Forfeited (233,578 ) 107.57
Outstanding at September 30, 2018 10,993,646 $115.02 $2,150,687
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RSUs granted to employees under the 2012 Plan generally vest over a four-year period. As of September 30, 2018,
total unrecognized compensation cost, adjusted for estimated forfeitures, related to unvested RSUs was approximately
$914.3 million and the weighted-average remaining vesting period was 2.91 years.
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Included in the RSU activity table above are RSUs with both service and performance-based vesting criteria that were
granted to certain employees. The number of shares eligible to vest for the performance-based RSUs (PRSUs) will
depend upon achievement of a corporate performance metric, with level of achievement determined by the Leadership
Development and Compensation Committee of our Board of Directors in January of the year following the grant. The
ultimate number of shares eligible to vest for PRSUs range from 0% to 180% of the target number of shares
depending on achievement relative to the performance metric over the applicable period. The eligible shares subject to
PRSUs granted during the nine months ended September 30, 2018 will vest 33% in February 2019 and continue to
vest quarterly for the remaining two subsequent years, contingent on each holder’s continuous status as a service
provider on the applicable vesting dates. The PRSUs shown in the table above reflect the number of shares that would
be eligible to vest at 100% of target performance, in the case of PRSUs for which achievement has not yet been
determined, and reflect adjustments for over- or under- achievement, in the case of PRSUs for which achievement has
already been determined. We recognized $65.7 million and $28.4 million of stock-based compensation expense, net of
actual and estimated forfeitures, associated with PRSUs on a graded vesting basis during the nine months ended
September 30, 2018 and 2017, respectively.

(15)  Net Income (Loss) Per Share

Basic net income (loss) per share attributable to common stockholders is computed by dividing net income (loss)
attributable to common stockholders by the weighted-average number of shares of common stock outstanding during
the period. Diluted net income (loss) per share is computed by dividing net income (loss) attributable to common
stockholders by the weighted-average number of shares of common stock outstanding during the period, adjusted for
the effects of dilutive shares of common stock, which are comprised of outstanding stock options, RSUs, ESPP
obligations, the Notes and the Warrants. Stock awards with performance conditions are included in dilutive shares to
the extent the performance condition is met. The dilutive potential shares of common stock are computed using the
treasury stock method or the as-if converted method, as applicable. The effects of outstanding stock options, RSUs,
ESPP obligations, Notes and Warrants are excluded from the computation of diluted net income (loss) per share in
periods in which the effect would be antidilutive.
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The following tables present the calculation of basic and diluted net income (loss) per share attributable to common
stockholders (in thousands, except share and per share data):

Three Months Ended
September 30,

Nine Months Ended
September 30,

2018
2017

2018
2017

*As Adjusted *As Adjusted

Numerator:
Net income (loss) $8,405 $ (22,182 ) $(33,719 ) $ (99,500 )
Denominator:
Weighted-average shares outstanding - basic 178,719,694171,883,190 177,198,179170,359,717
Weighted-average effect of potentially dilutive securities:
Common stock options 1,438,359— — —
Restricted stock units 5,477,421— — —
ESPP obligations 2,093 — — —
In-the-money portion of 2018 Notes 1,523,555— — —
2018 Warrants 3,360,525— — —
In-the-money portion of 2022 Notes 1,669,252— — —
Weighted-average shares outstanding - diluted 192,190,899171,883,190 177,198,179170,359,717
Net income (loss) per share - basic $0.05 $ (0.13 ) $(0.19 ) $ (0.58 )
Net income (loss) per share - diluted $0.04 $ (0.13 ) $(0.19 ) $ (0.58 )

*As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Potentially dilutive securities that are not included in the calculation of diluted net loss per share because doing so
would be antidilutive are as follows:

Three Months Ended
September 30,

Nine Months Ended
September 30,

2018 2017 2018 2017

Common stock options — 4,117,639 1,905,320 4,117,639
Restricted stock units 931,035 12,306,875 10,993,646 12,306,875
ESPP obligations — 363,951 317,940 363,951
2018 convertible senior notes — 7,783,023 2,190,631 7,783,023
Warrants related to the issuance of 2018 convertible senior notes — 7,783,023 7,783,023 7,783,023
2022 convertible senior notes — 5,806,933 5,806,933 5,806,933
Warrants related to the issuance of 2022 convertible senior notes 5,806,933 5,806,933 5,806,933 5,806,933
Total potentially dilutive securities 6,737,968 43,968,377 34,804,426 43,968,377

(16)  Income Taxes

We compute our provision for income taxes by applying the estimated annual effective tax rate to year-to-date loss
from recurring operations and adjust the provision for discrete tax items recorded in the period.

Our effective tax rate was (16)% and 18% for the three and nine months ended September 30, 2018, which was lower
than the U.S. federal statutory tax rate of 21%. For the three months ended September 30, 2018, the lower tax rate was
primarily attributable to excess tax benefits of stock-based compensation and loss from domestic operations. For the
nine months ended September 30, 2018, the lower tax rate was primarily attributable to the one-time indirect effect of
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Topic 606 on income taxes associated with intercompany adjustments offset by our loss from operations.
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Our effective tax rate was (11)% and 1% for the three and nine months ended September 30, 2017, which was lower
than the U.S. federal statutory tax rate of 34%. The lower tax rate was primarily attributable to our loss from
operations, the foreign tax rate differential, a release of the valuation allowance in connection with acquisitions and
excess tax benefits of stock-based compensation.

We are subject to taxation in the United States and foreign jurisdictions. As of September 30, 2018, our tax years 2004
to 2017 remain subject to examination in most jurisdictions.

There are differing interpretations of tax laws and regulations, and as a result, disputes may arise with tax authorities
involving issues of the timing and amount of deductions and allocations of income among various tax jurisdictions.
We periodically evaluate our exposures associated with our tax filing positions. We believe that adequate amounts
have been reserved for any adjustments that may ultimately result from these examinations, and we do not anticipate a
significant impact to our gross unrecognized tax benefits within the next 12 months related to these years. Although
the timing of the resolution, settlement, and closure of any audit is highly uncertain, it is reasonably possible that the
balance of gross unrecognized tax benefits could significantly change in the next 12 months. However, given the
number of years that remain subject to examination, we are unable to estimate the full range of possible adjustments to
the balance of gross unrecognized tax benefits.

(17)  Commitments and Contingencies

Operating Leases and Other Contractual Commitments

For some of our offices and data centers, we have entered into non-cancelable operating lease agreements with various
expiration dates. Future minimum payments under our non-cancelable operating leases and other contractual
commitments outstanding as of September 30, 2018 are presented in the table below (in thousands):

Operating
Leases

Purchase
Obligations(1) Other Total

Years Ending December 31,
Remainder of 2018 $11,388 $ 21,252 $210 $32,850
2019 50,203 42,542 841 93,586
2020 52,047 30,972 874 83,893
2021 51,092 13,846 891 65,829
2022 54,588 5,984 891 61,463
Thereafter 591,269 4,512 371 596,152
Total $810,587 $ 119,108 $4,078 $933,773

(1)

Consists of future minimum payments under non-cancelable purchase commitments primarily related to data center and IT operations and sales and marketing
activities. Not included in the table above are certain purchase commitments related to our future annual Knowledge user conferences and other customer or

sales conferences. If we were to cancel these contractual commitments as of September 30, 2018, we would have been obligated to pay cancellation penalties

of approximately $18.1 million in aggregate.

In addition to the amounts above, the repayment of our 2022 Notes with an aggregate principal amount of $782.5
million is due on June 1, 2022. Refer to Note 11 for further information regarding our Notes. On November 1, 2018,
we repaid the remaining 2018 Notes with an aggregate principal amount of $161.8 million. Refer to Note 19 for
further details of the 2018 Notes repayment.

In addition to the obligations in the table above, approximately $6.5 million of unrecognized tax benefits have been
recorded as liabilities as of September 30, 2018.

Legal Proceedings
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From time to time, we are party to litigation and other legal proceedings in the ordinary course of business. While the
results of any litigation or other legal proceedings are uncertain, management does not believe the ultimate resolution
of any pending legal matters is likely to have a material adverse effect on our financial position, results of operations
or cash flows, except for those matters for which we have recorded a loss contingency. We accrue for loss
contingencies when it is both probable that we will incur the loss and when we can reasonably estimate the amount of
the loss or range of loss.
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Generally, our subscription agreements require us to defend our customers for third-party intellectual property
infringement and other claims. Any adverse determination related to intellectual property claims or other litigation
could prevent us from offering our services and adversely affect our financial condition and results of operations.

(18)  Information about Geographic Areas and Products

Revenues by geographic area, based on the location of our users, were as follows for the periods presented (in
thousands):

Three Months Ended
September 30,

Nine Months Ended
September 30,

2018
2017

2018
2017

*As
Adjusted *As Adjusted

North America (1) $451,457 $325,695 $1,252,189 $925,709
EMEA (2) 161,688 126,044 474,758 336,090
Asia Pacific and other 59,952 40,633 166,428 107,602
Total revenues $673,097 $492,372 $1,893,375 $1,369,401

*As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Property and equipment, net by geographic area were as follows (in thousands):
September
30, 2018

December 31,
2017

North America(3) $190,586 $164,040
EMEA(2) 71,547 50,028
Asia Pacific and other 35,238 31,056
Total property and equipment, net $297,371 $245,124

(1)
Revenues attributed to the United States were approximately 94% of North America revenues for each of the three and nine months ended September 30, 2018

and 2017.
(2)Europe, the Middle East and Africa

(3)
Property and equipment, net attributed to the United States were approximately 86% and 89% of property and equipment, net attributable to North America as

of September 30, 2018 and December 31, 2017, respectively.

Subscription revenues consist of the following (in thousands):
Three Months Ended
September 30,

Nine Months Ended
September 30,

2018
2017

2018
2017

*As
Adjusted *As Adjusted

Service management products $533,007 $394,603 $1,490,283 $1,094,765
ITOM products 93,560 54,903 264,891 144,997
Total subscription revenues $626,567 $449,506 $1,755,174 $1,239,762

*As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Our service management products include our platform, IT service management, IT business management, customer
service management, HR service delivery and security operations, and are generally priced on a per user basis. Our IT
operations management (ITOM) products are generally priced on a per node basis.

(19)  Subsequent Events
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In October 2018, we paid approximately $12.5 million in cash to acquire certain engineering talent, intangible assets,
and a nonexclusive license from two privately-held companies. Both transactions will be accounted for as business
combinations. Our accounting and analyses of these transactions are pending completion.

On November 1, 2018, the 2018 Notes matured and the remaining $161.8 million in principal amount of the 2018
Notes was settled in cash. The conversion value over the principal amount was satisfied with shares of our common
stock, which was entirely offset by shares of our common stock delivered to us by the Note Hedge counterparties
under the 2018 Note Hedge, and cash in lieu of fractional shares. The 2018 Notes and 2018 Note Hedge are no longer
outstanding, and the 2018 Warrants remain outstanding as of the date of this filing. Based on the stock price as of
September 30, 2018, the number of shares to be issued upon exercise of the 2018 Warrants would be approximately
3.5 million.
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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, results of operations and cash flows should be read
in conjunction with the (1) unaudited condensed consolidated financial statements and the related notes thereto
included elsewhere in this Quarterly Report on Form 10-Q, and (2) the audited consolidated financial statements and
notes thereto and management’s discussion and analysis of financial condition and results of operations for the year
ended December 31, 2017 included in the Annual Report on Form 10-K dated as of, and filed with the Securities and
Exchange Commission (the SEC), on February 28, 2018 (File No. 001-35580). This Quarterly Report on Form 10-Q
contains “forward-looking statements” within the meaning of Section 21E of the Securities Exchange Act of 1934, as
amended (the Exchange Act). These statements are often identified by the use of words such as “may,” “will,”
“expect,” “believe,” “anticipate,” “intend,” “could,” “estimate,” or “continue,” and similar expressions or
variations. Such forward-looking statements are subject to risks, uncertainties and other factors that could cause
actual results and the timing of certain events to differ materially from future results expressed or implied by the
forward-looking statements. Factors that could cause or contribute to such differences include, but are not limited to,
those identified herein, and those discussed in the section titled “Risk Factors,” set forth in Part II, Item 1A of this
Quarterly Report on Form 10-Q and in our other SEC filings. We disclaim any obligation to update any
forward-looking statements to reflect events or circumstances after the date of such statements.

Investors and others should note that we announce material financial information to our investors using our investor
relations website (https://www.servicenow.com/company/investor-relations.html), SEC filings, press releases, public
conference calls and webcasts. We use these channels, as well as social media, to communicate with our members and
the public about our company, our services and other issues. It is possible that the information we post on social
media could be deemed to be material information. Therefore, we encourage investors, the media, and others
interested in our company to review the information we post on the social media channels listed on our investor
relations website.

Our billings and free cash flow measures included in the sections entitled “—Key Business Metrics—Billings,” and “—Key
Business Metrics—Free Cash Flow” are not presented in accordance with U.S. Generally Accepted Accounting
Principles (GAAP). These non-GAAP financial measures are not intended to be considered in isolation or as a
substitute for, or superior to, financial information prepared and presented in accordance with GAAP. These
measures may be different from non-GAAP financial measures used by other companies, limiting their usefulness for
comparison purposes. We encourage investors to carefully consider our results under GAAP, as well as our
supplemental non-GAAP information and the reconciliation between these presentations, to more fully understand our
business.

Overview

ServiceNow is a leading provider of enterprise cloud computing solutions that define, structure, manage and automate
services for global enterprises. We help our customers improve service quality and reduce costs while scaling and
automating their businesses. We typically deliver our software via the Internet as a service, through an easy-to-use,
consumer product-like interface, which means it can be easily configured and rapidly deployed. In a minority of cases,
customers deploy our software internally or contract with a third party to host the software to support their unique
regulatory or security requirements.

We generally offer our services on an annual subscription fee basis, which includes access to the ordered subscription
service and related support, including updates to the subscription service during the subscription term. Pricing for our
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subscription services is based on a number of factors, including duration of subscription term, volume, mix of
products purchased, and discounts. We generate sales through our direct sales team and, to a lesser extent, indirectly
through resale partners and third-party referrals. We also generate revenues from professional services and for training
of customer and partner personnel. We generally bill our customers annually in advance for subscription services and
monthly in arrears for our professional services as the work is performed.

A majority of our revenues come from large global enterprise customers. We continue to invest in the development of
our services, infrastructure and sales and marketing to drive long-term growth. We increased our overall employee
headcount to 7,661 as of September 30, 2018 from 5,895 as of September 30, 2017.
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Key Business Metrics

Number of customers with ACV greater than $1 million. We count the total number of customers with annualized
contract value (ACV) greater than $1 million as of the end of the period. We had 614 and 447 customers with ACV
greater than $1 million as of September 30, 2018 and 2017, respectively. For purposes of customer count, a customer
is defined as an entity with a unique Dunn & Bradstreet Global Ultimate (GULT), Data Universal Numbering System
(DUNS) number and an active subscription contract as of the measurement date. The DUNS number is a global
standard for business identification and tracking. We make exceptions for holding companies, government entities and
other organizations for which the GULT, in our judgment, does not accurately represent the ServiceNow customer.
For example, while all U.S. government agencies roll up to “Government of the United States” under the GULT, we
count each government agency that we contract with as a separate customer. Our customer count is subject to
adjustments for acquisitions, spin-offs and other market activity. Previously disclosed number of customers with ACV
greater than $1 million as well as our average contract term calculations are restated to allow for comparability. ACV
is calculated based on the foreign exchange rate in effect at the time the contract was signed. Foreign exchange rate
fluctuations could cause some variability in the number of customers with ACV greater than $1 million.

G2K customer count. The Global 2000 (G2K) customer count is defined as the total number of G2K companies in our
customer base as of the end of the period. The Forbes Global 2000 is an annual ranking of the top 2,000 public
companies in the world by Forbes magazine. The ranking is based on a mix of four metrics: sales, profit, assets, and
market value. The Forbes Global 2000 is updated annually in the second quarter of the calendar year. Current and
prior period G2K customer counts are based on the most recent list comparability purposes. We also adjust the G2K
count for acquisitions, spin-offs and other market activity. For example, we add a G2K customer when a G2K
company that is not our customer acquires a company in our existing customer base that is not a G2K company. When
we enter into a contract with a G2K parent company, or any of its related subsidiaries, or any combination of entities
within a G2K company, we count only one G2K customer. We do not count further penetration into entities within a
given G2K as a new customer in the G2K customer count. Our G2K customer count also excludes customers that
have only purchased our Express product offering, which is our entry-level IT service management solution. Our G2K
customer count does not include large private companies, government agencies and educational organizations, which
represent a growing portion of our customer base. As a result, we expect our G2K customer count metric to become
less relevant to our business over time. Our G2K customer count was 860 and 789 as of September 30, 2018 and
2017, respectively.

Average ACV per G2K customer. We calculate average ACV for our G2K customers by taking aggregate ACV from
G2K customers as of the end of the period divided by the total number of G2K customers as of the end of the period.
ACV is calculated based on the foreign exchange rate in effect at the time the contract was entered into, and as a
result, foreign currency rate fluctuations could cause variability in the average ACV per G2K customer. Prior G2K
customer counts used in calculating ACV per G2K customer are adjusted for the most recent Forbes Global 2000 list
for comparability purposes. Our average ACV per G2K customer was approximately $1.5 million and $1.2 million as
of September 30, 2018 and 2017, respectively.

Renewal rate. We calculate our renewal rate by subtracting our attrition rate from 100%. Our attrition rate for a period
is equal to the ACV from customers lost during the period, divided by the sum of (i) the total ACV from all customers
that renewed during the period, excluding changes in price or users, and (ii) the total ACV from all customers lost
during the period. Accordingly, our renewal rate is calculated based on ACV and is not based on the number of
customers that have renewed. Further, our renewal rate does not reflect increased or decreased purchases from our
customers to the extent such customers are not lost customers. A lost customer is a customer that did not renew an
expiring contract and that, in our judgment, will not be renewed. Typically, a customer that reduces its subscription
upon renewal is not considered a lost customer. However, in instances where the subscription decrease represents the
majority of the customer’s ACV, we may deem the renewal as a lost customer. For our renewal rate calculation, we
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define a customer as an entity with a separate production instance of our service and an active subscription contract as
of the measurement date, instead of an entity with a unique GULT or DUNS number. Our renewal rate was 97% for
each of the three months ended September 30, 2018 and 2017, and 98% and 97% for the nine months ended
September 30, 2018 and 2017, respectively. As our renewal rate is impacted by the timing of renewals, which could
occur in advance of, or subsequent to the original contract end date, period-to-period comparison of renewal rates may
not be meaningful.

Total backlog. Total backlog consists of unbilled backlog, deferred revenue and customer deposits. Unbilled backlog
is an operational measure representing future unearned revenue amounts believed to be firm that are to be invoiced
under our existing agreements and are not included in the deferred revenue or customer deposits on our consolidated
balance sheets. In our previous Annual Reports on Form 10-K, we referred to unbilled backlog as “backlog.” We believe
total backlog is a useful measure of customer adoption of our services.

As of September 30, 2018, our total backlog was $4.4 billion, of which $3.0 billion was unbilled backlog and $1.4
billion was deferred revenue and customer deposits. Of this total backlog, we expect to recognize approximately 51%
in revenues over the 12 months following September 30, 2018, with the balance to be recognized thereafter.
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As of December 31, 2017, our total backlog was $3.8 billion, of which $2.5 billion was unbilled backlog and $1.3
billion was deferred revenue and customer deposits, which reflects the impact of the full retrospective adoption of
Topic 606. For the disclosure of unbilled backlog prior to the adoption of Topic 606, see the section entitled “Business”
in our Annual Report on Form 10-K for the year ended December 31, 2017 filed on February 28, 2018.

We expect total backlog to fluctuate due to a number of factors, including the timing, duration and size of customer
contracts, the mix of cloud and self-hosted offerings and foreign exchange rate fluctuations.

Billings. We define billings, a non-GAAP financial measure, as revenues recognized plus the change in total unbilled
receivables, deferred revenue and customer deposits as presented on the condensed consolidated statements of cash
flows. Prior to adopting Topic 606 on January 1, 2018, we had defined billings in previous filings as revenues
recognized plus the change in total deferred revenue as presented on the condensed consolidated statements of cash
flows. Our current definition better aligns with Topic 606, which became effective for our interim and annual periods
beginning January 1, 2018. Refer to Note 2 in the notes to our condensed consolidated financial statements included
elsewhere in this Quarterly Report on Form 10-Q for additional information regarding Topic 606.
A calculation of billings is provided below (dollars in thousands):

Three Months Ended
September 30,

%
Change

Nine Months Ended
September 30,

%
Change2018

2017
2018

2017
*As
Adjusted *As Adjusted

Billings:
Total revenues $673,097 $492,372 37  % $1,893,375 $1,369,401 38  %
Change in total deferred revenue, unbilled receivables
and customer deposits(1) 47,444 54,486 (13)% 182,418 194,535 (6 )%

Total billings $720,541 $546,858 32  % $2,075,793 $1,563,936 33  %

*As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.
(1)As presented on or derived from our condensed consolidated statements of cash flows.

Billings consists of amounts invoiced for subscription contracts with existing customers, renewal contracts, contracts
for increased purchases with existing customers (expansion contracts), contracts with new customers, and contracts for
professional services and training. Factors that may cause our billings results to vary from period to period include the
following:

•Billings duration. While we typically bill customers annually for our subscription services, customers sometimes
request, and we accommodate, billings with durations less than or greater than the typical 12-month term.

•
Contract start date. From time to time, we enter into contracts with a contract start date in the future, and we exclude
these amounts from billings as these amounts are not included in our consolidated balance sheets, unless such
amounts have been paid as of the balance sheet date.

•
Foreign currency exchange rates. While a majority of our billings have historically been in U.S. Dollars, an
increasing percentage of our billings in recent periods has been in foreign currencies, particularly the Euro and British
Pound Sterling.

•

Timing of contract renewals. While customers typically renew their contracts at the end of the contract term, from
time to time customers may do so either before or after the scheduled expiration date. For example, in cases where we
are successful in selling additional products or services to an existing customer, a customer may decide to renew its
existing contract early to ensure that all its contracts expire on the same date. In other cases, prolonged negotiations or
other factors may result in a contract not being renewed until after it has expired.
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While we believe billings is a useful leading indicator regarding the performance of our business, due to the factors
described above, an increase or decrease in new or renewed subscriptions in a reporting period may not have an
immediate impact on billings for that reporting period.
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To facilitate greater year-over-year comparability in our billings results, we disclose the impact that foreign currency
rate fluctuations and fluctuations in billings duration had on our billings. The impact of foreign currency rate
fluctuations is calculated by translating the current period results for entities reporting in currencies other than U.S.
Dollars into U.S. Dollars at the average exchange rates in effect during the prior period presented, rather than the
actual exchange rates in effect during the current period. The impact of fluctuations in billings duration is calculated
by replacing the portion of multi-year billings in excess of 12 months during the current period with the portion of
multi-year billings in excess of 12 months during the prior period presented. Notwithstanding the adjustments
described above, the comparability of billings results from period to period remains subject to the impact of variations
in the dollar value of contracts with future start dates and the timing of contract renewals, for which no adjustments
have been presented.

Foreign currency rate fluctuations had an unfavorable impact of $3.3 million on billings for the three months ended
September 30, 2018 and a favorable impact $42.7 million on billings for the nine months ended September 30, 2018.
Changes in billings duration had a favorable impact of $4.8 million and $3.5 million for the three and nine months
ended September 30, 2018, respectively.

We have historically experienced seasonality in terms of when we enter into customer agreements for our services.
We sign a significantly higher percentage of agreements with new customers, as well as renewal agreements with
existing customers, in the fourth quarter of each year. The increase in customer agreements for the fourth quarter is
primarily a result of the terms of our commission plans to incentivize our direct sales force to meet their annual quotas
by December 31 and large enterprise account buying patterns typical in the software industry, which are driven
primarily by the expiration of annual authorized budgeted expenditures. In addition, agreements entered into with the
U.S. federal government have historically been higher in the third quarter of each year, driven primarily by timing of
annual budget expenditures. Furthermore, we usually sign a significant portion of these agreements during the last
month, and often the last two weeks, of each quarter. This seasonality in the timing of entering into customer contracts
is sometimes not immediately apparent in our billings, due to the fact that we typically exclude cloud-offering
contracts with a future start date from our billings. Similarly, this seasonality is reflected to a much lesser extent, and
sometimes is not immediately apparent in our revenues, due to the fact that we recognize subscription revenues from
our cloud offerings over the term of the license agreement, which is generally 12 to 36 months. Although these
seasonal factors are common in the technology industry, historical patterns should not be considered a reliable
indicator of our future sales activity or performance.

Free cash flow. We define free cash flow, a non-GAAP financial measure, as GAAP net cash provided by operating
activities reduced by purchases of property and equipment. Purchases of property and equipment are otherwise
included in cash used in investing activities under GAAP. We believe information regarding free cash flow provides
useful information to investors because it is an indicator of the strength and performance of our business operations.
However, our calculation of free cash flow may not be comparable to similar measures used by other companies. In
addition, free cash flow is impacted by the timing of collections and disbursements, including the timing of capital
expenditures. We have historically seen higher collections in the quarter ended March 31 due to seasonality in timing
of entering into customer contracts in the quarter ended December 31. A calculation of free cash flow is provided
below (dollars in thousands):

Nine Months Ended
September 30, %

Change2018 2017

Free cash flow:
Net cash provided by operating activities $521,477 $458,157 14 %
Purchases of property and equipment (136,349 ) (115,856 ) 18 %
Free cash flow(1) $385,128 $342,301 13 %
(1)
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Free cash flow for the nine months ended September 30, 2018 includes the effect of $101.6 million relating to the repayments of convertible senior notes
attributable to debt discount.

Average contract term. We calculate the average contract term for new customers, expansion contracts, and renewals
based on the terms of those contracts entered into during the period weighted by their ACV. The average new
customer contract term was 32 months and 29 months for the three months ended September 30, 2018 and 2017,
respectively, and 35 months and 31 months for the nine months ended September 30, 2018 and 2017,
respectively. The average expansion contract term was 24 months and 22 months for the three months ended
September 30, 2018 and 2017, respectively, and 25 months for each of the nine months ended September 30, 2018 and
2017. The average renewal contract term was 25 months for each of the three months ended September 30, 2018 and
2017, and 27 months and 26 months for the nine months ended September 30, 2018 and 2017, respectively.
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Components of Results of Operations

Revenues

Subscription revenues. Subscription revenues are primarily comprised of fees that give customers access to the
ordered subscription service for both self-hosted offerings and cloud-based subscription offerings, and related support
and updates, if any, to the subscription service during the subscription term. For self-hosted offerings, a portion of the
sales price is recognized upon delivery of the software, which may cause greater variability in our subscription
revenues and subscription gross margin. Pricing includes multiple instances, hosting and support services, data backup
and disaster recovery services, as well as future updates, when and if available, offered during the subscription term.
We typically invoice our customers for subscription fees in annual increments upon execution of the initial contract or
subsequent renewal. Our contracts are generally non-cancelable during the subscription term, though a customer can
terminate for breach if we materially fail to perform.

Professional services and other revenues. Professional services revenues consist of fees associated with professional
services. Our arrangements for professional services are primarily on a time-and-materials basis. We generally invoice
our professional services monthly in arrears based on actual hours and expenses incurred. Other revenues primarily
consist of fees from customer training delivered on-site or through publicly available classes. Typical payment terms
require our customers to pay us within 30 days of invoice.

We generate sales directly through our sales team and, to a lesser extent, through our resale partners. Revenues from
our direct sales organization represented 82% and 88% of our total revenues for the three months ended September 30,
2018 and 2017, respectively, and 84% and 89% for the nine months ended September 30, 2018 and 2017,
respectively. We make sales to our resale partners at a discount and record those revenues at the discounted price
when all revenue recognition criteria have been met. From time to time, other third parties provide us referrals for
which we pay a referral fee. We include revenues associated with these referrals as part of revenues from our direct
sales organization. Referral fees paid to these third parties are generally 10% of the customer’s net new ACV. We
include the amortization of these referral fees in sales and marketing expense.

Allocation of Overhead Costs

Overhead costs associated with office facilities, IT and certain depreciation related to infrastructure that is not
dedicated for customer use or research and development use are allocated to cost of revenues and operating expenses
based on headcount.

Cost of Revenues

Cost of subscription revenues. Cost of subscription revenues consists primarily of expenses related to hosting our
services and providing support to our customers. These expenses are comprised of data center capacity costs, which
include facility costs associated with our data centers as well as interconnectivity between data centers, depreciation
related to our infrastructure hardware equipment dedicated for customer use, amortization of intangible assets and
personnel-related costs directly associated with data center operations and customer support, including salaries,
benefits, bonuses and stock-based compensation and allocated overhead.

Cost of professional services and other revenues. Cost of professional services and other revenues consists primarily
of personnel-related costs directly associated with our professional services and training departments, including
salaries, benefits, bonuses and stock-based compensation, the costs of contracted third-party partners, travel expenses
and allocated overhead.
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Professional services are performed directly by our services team, as well as by contracted third-party partners. Fees
paid to third-party partners are primarily recognized as cost of revenues as the professional services are delivered.
Cost of revenues associated with our professional services engagements contracted with third-party partners as a
percentage of professional services and other revenues was 16% and 21% for the three months ended September 30,
2018 and 2017, respectively, and 18% and 22% for the nine months ended September 30, 2018 and 2017,
respectively.

Sales and Marketing

Sales and marketing expenses consist primarily of personnel-related expenses directly associated with our sales and
marketing staff, including salaries, benefits, bonuses and stock-based compensation. Sales and marketing expenses
also include the amortization of commissions paid to our sales employees and third-party referral fees, including
related payroll taxes and fringe benefits. In addition, sales and marketing expenses include expenses offset by
proceeds related to our annual Knowledge user conference, other marketing program expenses, which include events
other than Knowledge, and costs associated with purchasing advertising and marketing data, and allocated overhead.
As part of our adoption of Topic 606, during the three and nine months ended September 30, 2018, we recorded a
decrease in sales and marketing expenses and a corresponding increase to our deferred commissions asset of $7.4
million and $5.4 million, respectively. These adjustments reflect the correction of previously undercapitalized
incremental fringe benefit costs associated with sales commissions that were paid since 2012. We concluded that these
adjustments were not material to the current period or any previously reported periods presented, as adjusted for the
full retrospective adoption of Topic 606.

Research and Development

Research and development expenses consist primarily of personnel-related expenses directly associated with our
research and development staff, including salaries, benefits, bonuses and stock-based compensation and allocated
overhead. Research and development expenses also include data center capacity costs, costs associated with outside
services contracted for research and development purposes, amortization of intangible assets and depreciation of
infrastructure hardware equipment that is used solely for research and development purposes.

General and Administrative

General and administrative expenses consist primarily of personnel-related expenses for our executive, finance, legal,
human resources, facilities and administrative personnel, including salaries, benefits, bonuses and stock-based
compensation, external legal, accounting and other professional services fees, other corporate expenses, amortization
of intangible assets and allocated overhead.

Provision for Income Taxes

Provision for income taxes consists of federal, state and foreign income taxes. Due to cumulative losses, we maintain
a valuation allowance against our U.S. deferred tax assets as of September 30, 2018. We consider all available
evidence, both positive and negative, including but not limited to earnings history, projected future outcomes, industry
and market trends and the nature of each of the deferred tax assets in assessing the extent to which a valuation
allowance should be applied against our U.S. deferred tax assets.
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Results of Operations

To enhance comparability, the following table sets forth our results of operations for the periods presented (in
thousands). The period-to-period comparison of financial results is not necessarily indicative of future results.

Three Months Ended
September 30,

Nine Months Ended September
30,

2018
2017

2018
2017

*As Adjusted *As Adjusted

Revenues:
Subscription $626,567 $449,506 $1,755,174 $1,239,762
Professional services and other 46,530 42,866 138,201 129,639
Total revenues 673,097 492,372 1,893,375 1,369,401
Cost of revenues(1):
Subscription 106,821 81,878 303,918 228,046
Professional services and other 51,037 45,608 150,578 137,652
Total cost of revenues 157,858 127,486 454,496 365,698
Gross profit 515,239 364,886 1,438,879 1,003,703
Operating expenses(1):
Sales and marketing 289,323 217,866 883,893 643,998
Research and development 135,655 98,465 380,839 272,959
General and administrative 80,693 52,465 216,851 150,242
Total operating expenses 505,671 368,796 1,481,583 1,067,199
Income (loss) from operations 9,568 (3,910 ) (42,704 ) (63,496 )
Interest expense (11,233 ) (16,566 ) (43,795 ) (36,581 )
Interest income and other income (expense), net 8,895 579 45,520 (177 )
Income (loss) before income taxes 7,230 (19,897 ) (40,979 ) (100,254 )
Provision for (benefit from) income taxes (1,175 ) 2,285 (7,260 ) (754 )
Net income (loss) $8,405 $(22,182 ) $(33,719 ) $(99,500 )

(1)Stock-based compensation included in the statements of operations above was as follows (in thousands):
Three Months Ended
September 30,

Nine Months Ended
September 30,

2018
2017

2018
2017

*As
Adjusted

*As
Adjusted

Cost of revenues:
Subscription $12,775 $8,980 $36,604 $25,860
Professional services and other 8,407 7,056 24,310 21,548
Sales and marketing 60,132 43,962 169,283 124,650
Research and development 35,527 23,092 97,905 67,624
General and administrative 27,567 17,352 73,207 48,695
Total stock-based compensation $144,408 $100,442 $401,309 $288,377

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.
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The following table sets forth our results of operations as a percentage of total revenues for the periods presented.
Three Months
Ended September
30,

Nine Months Ended
September 30,

2018
2017

2018
2017

*As
Adjusted

*As
Adjusted

Revenues:
Subscription 93 % 91 % 93 % 91 %
Professional services and other 7 9 7 9
Total revenues 100 100 100 100
Cost of revenues(1):
Subscription 16 17 16 17
Professional services and other 7 9 8 10
Total cost of revenues 23 26 24 27
Gross profit 77 74 76 73
Operating expenses(1):
Sales and marketing 43 44 47 47
Research and development 20 20 20 20
General and administrative 13 11 11 11
Total operating expenses 76 75 78 78
Income (loss) from operations 1 (1 ) (2 ) (5 )
Interest expense (2 ) (3 ) (2 ) (3 )
Interest income and other income (expense), net 2 (1 ) 2 1
Income (loss) before income taxes 1 (5 ) (2 ) (7 )
Provision for (benefit from) income taxes — — — —
Net income (loss) 1 % (5 %) (2 %) (7 %)

(1)Stock-based compensation included in the statements of operations above as a percentage of revenues was as follows:
Three Months
Ended
September 30,

Nine Months
Ended
September 30,

2018
2017

2018
2017

*As
Adjusted

*As
Adjusted

Cost of revenues:
Subscription 2 % 2 % 2 % 2 %
Professional services and other 1 1 1 2
Sales and marketing 9 9 9 9
Research and development 5 5 5 5
General and administrative 4 3 4 3
Total stock-based compensation 21% 20 % 21% 21 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.
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Comparison of the Three Months Ended September 30, 2018 and 2017

Revenues
Three Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Revenues:
Subscription $626,567 $449,506 39 %
Professional services and other 46,530 42,866 9 %
Total revenues $673,097 $492,372 37 %
Percentage of revenues:
Subscription 93 % 91 %
Professional services and other 7 % 9 %
Total 100 % 100 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Subscription revenues increased $177.1 million during the three months ended September 30, 2018 compared to the
same period in the prior year, driven by increased purchases by existing customers and an increase in our customer
count. Included in subscription revenues is $33.2 million and $15.3 million of revenues recognized upfront from the
delivery of software associated with self-hosted offerings during the three months ended September 30, 2018 and
2017, respectively. We expect subscription revenues to grow in absolute dollars and as a percentage of total revenues
for the year ending December 31, 2018 compared to the year ended December 31, 2017 as we continue to add new
customers and existing customers increase their usage of our products. Our expectations for revenues, cost of revenues
and operating expenses for the remainder of 2018 are based on foreign exchange rates as of September 30, 2018.

Subscription revenues consist of the following (in thousands):
Three Months Ended
September 30,

% Change    
2018

2017
*As
Adjusted

Service management products $533,007 $394,603 35 %
ITOM products 93,560 54,903 70 %
Total subscription revenues $626,567 $449,506 39 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Our service management products include our platform, IT service management, IT business management, customer
service management, HR service delivery and security operations, and are generally priced on a per user basis. Our
ITOM products are generally priced on a per node basis.

Professional services and other revenues increased $3.7 million during the three months ended September 30, 2018
compared to the same period in the prior year. We expect professional services and other revenues to grow in absolute
dollars, but decline as a percentage of total revenues for the year ending December 31, 2018 compared to the year
ended December 31, 2017 as we are increasingly focused on deploying our internal professional services organization
as a strategic resource and relying on our partner ecosystem to contract directly with customers for service delivery.
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Our international operations have provided and will continue to provide a significant portion of our total revenues.
Revenues outside North America represented 33% and 34% of total revenues for the three months ended
September 30, 2018 and 2017, respectively. As a result, the general strengthening of the U.S. Dollar relative to other
major foreign currencies (primarily the Euro and British Pound Sterling) from the three months ended September 30,
2017 to the three months ended September 30, 2018 had an unfavorable impact on our revenues. For entities reporting
in currencies other than the U.S. Dollar, if we had translated our results for the three months ended September 30,
2018 at the exchange rates in effect for the three months ended September 30, 2017 rather than the actual exchange
rates in effect during the period, our reported subscription revenues would have been $2.6 million higher. The impact
from the foreign currency movements from the three months ended September 30, 2017 to the three months ended
September 30, 2018 is not material to professional services and other revenues.

Cost of Revenues and Gross Profit Percentage
Three Months Ended September
30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Cost of revenues:
Subscription $106,821 $81,878 30 %
Professional services and other 51,037 45,608 12 %
Total cost of revenues $157,858 $127,486 24 %
Gross profit (loss) percentage:
Subscription 83  % 82  %
Professional services and other (10 %) (6 %)
Total gross profit percentage 77  % 74  %
Gross profit $515,239 $364,886
Headcount (at period end)
Subscription 1,121 886 27 %
Professional services and other 641 555 15 %
Total headcount 1,762 1,441 22 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Cost of subscription revenues increased $24.9 million during the three months ended September 30, 2018 compared to
the same period in the prior year, primarily due to increased headcount, which resulted in an increase of $6.4 million
in personnel-related costs excluding stock-based compensation, an increase of $3.8 million in stock-based
compensation and an increase of $2.1 million in overhead expenses. Depreciation expense increased $5.6 million,
primarily due to purchases of infrastructure hardware equipment for our data centers and expenses associated with
software, IT services and technical support increased $3.6 million. In addition, data center capacity costs increased
$1.3 million due to the addition of new data centers and the expansion of existing data centers and amortization of
intangibles increased $1.3 million as a result of acquisitions.

Our subscription gross profit percentage was 83% and 82% for the three months ended September 30, 2018 and 2017,
respectively due to improved data center utilization and economies of scale. The increase in revenues recognized
upfront from the delivery of software associated with self-hosted offerings contributed to approximately one
percentage point improvement in our subscription gross profit percentage for each of the three months ended
September 30, 2018 and 2017. We expect our cost of subscription revenues to increase in absolute dollar terms for the
year ending December 31, 2018 compared to the year ended December 31, 2017 as we provide subscription services
to more customers and increase usage within our customer instances. We expect our subscription gross profit
percentage to improve for the year ending December 31, 2018 compared to the year ended December 31, 2017 as we
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continue to leverage the investments we have made in our existing data center infrastructure. To the extent future
acquisitions are consummated, our cost of subscription revenues may increase due to additional non-cash charges
associated with the amortization of intangible assets acquired.

Cost of professional services and other revenues increased $5.4 million during the three months ended September 30,
2018 as compared to the same period in the prior year, primarily due to increased headcount resulting in an increase of
$4.6 million in personnel-related costs excluding stock-based compensation and an increase of $1.4 million in
stock-based compensation, partially offset by a decrease in outside services costs of $1.3 million, primarily due to a
decrease in professional services performed by contracted third-party partners.
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Our professional services and other gross loss percentage increased to 10% for the three months ended September 30,
2018, from 6% for the three months ended September 30, 2017, primarily due to stock-based compensation and other
personnel-related costs increasing at a higher rate than professional services and other revenues as we invest in
specialized resources to support our newer products.

The impact from the foreign currency movements from the three months ended September 30, 2017 to the three
months ended September 30, 2018 is not material to cost of revenues.

Sales and Marketing
Three Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Sales and marketing $289,323 $217,866 33 %
Percentage of revenues 43 % 44 %
Headcount (at period end) 2,890 2,279 27 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Sales and marketing expenses increased $71.5 million during the three months ended September 30, 2018 compared
to the same period in the prior year, primarily due to increased headcount that resulted in an increase of $15.4 million
in personnel-related costs excluding stock-based compensation and commissions, an increase of $16.2 million in
stock-based compensation and an increase of $6.6 million in overhead expenses. Expenses associated with
commissions and third-party referral fees increased $18.0 million for the three months ended September 30, 2018
compared to the same period in the prior year, due to an increase in contracts with new customers, expansion and
renewal contracts. Amortization expenses associated with commissions and third-party referral fees, including their
related payroll taxes and fringe benefits, amounted to 6% of subscription revenues for each of the three months ended
September 30, 2018 and 2017. Other marketing program expenses, which include events and costs associated with
purchasing advertising and market data, increased $7.0 million during the three months ended September 30, 2018
compared to the same period in the prior year. Loss from write-off of property and equipment increased $4.6 million
and expenses related to software subscription increased $2.4 million during the three months ended September 30,
2018 compared to the same period in the prior year primarily due to write off of internal-use and subscription
software. Outside services costs increased $1.3 million during the three months ended September 30, 2018 compared
to the same period in the prior year, primarily due to an increase in contractors and professional fees to support our
sales and marketing functions.

The general strengthening of the U.S. Dollar relative to other major foreign currencies from the three months ended
September 30, 2017 to the three months ended September 30, 2018 had a favorable impact on our sales and marketing
expenses. For entities reporting in currencies other than the U.S. Dollar, if we had translated our results for the three
months ended September 30, 2018 at the exchange rates in effect for the three months ended September 30, 2017
rather than the actual exchange rates in effect during the period, our reported sales and marketing expenses would
have been $2.3 million higher.

We expect sales and marketing expenses to increase in absolute dollar terms for the year ending December 31, 2018
compared to the year ended December 31, 2017, but remain relatively flat as a percentage of total revenues as we
continue to expand our direct sales force, increase our marketing activities, grow our international operations and
build brand awareness.
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Research and Development
Three Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Research and development $135,655 $98,465 38 %
Percentage of revenues 20 % 20 %
Headcount (at period end) 1,860 1,322 41 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.
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Research and development expenses increased $37.2 million during the three months ended September 30, 2018
compared to the same period in the prior year, primarily due to increased headcount, which resulted in an increase of
$19.9 million in personnel-related costs excluding stock-based compensation, an increase of $12.4 million in
stock-based compensation and an increase of $4.6 million in overhead expenses as we increase our investment in
design, platform functionality and user experience.

The impact from the foreign currency movements from the three months ended September 30, 2017 to the three
months ended September 30, 2018 is not material to research and development expenses.

We expect research and development expenses to increase in absolute dollar terms for the year ending December 31,
2018 compared to the year ended December 31, 2017, but remain relatively flat as a percentage of total revenues as
we continue to improve the existing functionality of our services, develop new applications to fill market needs and
enhance our core platform.

General and Administrative
Three Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

General and administrative $80,693 $52,465 54 %
Percentage of revenues 13 % 11 %
Headcount (at period end) 1,149 853 35 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

General and administrative expenses increased $28.2 million during the three months ended September 30, 2018
compared to the same period in the prior year, primarily due to increased headcount, which resulted in an increase of
$11.3 million in personnel-related costs excluding stock-based compensation and an increase of $10.2 million in
stock-based compensation. Outside services costs increased $2.7 million during the three months ended September 30,
2018 compared to the same period in the prior year, primarily due to an increase in contractors and professional fees
to support our administrative function. Additionally, charitable contributions increased $2.0 million during the three
months ended September 30, 2018 compared to the same period in the prior year.

The impact from the foreign currency movements from the three months ended September 30, 2017 to the three
months ended September 30, 2018 is not material to general and administrative expenses.

We expect general and administrative expenses to increase in absolute dollar terms for the year ending December 31,
2018 compared to the year ended December 31, 2017 as we continue to hire people, but remain relatively flat as a
percentage of total revenues.
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Stock-based Compensation
Three Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Cost of revenues:
Subscription $12,775 $8,980 42 %
Professional services and other 8,407 7,056 19 %
Sales and marketing 60,132 43,962 37 %
Research and development 35,527 23,092 54 %
General and administrative 27,567 17,352 59 %
Total stock-based compensation $144,408 $100,442 44 %
Percentage of revenues 21 % 20 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Stock-based compensation increased $44.0 million during the three months ended September 30, 2018 compared to
the same period in the prior year, primarily due to additional grants to current and new employees, and increased
weighted-average grant date fair value of stock awards.

Stock-based compensation is inherently difficult to forecast due to fluctuations in our stock price. Based upon our
stock price as of September 30, 2018, we expect stock-based compensation to increase in absolute dollar terms for the
year ending December 31, 2018 compared to the year ended December 31, 2017 as we continue to issue stock-based
awards to our employees, but remain relatively flat as a percentage of total revenues. 
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Interest Expense
Three Months Ended September
30, % Change    
2018 2017

(dollars in thousands)

Interest expense $(11,233) $(16,566) (32 %)
Percentage of revenues (2 %) (3 %)

Interest expense decreased $5.3 million during the three months ended September 30, 2018 compared to the same
period in the prior year, primarily due to the decrease in the aggregate amount of convertible debt and associated
amortization expense of debt discount and issuance costs related to the early conversions of the 2018 Notes.

Interest Income and Other Income (Expense), net
Three Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Interest income $7,474 $4,808 55 %
Foreign currency exchange gain (loss), net of derivative contracts 527 (4,393 ) (112 %)
Other 894 164 NM
Interest and other income (expense), net $8,895 $579 NM
Percentage of revenues 2 % (1 %)

NM - Not meaningful. 

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Interest income and other income (expense), net increased $8.3 million during the three months ended September 30,
2018 compared to the same period in the prior year, primarily due to an increase of $4.9 million from fluctuations in
foreign currency exchange rates. Our foreign currency exchange exposures were largely mitigated by the derivative
contracts we have entered into during the three months ended September 30, 2018 compared to no derivative contracts
in the same period in the prior year. The increase in interest income and other income (expense), net is also due to an
increase of $2.7 million of interest income due to higher yields on our invested balances for the three months ended
September 30, 2018.

In order to manage certain exposures to currency fluctuations, we initiated a limited hedging program beginning in the
three months ended March 31, 2018 by entering into foreign currency derivative contracts with maturities of 12
months or less to hedge a portion of our net outstanding monetary assets and liabilities. These hedging contracts may
reduce, but cannot entirely eliminate, the impact of adverse currency exchange rate movements.

Provision for (Benefit from) Income Taxes
Three Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Income (loss) before income taxes $7,230 $(19,897) (136 %)
Provision for (benefit from) income taxes (1,175 ) 2,285 (151 %)
Effective tax rate (16 %) (11 %)

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.
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Our effective tax rate was (16%) for the three months ended September 30, 2018 compared to (11%) for the three
months ended September 30, 2017, primarily due to a change in the mix of income or losses in jurisdictions with
different tax rates and our income from operations, offset by excess tax benefits of stock-based compensation.
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We continue to maintain a full valuation allowance on our federal and state deferred tax assets, and the significant
components of the tax expense recorded are current cash taxes in various jurisdictions. The cash tax expenses are
impacted by each jurisdiction’s individual tax rates, laws on timing of recognition of income and deductions, and
availability of net operating losses and tax credits. Given the full valuation allowance and sensitivity of current cash
taxes to local rules, we expect that our effective tax rate could fluctuate significantly on a quarterly basis and could be
adversely affected to the extent earnings are lower than anticipated in countries that have lower statutory rates and
higher than anticipated in countries that have higher statutory rates.

Net Loss
Three Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Net loss $8,405 $(22,182) (138 %)
Percentage of revenues 1 % (5 %)

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Net loss decreased $30.6 million during the three months ended September 30, 2018 compared to the same period in
the prior year. We expect to continue to incur a GAAP loss for the year ending December 31, 2018 due to increased
costs and expenses, including non-cash charges associated with equity awards, amortization of purchased intangibles
from business combinations and other expenses.

Comparison of the Nine Months Ended September 30, 2018 and 2017

Revenues
Nine Months Ended September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Revenues:
Subscription $1,755,174 $1,239,762 42 %
Professional services and other 138,201 129,639 7 %
Total revenues $1,893,375 $1,369,401 38 %
Percentage of revenues:
Subscription 93 % 91 %
Professional services and other 7 % 9 %
Total 100 % 100 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Subscription revenues increased $515.4 million during the nine months ended September 30, 2018 compared to the
same period in the prior year, driven by increased purchases by existing customers and an increase in our customer
count. Included in subscription revenues is $89.3 million and $54.1 million of revenues recognized upfront from the
delivery of software associated with self-hosted offerings during the nine months ended September 30, 2018 and
2017, respectively.
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Subscription revenues consist of the following:
Nine Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Service management products $1,490,283 $1,094,765 36 %
ITOM products 264,891 144,997 83 %
Total subscription revenues $1,755,174 $1,239,762 42 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Our service management products include our platform, IT service management, IT business management, customer
service management, HR service delivery and security operations, and are generally priced on a per user basis. Our
ITOM products are generally priced on a per node basis.

Professional services and other revenues increased $8.6 million during the nine months ended September 30, 2018
compared to the same period in the prior year, due to an increase in services provided to our growing customer base.

Our international operations have provided and will continue to provide a significant portion of our total revenues.
Revenues outside North America represented 34% and 32% of total revenues for the nine months ended
September 30, 2018 and 2017, respectively. As a result, the general weakening of the U.S. Dollar relative to other
major foreign currencies (primarily the Euro and British Pound Sterling) from the nine months ended September 30,
2017 to the nine months ended September 30, 2018 had a favorable impact on our revenues. For entities reporting in
currencies other than the U.S. Dollar, if we had translated our results for the nine months ended September 30, 2018 at
the exchange rates for the nine months ended September 30, 2017 rather than the actual exchange rates in effect
during the period, our subscription revenues would have been $34.9 million lower and our reported professional
services and other revenues would have been $3.0 million lower.
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Cost of Revenues and Gross Profit Percentage
Nine Months Ended September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Cost of revenues:
Subscription $303,918 $228,046 33 %
Professional services and other 150,578 137,652 9 %
Total cost of revenues $454,496 $365,698 24 %
Gross profit (loss) percentage:
Subscription 83 % 82 %
Professional services and other (9 %) (6 %)
Total gross profit percentage 76 % 73 %
Gross profit $1,438,879 $1,003,703
Headcount (at period end)
Subscription 1,121 886 27 %
Professional services and other 641 555 15 %
Total headcount 1,762 1,441 22 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

 Cost of subscription revenues increased $75.9 million during the nine months ended September 30, 2018 compared to
the same period in the prior year, primarily due to increased headcount resulting in an increase of $24.4 million in
personnel-related costs excluding stock-based compensation, an increase of $10.7 million in stock-based
compensation and an increase of $7.4 million in overhead expenses. Depreciation expense increased $15.6 million
primarily due to purchases of infrastructure hardware equipment for our data centers and expenses associated with
software, IT services and technical support increased $7.6 million. In addition, data center capacity costs increased
$4.0 million due to the addition of new data centers and the expansion of existing data centers, amortization of
intangibles increased $3.1 million as a result of acquisitions and outside services costs increased $1.9 million due to
an increase in contractors to support our subscription revenues.

Our subscription gross profit percentage was 83% and 82% for the nine months ended September 30, 2018 and 2017,
respectively, due to improved data center utilization and economies of scale. The increase in revenues recognized
upfront from the delivery of software associated with self-hosted offerings contributed to approximately one
percentage point improvement in our the subscription gross profit percentage for each of the nine months ended
September 30, 2018 and 2017.

Cost of professional services and other revenues increased $12.9 million during the nine months ended September 30,
2018 as compared to the same period in the prior year, primarily due to increased headcount resulting in an increase of
$11.4 million in personnel-related costs excluding stock-based compensation, an increase of $2.8 million in
stock-based compensation and an increase of $2.2 million in overhead expenses. The increase in cost of professional
services and other revenues was partially offset by a decrease in outside services costs of $3.0 million, primarily due
to a decrease in professional services performed by contracted third-party partners.

Our professional services and other gross loss percentage increased to 9% for the nine months ended September 30,
2018, from 6% for the nine months ended September 30, 2017, primarily due to stock-based compensation and other
personnel-related costs increasing at a higher rate than professional services and other revenues as we invest in
specialized resources to support our newer products.

Edgar Filing: ServiceNow, Inc. - Form 10-Q

85



The general weakening of the U.S. Dollar relative to other major foreign currencies from the nine months ended
September 30, 2017 to the nine months ended September 30, 2018 had an unfavorable impact on our cost of revenues.
For entities reporting in currencies other than the U.S. Dollar, if we had translated our results for the nine months
ended September 30, 2018 at the exchange rates for the nine months ended September 30, 2017 rather than the actual
exchange rates in effect during the period, our cost of revenues would have been $3.5 million lower.
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Sales and Marketing
Nine Months Ended September
30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Sales and marketing $883,893 $643,998 37 %
Percentage of revenues 47 % 47 %
Headcount (at period end) 2,890 2,279 27 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Sales and marketing expenses increased $239.9 million during the nine months ended September 30, 2018 compared
to the same period in the prior year, primarily due to increased headcount that resulted in an increase of $88.8 million
in personnel-related costs excluding stock-based compensation and commissions, an increase of $44.6 million in
stock-based compensation and an increase of $21.5 million in overhead expenses. Expenses associated with
commissions and third-party referral fees increased $39.6 million for the nine months ended September 30, 2018
compared to the same period in the prior year, due to an increase in contracts with new customers, expansion and
renewal contracts. Amortization expenses associated with commissions and third-party referral fees, including their
related payroll taxes and fringe benefits amounted to 6% of subscription revenues for each of the nine months ended
September 30, 2018 and 2017. Outside services costs increased $9.3 million during the nine months ended
September 30, 2018 compared to the same period in the prior year, primarily due to an increase in contractors and
professional fees to support our sales and marketing functions. Marketing program expenses, which include events
other than Knowledge, and costs associated with purchasing advertising and market data, increased $21.8 million
during the nine months ended September 30, 2018 compared to the same period in the prior year. Expenses related to
our annual Knowledge user conference, net of proceeds increased $6.8 million due to a 21% year-over-year increase
in registrations. Loss from write-off of property and equipment increased $4.6 million and expenses related to
software subscription increased $2.9 million during the nine months ended September 30, 2018 compared to the same
period in the prior year primarily due to write off of internal-use and subscription software.

The general weakening of the U.S. Dollar relative to other major foreign currencies from the nine months ended
September 30, 2017 to the nine months ended September 30, 2018 had an unfavorable impact on our sales and
marketing expenses. For entities reporting in currencies other than the U.S. Dollar, if we had translated our results for
the nine months ended September 30, 2018 at the exchange rates in effect for the nine months ended September 30,
2017 rather than the actual exchange rates in effect during the period, our sales and marketing expenses would have
been $8.1 million lower.

Research and Development
Nine Months Ended September
30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Research and development $380,839 $272,959 40 %
Percentage of revenues 20 % 20 %
Headcount (at period end) 1,860 1,322 41 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Research and development expenses increased $107.9 million during the nine months ended September 30, 2018
compared to the same period in the prior year, primarily due to increased headcount, which resulted in an increase of
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$58.2 million in personnel-related costs excluding stock-based compensation, an increase of $30.3 million in
stock-based compensation and an increase $14.6 million in overhead expenses. Research and development expenses
also an increase $3.1 million due to an increase in data center capacity costs and depreciation of infrastructure
hardware equipment that is used solely for research and development purposes.

The impact from the foreign currency movements from the nine months ended September 30, 2017 to the nine months
ended September 30, 2018 is not material to research and development expenses.
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General and Administrative
Nine Months Ended September
30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

General and administrative $216,851 $150,242 44 %
Percentage of revenues 11 % 11 %
Headcount (at period end) 1,149 853 35 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

General and administrative expenses increased $66.6 million during the nine months ended September 30, 2018
compared to the same period in the prior year, primarily due to increased headcount, which resulted in an increase of
$31.6 million in personnel-related costs excluding stock-based compensation and an increase of $24.5 million in
stock-based compensation. Outside services costs increased $6.3 million during the nine months ended September 30,
2018 compared to the same period in the prior year, primarily due to an increase in contractors and professional fees
to support our administrative function. Additionally, charitable contributions increased $2.0 million during the nine
months ended September 30, 2018 compared to the same period in the prior year.

The impact from the foreign currency movements from the nine months ended September 30, 2017 to the nine months
ended September 30, 2018 is not material to general and administrative expenses.

Stock-based Compensation
Nine Months Ended September
30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Cost of revenues:
Subscription $36,604 $25,860 42 %
Professional services and other 24,310 21,548 13 %
Sales and marketing 169,283 124,650 36 %
Research and development 97,905 67,624 45 %
General and administrative 73,207 48,695 50 %
Total stock-based compensation $401,309 $288,377 39 %
Percentage of revenues 21 % 21 %

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Stock-based compensation increased $112.9 million during the nine months ended September 30, 2018 compared to
the same period in the prior year, primarily due to additional grants to current and new employees and increased
weighted-average grant date fair value of stock awards.

Interest Expense
Nine Months Ended September
30, % Change    
2018 2017

(dollars in thousands)

Interest expense $(43,795) $(36,581) 20 %
Percentage of revenues (2 %) (3 %)
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Interest expense increased $7.2 million during the nine months ended September 30, 2018 compared to the same
period in the prior year, due to the increase in the aggregate amount of convertible debt and associated amortization
expense of debt discount and issuance costs related to the 2022 Notes issued in May and June 2017, partially offset by
the decrease related to the early conversions of the 2018 Notes.
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Interest Income and Other Income (Expense), net
Nine Months Ended
September 30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Interest income $22,056 $10,930 102 %
Foreign currency exchange gain (loss), net of derivative contracts 6,304 (11,194 ) (156 %)
Gain on marketable equity securities 19,257 — NM
Loss on early note conversions (4,067 ) — NM
Other 1,970 87 NM
Interest and other income (expense), net $45,520 $(177 ) NM
Percentage of revenues 2 % 1 %

NM - Not meaningful. 

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Interest income and other income (expense), net increased $45.7 million during the nine months ended September 30,
2018 compared to the same period in the prior year, primarily due to $19.3 million of realized gains relating to
changes in the market value of our marketable equity securities resulting from the adoption of ASU 2016-01. Refer to
Note 2 for further details. Interest income and other income (expense), net also increased $17.5 million due to
fluctuations in foreign currency exchange rates, net of the effect of our foreign currency derivative contracts, and
interest income increased $11.1 million due to higher cash and investment balances and higher yields on our invested
balances for the nine months ended September 30, 2018, partially offset by a $4.1 million loss recorded on early note
conversions.

Benefit from Income Taxes
Nine Months Ended September
30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Loss before income taxes $(40,979) $(100,254) (59 %)
Benefit from income taxes (7,260 ) (754 ) NM
Effective tax rate 18 % 1 %

NM - Not meaningful. 

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Our effective tax rate was 18% for the nine months ended September 30, 2018 compared to 1% for the nine months
ended September 30, 2017, primarily due to the one-time indirect tax benefit of Topic 606 on income taxes associated
with intercompany adjustments offset by our loss from operations.
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Net Loss
Nine Months Ended September
30,

% Change    
2018

2017

*As Adjusted

(dollars in thousands)

Net loss $(33,719) $(99,500) (66 %)
Percentage of revenues (2 %) (7 %)

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Net loss decreased $65.8 million for the nine months ended September 30, 2018 compared to the same period in the
prior year due to the adoption of Topic 606, which required us to record a one-time indirect tax benefit of $23.1
million, and $19.3 million in realized gain on marketable equity investments that we sold during the nine months
ended September 30, 2018.

Liquidity and Capital Resources

Our principal sources of liquidity are our cash and cash equivalents, investments, and cash generated from operations.
As of September 30, 2018, our principal sources of liquidity were $1.6 billion in cash and cash equivalents and
short-term investments, of which $274.5 million represented cash held by foreign subsidiaries and $270.5 million was
denominated in currencies other than U.S. Dollar. In addition, we had $457.6 million in long-term investments that
provide additional capital resources. We do not anticipate that we will need funds generated from foreign operations
to fund our domestic operations.

The price of our common stock was greater than or equal to 130% of the conversion price of the 2022 Notes for at
least 20 trading days during the 30 consecutive trading days ending on the last trading day of the quarters ended June
30, 2018 and September 30, 2018. Therefore, the 2022 Notes became convertible at the holders’ option beginning on
July 1, 2018 and continue to be convertible at the holders’ option through December 31, 2018. Through the filing date,
we have not received any conversion requests for our 2022 Notes.

The price of our common stock was greater than or equal to 130% of the conversion price of the 2018 Notes for at
least 20 trading days during the 30 consecutive trading days ending on the last trading day of the quarter ended June
30, 2017, September 30, 2017, December 31, 2017, and March 31, 2018, respectively. Therefore, the 2018 Notes
became convertible at the holders’ option beginning on July 1, 2017 and continued to be convertible at the holders’
option through June 30, 2018.

During the nine months ended September 30, 2018, we paid cash to settle $413.2 million principal amount of the 2018
Notes and recorded a loss on early note conversions of $4.1 million. The loss on early note conversions for the three
months ended September 30, 2018 was not material. As a result of the settlements, we also recorded a $6.4 million net
reduction to additional paid-in capital, reflecting $554.4 million fair value adjustments to the conversion option
settled, offset by a $548.0 million benefit from the 2018 Note Hedge. For conversion requests received on or after the
July 1, 2018 Convertible Date for the 2018 Notes, the remaining principal amount of the 2018 Notes of $161.8 million
was settled in cash on the maturity date, which was November 1, 2018.

Based on the stock price as of September 30, 2018, we expect to issue additional shares in the first half of 2019 upon
the exercise of the 2018 Warrants. The number of shares to be issued depends on the stock price over a 60 trading day
period beginning on the first expiration date of the 2018 Warrants, which is February 1, 2019. Because exercises of
the 2018 Warrants will be net share settled, there will not be an impact on our liquidity. Refer to Note 11 in the notes
to our condensed consolidated financial statements included elsewhere in this Quarterly Report on Form 10-Q for
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We anticipate our current cash and cash equivalents balance and cash generated from operations will be sufficient to
meet our liquidity needs, including the repayment of our Notes, expansion of data centers, lease obligations,
expenditures related to the growth of our headcount and the acquisition of fixed assets, intangibles, and investments in
office facilities, to accommodate our growth for at least the next 12 months. Whether these resources are adequate to
meet our liquidity needs beyond that period will depend on our growth, operating results, cash utilized for acquisitions
and/or debt retirements if any are consummated, and the capital expenditures required to meet possible increased
demand for our services. If we require additional capital resources to grow our business at any time in the future, we
may seek additional equity or debt financing.
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Nine Months Ended
September 30,

2018
2017

*As Adjusted
(dollars in thousands)

Net cash provided by operating activities $521,477 $458,157
Net cash used in investing activities (100,283 ) (365,664 )
Net cash (used in) provided by financing activities (433,107 ) 586,118
Net (decrease) increase in cash, cash equivalents and restricted cash, net of foreign currency
effect (21,506 ) 704,376

 *As adjusted to reflect the impact of the full retrospective adoption of Topic 606. See Note 2 for further details.

Operating Activities

Cash provided by operating activities mainly consists of our net loss adjusted for certain non-cash items such as
repayments of convertible senior notes attributable to debt discount, depreciation and amortization, amortization of
premiums on investments, amortization of deferred commissions, amortization of issuance cost and debt discount,
stock-based compensation and changes in operating assets and liabilities during the year.

Net cash provided by operating activities was $521.5 million for the nine months ended September 30, 2018 compared
to $458.2 million for the nine months ended September 30, 2017. The increase in operating cash flow was primarily
due to a decrease in net loss of $65.8 million. The remaining change was due to an unfavorable impact on operating
cash flow from changes in operating assets and liabilities, offset by an increase in non-cash adjustments to reconcile
net loss to net cash provided by operations.

Investing Activities

Net cash used in investing activities for the nine months ended September 30, 2018 was $100.3 million compared to
$365.7 million for the nine months ended September 30, 2017. The decrease in cash used in investing activities was
mainly due to a $291.7 million decrease in net purchases of investments, partially offset by a $20.5 million increase in
capital expenditures related to purchases of infrastructure hardware equipment to support the expansion of our data
centers as well as investments in leasehold improvements, furniture and equipment to support our headcount growth
and a $7.4 million increase in purchase of other intangibles.

Financing Activities

Net cash used in financing activities was $433.1 million for the nine months ended September 30, 2018 compared to
net cash provided by financing activities of $586.1 million for the nine months ended September 30, 2017. During
the nine months ended September 30, 2017, we had $698.2 million in net proceeds from issuance of the 2022 Notes
and the related note hedge and warrant transactions, and used $55.0 million in cash to repurchase shares of our
common stock. During the nine months ended September 30, 2018, we had additional financing cash outflows of
$311.5 million relating to the repayments of the 2018 Notes attributable to principal and $90.1 million increase in
taxes paid related to net share settlement of equity awards, partially offset by a $23.7 million increase in proceeds
from employee equity plans.

Contractual Obligations and Commitments

Except as set forth in Note 17, Commitments and Contingencies, of the notes to our condensed consolidated financial
statements included elsewhere in this Quarterly Report on Form 10-Q, there have been no material changes outside
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the ordinary course of business in the contractual obligations and commitments disclosed in our Annual Report on
10-K for the year ended December 31, 2017.

Off-Balance Sheet Arrangements

During all periods presented, we did not have any relationships with unconsolidated entities or financial partnerships,
such as entities often referred to as structured finance or special purpose entities, which would have been established
for the purpose of facilitating off-balance sheet arrangements or other contractually narrow or limited purposes. As
such, we are not exposed to any financing, liquidity, market or credit risk that could arise if we had engaged in those
types of relationships.
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Critical Accounting Policies and Significant Judgments and Estimates

Except for the accounting policies for revenue recognition and deferred commissions that were updated as a result of
adopting Topic 606, there have been no changes to our critical accounting policies and estimates described in the
Annual Report on Form 10-K for the year ended December 31, 2017, filed with the SEC on February 28, 2018, that
have had a material impact on our condensed consolidated financial statements and related notes.

Revenue Recognition

We report our revenues in two categories: (i) subscriptions and (ii) professional services and other.

Revenues are recognized when control of these services is transferred to our customers, in an amount that reflects the
consideration we expect to be entitled to in exchange for those services.

We determine revenue recognition through the following steps:

•Identification of the contract, or contracts, with a customer
•Identification of the performance obligations in the contract
•Determination of the transaction price
•Allocation of the transaction price to the performance obligations in the contract
•Recognition of revenue when, or as, we satisfy a performance obligation

Subscription revenues

Subscription revenues are primarily comprised of subscription fees that give customers access to the ordered
subscription service, related support and updates, if any, to the subscribed service during the subscription term. For
our cloud services, we recognize subscription revenues ratably over the contract term beginning on the
commencement date of each contract, the date we make our services available to our customers. Our contracts with
customers typically include a fixed amount of consideration and are generally non-cancelable and without any
refund-type provisions. We typically invoice our customers annually in advance for our subscription services upon
execution of the initial contract or subsequent renewal, and our invoices are typically due within 30 days from the
invoice date.

Subscription revenues also include revenues from self-hosted offerings in which customers deploy, or we grant
customers the option to deploy without significant penalty, our subscription service internally or contract with a third
party to host the software. For these contracts, we account for the software element and the related support and
updates separately as they are distinct performance obligations (Refer to the discussion below related to contracts with
multiple performance obligations for further details). The transaction price is allocated to separate performance
obligations on a relative standalone selling price (SSP) basis. Transaction price allocated to the software element is
recognized upon delivery, which is when transfer of control of the software to the customer is complete. The
transaction price allocated to the related support and updates are recognized ratably over the contract term.

Professional services and other revenues

Our professional services arrangements are primarily on a time-and-materials basis, and revenues on these
arrangements are recognized as the services are delivered. We typically invoice our customers monthly in arrears for
these professional services based on actual hours and expenses incurred, and our invoices are typically due within 30
days from the invoice date. Professional services revenues associated with fixed fee arrangements are recognized on a
proportional performance basis. In instances where certain milestones are required to be met before revenues are
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Other revenues consist of fees from customer training delivered on-site or through publicly available classes.
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Contracts with multiple performance obligations

We enter into contracts that can include various combinations of products and services, which are generally capable of
being distinct and accounted for as separate performance obligations. For these contracts, the transaction price is
allocated to the separate performance obligations on a relative SSP basis. Determining whether products and services
are considered distinct performance obligations that should be accounted for separately versus together may require
significant judgment. Significant judgment is also involved in determining SSP by considering the historical selling
price of these performance obligations in similar transactions as well as other factors, including, but not limited to,
competitive pricing of similar products, other software vendor pricing, industry publications and current pricing
practices.

Deferred Commissions

Deferred commissions are the incremental selling costs that are associated with acquiring customer contracts and
consist primarily of sales commissions paid to our sales force and referral fees paid to independent third-parties.
Capitalized sales commissions also include the associated payroll taxes and fringe benefit costs associated with
payments to our sales employees to the extent they are incremental. On initial and expansion contracts, commissions
and referral fees are primarily deferred and amortized over a period of benefit that we have determined to
be five years. On renewal contracts, commissions are deferred and amortized over the average renewal term.
Additionally, for self-hosted offerings, consistent with the recognition of subscription revenue for self-hosted
offerings, a portion of the commission cost is expensed upfront when the self-hosted offering is made available. The
determination of the period of benefit requires significant judgment by taking into consideration our customer
contracts, our technology life cycle and other factors. We include amortization of deferred commissions in sales and
marketing expense in our condensed consolidated statements of comprehensive income (loss).

New Accounting Pronouncements Pending Adoption

The impact of recently issued accounting standards is set forth in Note 2, Summary of Significant Accounting
Policies, of the notes to our condensed consolidated financial statements included elsewhere in this Quarterly Report
on Form 10-Q.

ITEM 3.     QUALITATIVE AND QUANTITATIVE DISCLOSURES ABOUT MARKET RISK

Except as set forth below, there have been no material changes in our market risk as compared to the disclosures in
Part II, Item 7A in our Annual Report on Form 10-K for the year ended December 31, 2017, which was filed with the
SEC on February 28, 2018.

Foreign Currency Exchange Risk

In order to manage certain exposures to currency fluctuations, we initiated a limited hedging program beginning in the
three months ended March 31, 2018 by entering into foreign currency derivative contracts to hedge a portion of our
net outstanding monetary assets and liabilities.

These derivative contracts include forward contracts entered into with various counterparties and are not designated as
hedging instruments under applicable accounting standard. As such, all changes in the fair value of the derivative
contracts are reported in Interest income and other income (expense), net in our consolidated statements of operations.
These derivative contracts are intended to offset the foreign currency gains or losses associated with the underlying
monetary assets and liabilities, and cash flows from such derivative contracts are classified as operating activities.
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These derivative contracts expose us to credit risk to the extent that the counterparties may be unable to meet the
terms of the arrangement. We mitigate this credit risk by transacting with major financial institutions with high credit
ratings and entering into master netting arrangements, which permit net settlement of transactions with the same
counterparty. While the contract or notional amount is often used to express the volume of foreign currency derivative
contracts, the amounts potentially subject to credit risk are generally limited to the amounts, if any, by which the
counterparties’ obligations under the agreements exceed our obligations to the counterparties. We are not required to
pledge, and are not entitled to receive, cash collateral related to these derivative instruments. We do not enter into
derivative contracts for trading or speculative purposes. Refer to Note 8 in the notes to our consolidated financial
statements included elsewhere in this Quarterly Report on Form 10-Q for additional information.
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ITEM 4.     CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures

Regulations under the Exchange Act require public companies, including our company, to maintain “disclosure
controls and procedures,” which are defined in Rule 13a-15(e) and Rule 15d-15(e) to mean a company’s controls and
other procedures that are designed to ensure that information required to be disclosed in the reports that it files or
submits under the Exchange Act is recorded, processed, summarized and reported, within the time periods specified in
the SEC’s rules and forms. Disclosure controls and procedures include, without limitation, controls and procedures
designed to ensure that information required to be disclosed in our reports filed under the Exchange Act is
accumulated and communicated to management, including our principal executive officer and principal financial
officer, or persons performing similar functions, as appropriate to allow timely decisions regarding required or
necessary disclosures. In designing and evaluating our disclosure controls and procedures, management recognizes
that disclosure controls and procedures, no matter how well conceived and operated, can provide only reasonable, not
absolute, assurance that the objectives of the disclosure controls and procedures are met. Additionally, in designing
disclosure controls and procedures, our management necessarily was required to apply its judgment in evaluating the
cost-benefit relationship of possible disclosure controls and procedures. Our Chief Executive Officer and Chief
Financial Officer have concluded, based on the evaluation of the effectiveness of the disclosure controls and
procedures by our management as of the end of the quarter covered by this Quarterly Report on Form 10-Q, that our
disclosure controls and procedures were effective at the reasonable assurance level for this purpose.

Changes in Internal Control Over Financial Reporting

Regulations under the Exchange Act require public companies, including our company, to evaluate any change in our
“internal control over financial reporting” as such term is defined in Rule 13a-15(f) and Rule 15d-15(f) of the Exchange
Act. In connection with their evaluation of our disclosure controls and procedures as of the end of the period covered
by this Quarterly Report on Form 10-Q, our Chief Executive Officer and Chief Financial Officer did not identify any
change in our internal control over financial reporting during the quarter covered by this Quarterly Report on Form
10-Q that materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.
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PART II

ITEM 1.     LEGAL PROCEEDINGS

From time to time, we are party to litigation and other legal proceedings in the ordinary course of business. While the
results of any litigation or other legal proceedings are uncertain, we are not presently a party to any legal proceedings
that, if determined adversely to us, would individually or taken together have a material adverse effect on our
business, financial position, results of operations or cash flows.

ITEM 1A.    RISK FACTORS

Investing in our securities 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 our
condensed consolidated financial statements and related notes, before making an investment decision. We have
identified the following risks and uncertainties that may have a material adverse effect on our business, financial
condition, results of operations and future prospects. Our business could be harmed by any of these risks. The trading
price of our common stock could decline due to any of these risks, and you may lose all or part of your investment.

Risks Related to Our Business and Industry

We expect our revenue growth rate to continue to decline, and we may incur losses in accordance with U.S.
Generally Accepted Accounting Principles (GAAP) during future periods.

We have experienced significant revenue growth in prior periods; however, our revenue growth rate is declining, and
we expect that it will continue to decline into the foreseeable future. We also expect our costs to increase in future
periods as we continue to invest in our capacity to support anticipated growth. These investments may not result in
increased revenues or growth in our business. Even if our revenues continue to increase, we may incur losses in
accordance with GAAP during future periods due to increased costs such as non-cash charges associated with equity
awards, business combinations and other expenses. Additionally, we may encounter unforeseen operating expenses,
difficulties, complications, delays and other unforeseen or unpredictable factors that may result in increased costs.
Furthermore, it is difficult to predict the size and growth rate of our market, customer demand for our products,
customer adoption and renewal rates, and the entry of competitive products or the success of existing competitive
products. As a result of these and other factors, we may not maintain profitability in the future, our gross margins may
be negatively impacted, and our ability to generate cash flow from operations may be negatively impacted. If we fail
to increase our revenues sufficiently to keep pace with our growing investments and other expenses, our business,
operating results and growth prospects will be adversely affected.
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If we or our third-party service providers suffer a cyber-security event, we may lose customers and incur significant
liabilities, any of which would harm our business and operating results.

Our operations involve the storage, transmission and processing of our customers’ confidential, proprietary and
sensitive data, including personally identifiable information, protected health information and credit card and other
financial information. While we have security measures in place designed to protect customer information and prevent
data loss, these measures may be breached as a result of employee error or third-party actions, including unintentional
events or deliberate attacks by cyber criminals, and result in someone obtaining unauthorized access to our customers’
data or our data, including our intellectual property and other confidential business information. In addition, third
parties may attempt to fraudulently induce employees, contractors, or users to disclose information to gain access to
our data or our customers’ data, and we may be the target of email scams that attempt to acquire personal information
or company assets. Additionally, because we do not control our third-party service providers, or the processing of data
by our third-party service providers, we cannot ensure the integrity or security of measures they take to protect
customer information and prevent data loss. Moreover, computer malware, viruses and hacking, phishing and denial
of service attacks by third parties have become more prevalent in our industry, and have occurred on our and our
third-party service providers’ systems in the past and may occur on these systems in the future. Because techniques
used to sabotage or obtain unauthorized access to systems change frequently and generally are not recognized until
successfully launched against a target, we may be unable to anticipate these techniques or to implement adequate
preventative measures. We devote significant financial and personnel resources to implement and maintain security
measures; however, as cyber-security threats develop, evolve, and grow more complex over time, it may be necessary
to make significant further investments to protect data and infrastructure. A security breach suffered by us or our
third-party service providers, an attack against our service availability or unauthorized access or loss of data could
result in a disruption to our service, litigation, the triggering of service availability, indemnification and other
contractual obligations, regulatory investigations, government fines and penalties, reputational damage, loss of sales
and customers, mitigation and remediation expenses and other significant costs and liabilities. We also cannot be
certain that our existing insurance coverage will continue to be available on acceptable terms or will be available in
sufficient amounts to cover the potentially significant losses that may result from a security incident or breach or that
the insurer will not deny coverage as to any future claim.

If we do not accurately predict, prepare for, and respond promptly to rapidly evolving technological, market and
customer developments, our competitive position and business prospects may be harmed.

The markets in which we compete continue to evolve rapidly, and the pace of innovation will continue to accelerate,
as public and private cloud solutions and infrastructure, massively scalable databases, mobile, workflow, consumer
product-like user experiences, social, collaboration, machine learning, artificial intelligence, internet connected
devices, robotic automation, security, cryptography, development tools and other digital technologies increasingly
become the basis for customer purchases. At the same time, our customers and prospective customers are either facing
their own competitive imperatives to adopt digital technologies, or have been built on fully digital, modern IT
technologies, resulting in the ongoing disruption of almost every sector of the global economy. Acquisitions,
integrations and consolidation by and among companies in our industry may further accelerate changes in the markets
in which we participate. Accordingly, to compete effectively in our rapidly changing markets, we must: identify and
innovate in the right emerging technologies among the many in which we could make investments knowing that we
cannot make substantial investments in all of them; accurately predict our customers’ changing business needs and
priorities, including their technology infrastructures and buying practices; successfully deliver new platform and
database technologies and products that scale to meet these needs and priorities; efficiently integrate with other
technologies within our customers’ digital environments; profitably market and sell products to companies in markets
where our sales and marketing teams have less experience, including to fully digital companies built on modern IT
technologies that have historically not been strong buyers of ITSM and ITOM products like ours; and effectively
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deliver, either directly or through our ecosystem of partners, the business process planning, IT systems architecture
planning, and product implementation services that our customers require to be successful. If we fail to meet any of
these requirements, our competitive position and business prospects may be harmed.

Delays in the release of, or actual or perceived defects in, new or updated products may slow the adoption of our
most recent technologies, reduce our ability to efficiently provide our services, decrease customer satisfaction,
increase our vulnerability to cyber attacks, and adversely impact sales of additional products to our customers.

We must successfully continue to release new products and updates to existing products. The success of any release
depends on a number of factors, including our ability to manage the risks associated with quality or other defects or
deficiencies, delays in the timing of releases or the adoption of releases by customers, and other complications that
may arise during the early stages of introduction. If releases are delayed or if customers perceive that our releases
contain bugs or other defects or are otherwise difficult to implement, customer adoption of our new products or
updates may be adversely impacted, customer satisfaction may decrease, our ability to efficiently provide our services
may be reduced, and our growth prospects may be harmed.

55

Edgar Filing: ServiceNow, Inc. - Form 10-Q

103



Table of Contents

Various factors, including our customers’ business, integration, migration and security requirements, or errors by
us or our partners, may cause implementations of our products to be delayed, inefficient or otherwise unsuccessful.

Our business depends upon the successful implementation of our products by our customers. Increasingly, we, as well
as our customers, rely on our network of partners to deliver implementation services, and there may not be enough
qualified implementation partners available to meet customer demand. Further, various factors, including our
customers’ business, integration, migration and security requirements, or errors by us or our partners, may cause
implementations to be delayed, inefficient or otherwise unsuccessful. For example, changes in the functional
requirements of our customers, delays in timeline, or deviation from recommended best practices may occur during
the course of an implementation project. As a result of these and other risks, we or our customers may incur
significant implementation costs in connection with the purchase, implementation and enablement of our products.
Some customer implementations may take longer than planned or fail to meet our customers’ expectations, which may
delay our ability to sell additional products or result in customers canceling or failing to renew their subscriptions
before our products have been fully implemented. Unsuccessful, lengthy, or costly customer implementation and
integration projects could result in claims from customers, harm to our reputation, and opportunities for competitors to
displace our products, each of which could have an adverse effect on our business and operating results.

Disruptions or defects in our services could damage our customers’ businesses, subject us to substantial liability
and harm our reputation and financial results.

From time to time, we experience defects in our services, and new defects may be detected in the future. For example,
we provide regular updates to our services, which frequently contain undetected defects when first introduced or
released. Defects may also be introduced by our use of third-party software, including open source software.
Disruptions may result from errors we make in delivering, configuring or hosting our services, or designing, installing,
expanding or maintaining our cloud infrastructure. Disruptions in service can also result from incidents that are
outside of our control, including denial of service attacks. We currently serve our customers primarily using
equipment managed by us and co-located in third-party data center facilities operated by several different providers
located around the world. These centers are vulnerable to damage or interruption from earthquakes, floods, fires,
power loss and similar events. They may also be subject to break-ins, sabotage, intentional acts of vandalism and
similar misconduct, equipment failure and adverse events caused by operator error. Despite precautions taken at these
facilities, problems at these facilities could result in lengthy interruptions in our services and the loss of customer data.
In addition, our customers may use our services in ways that cause disruptions in service for other customers. Our
customers use our services to manage important aspects of their own businesses, and our reputation and business will
be adversely affected if our customers and potential customers believe our services are unreliable. Disruptions or
defects in our services may reduce our revenues, cause us to issue credits or pay penalties, subject us to claims and
litigation, cause our customers to delay payment or terminate or fail to renew their subscriptions, and adversely affect
our ability to attract new customers. The occurrence of payment delays, or service credit, warranty, termination for
material breach or other claims against us, could result in an increase in our bad debt expense, an increase in collection
cycles for accounts receivable, an increase to our service level credit accruals or other increased expenses or risks of
litigation. We do not have insurance sufficient to compensate us for the potentially significant losses that may result
from claims arising from disruptions in our services.
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Our operating results may vary significantly from period to period, and if we fail to meet the financial performance
expectations of investors or securities analysts, the price of our common stock could decline substantially.

Our operating results may vary significantly from period to period as a result of various factors, some of which are
beyond our control. For any quarterly or annual period, there is a risk that our financial performance will not meet the
financial guidance we have previously given for that period, or that we may otherwise fail to meet the financial
performance expectations of the securities analysts who issue reports on our company and our common stock price, or
of investors in our common stock. There is also a risk that we may issue forward-looking financial guidance for a
quarterly or annual period that fails to meet the expectations of such securities analysts or investors. If any of the
foregoing occurs, for any reason either within or outside of our control, the price of our common stock could decline
substantially and investors in our common stock could incur substantial losses. Some of the important factors that may
cause our revenues, operating results and cash flows to vary widely, or cause our forward-looking financial guidance
to fall below the expectations of such securities analysts or investors, include:

•our ability to attract new customers, retain and increase sales to existing customers, and satisfy our customers’requirements;
•changes in our mix of products and services, including changes in our mix of cloud and self-hosted offerings;
•changes in foreign currency exchange rates and our ability to effectively hedge our foreign currency exposure;
•the rate of expansion and productivity of our sales force;
•the number of new employees added;
•the cost, timing and management effort for our development of new products and services;

•
general economic conditions that may adversely affect either our customers’ ability or willingness to purchase
additional subscriptions, delay a prospective customer’s purchasing decision, reduce the value of new subscription
contracts or adversely affect renewal rates;

•the amount and timing of operating costs and capital expenditures related to the operation and expansion of ourbusiness;
•seasonality in terms of when we enter into customer agreements for our services;
•the length of the sales cycle for our services;
•changes to our management team;
•changes in our pricing policies, whether initiated by us or as a result of competition;
•significant security breaches, technical difficulties or interruptions of our services;
•new solutions, products or changes in pricing policies introduced by our competitors;
•changes in effective tax rates;

•changes in the average contract term of our customer agreements, changes in timing of renewals and changes inbillings duration;
•changes in our renewal rates and expansion within our existing customers;
•the timing of customer payments and payment defaults by customers;
•extraordinary expenses such as litigation costs or damages, including settlement payments;

•the costs associated with acquiring new businesses and technologies and the follow-on costs of integration, includingthe tax effects of acquisitions;

•the impact of new accounting pronouncements, including the new revenue recognition standards that were effectivefor us beginning January 1, 2018 and the new leasing standard that will become effective on January 1, 2019;
•changes in laws or regulations impacting the delivery of our services;

•our ability to comply with privacy laws and regulations, including the General Data Protection Regulation (theGDPR) and the California Consumer Privacy Act (the CCPA);
•the amount and timing of equity awards and the related financial statement expenses; and
•our ability to accurately estimate the total addressable market for our products and services.

Changes in our effective tax rate could impact our financial results.
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We are subject to income taxes in the United States and various foreign jurisdictions. We believe that our provision
for income taxes is reasonable, but the ultimate tax outcome may differ from the amounts recorded in our financial
statements and may materially affect our financial results in the period or periods in which such outcome is
determined. Our effective tax rate could be adversely affected by changes in the mix of earnings and losses in
countries with differing statutory tax rates, certain non-deductible expenses, the valuation of deferred tax assets and
liabilities and the effects of acquisitions. Increases in our effective tax rate would reduce our profitability or in some
cases increase our losses.
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Additionally, our future effective tax rate could be impacted by changes in accounting principles or changes in U.S.
federal, state or international tax laws or tax rulings. The U.S. recently enacted significant tax reform, and certain
provisions of the new law may adversely affect us. Many countries and organizations such as the Organization for
Economic Cooperation and Development are actively considering changes to existing tax laws or have proposed or
enacted new laws that could increase our tax obligations in countries where we do business or cause us to change the
way we operate our business. Any changes in federal, state or international tax laws or tax rulings may increase our
worldwide effective tax rate and harm our financial position and results of operations.

In addition, we may be subject to income tax audits by tax jurisdictions throughout the world, many of which have not
established clear guidance on the tax treatment of cloud computing companies. Although we believe our income tax
liabilities are reasonably estimated and accounted for in accordance with applicable laws and principles, an adverse
resolution of one or more uncertain tax positions in any period could have a material impact on the results of
operations for that period.

Uncertainties in the interpretation and application of the 2017 Tax Cuts and Jobs Act could materially affect our
tax obligations and effective tax rate.

The 2017 Tax Cuts and Jobs Act (the Tax Act) was enacted on December 22, 2017, and significantly changes how the
U.S. imposes income tax on multinational corporations. The U.S. Department of Treasury has broad authority to issue
regulations and interpretative guidance that may significantly impact how we will apply the law and affect our results
of operations in the period issued.

The Tax Act requires complex computations not previously provided in U.S. tax law. As such, the application of
accounting guidance for such items is currently uncertain. Further, compliance with the Tax Act and the accounting
for such provisions require accumulation of information not previously required or regularly produced. As a result, we
have provided a provisional estimate on the effect of the Tax Act in our financial statements for the year ended
December 31, 2017. Our final analysis, which will be recorded in the period completed, may be different from our
current provisional amounts and could materially affect our tax obligations and effective tax rate. Such analysis may
be affected by additional regulatory guidance issued by the applicable tax authorities, clarifications in accounting
treatment, additional analysis on the application of the law, and refined estimates in calculating the impact of the Tax
Act. Refer to Note 2 in the notes to our consolidated financial statements included elsewhere in this Quarterly Report
on Form 10-Q for additional information on our provisional estimates on the effect of the Tax Act. Through
September 30, 2018, we did not have any significant adjustments to our provisional amounts. The accounting for the
tax effects of the Tax Act will be completed later in 2018.

Our financial results may be adversely affected by changes in accounting principles applicable to us.

We prepare our financial statements in accordance with GAAP, which are subject to interpretation or changes by the
Financial Accounting Standards Board (FASB), the SEC and other bodies formed to promulgate and interpret
appropriate accounting principles. New accounting pronouncements and changes in accounting principles have
occurred in the past and are expected to occur in the future, which may have a significant effect on our financial
results. For example, in May 2014, the FASB issued Accounting Standards Update (ASU) 2014-09, “Revenue from
Contracts with Customers (Topic 606),” which became effective for our interim and annual periods beginning January
1, 2018. Topic 606 superseded nearly all prior revenue recognition standards under GAAP. Under the Topic 606
standard, revenue is recognized when a customer obtains control of promised goods or services and is recognized in
an amount that reflects the consideration which the entity expects to receive in exchange for those goods or services.
Topic 606 has had a material impact on the timing of revenue and expense recognition for our contracts related to
self-hosted offerings and on our deferred commissions asset and the related amortization expense. Refer to Note 2 in
the notes to our consolidated financial statements included elsewhere in this Quarterly Report on Form 10-Q for
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additional information on Topic 606 and its impact on us. Adoption of this standard and any difficulties in
implementation of changes in accounting principles, including the ability to modify our accounting systems and
internal controls, could cause us to fail to meet our financial reporting obligations, which could result in regulatory
discipline and harm investors’ confidence in us.
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Foreign currency exchange rate fluctuations could harm our financial results.

We conduct significant transactions, including revenue transactions and intercompany transactions, in currencies other
than the U.S. Dollar or the functional operating currency of the transactional entities. In addition, our international
subsidiaries maintain significant net assets that are denominated in currencies other than the functional operating
currencies of these entities. Accordingly, changes in the value of currencies relative to the U.S. Dollar may impact our
consolidated revenues and operating results due to transactional and translational remeasurement that is reflected in
our earnings. It is particularly difficult to forecast any impact from exchange rate movements, so there is risk that
unanticipated currency fluctuations could adversely affect our financial results or cause our results to differ from
investor expectations or our own guidance in any future periods. In addition, the June 23, 2016 referendum by British
voters to exit the European Union adversely impacted global markets, including currencies, and resulted in a decline
in the value of the British pound, as compared to the U.S. Dollar and other currencies. Volatility in exchange rates and
global financial markets may continue due to a number of factors, including the continued negotiation of the United
Kingdom’s exit from the European Union and the recent political and economic uncertainty globally.

We recently began using derivative instruments, such as foreign currency forwards, to hedge certain exposures to
fluctuations in foreign currency exchange rates. These hedging contracts may reduce, but cannot entirely eliminate,
the impact of adverse currency exchange rate movements. Further, unanticipated changes in currency exchange rates
may result in poorer overall financial performance than if we had not engaged in any such hedging transactions.
Moreover, for a number of reasons, including our limited experience with these hedging contracts, we may not seek or
be able to establish a perfect correlation between such hedging instruments and the exposures being hedged. Any such
imperfect correlation may prevent us from achieving the intended hedge and expose us to risk of loss.

The markets in which we participate are intensely competitive, and if we do not compete effectively our business
and operating results will be adversely affected.

The markets for our enterprise cloud solutions are rapidly evolving and highly competitive, with relatively low
barriers to entry. As the market for service management matures and new technologies and competitors enter the
market, we expect competition to intensify. We compete primarily with large, well-established, enterprise application
software vendors, in-house solutions, large integrated systems vendors, established and emerging cloud vendors and
vendors of products and services for development operations. Many prospective customers have invested substantial
personnel and financial resources to implement and integrate their current enterprise software into their businesses and
therefore may be reluctant or unwilling to migrate away from their current solution to our enterprise cloud solutions.
Many of our competitors and potential competitors are larger, have greater name recognition, longer operating
histories, more established customer relationships, larger marketing budgets and greater resources than we do. Further,
other potential competitors not currently offering competitive products may expand their services to compete with our
services. Acquisitions, integrations and consolidation by and among other companies in our industry may allow
potential competitors to offer integrated or bundled products, enhanced functionality, or other advantages, which may
impact our competitive position. We have expanded the breadth of our services to include offerings in the markets for
IT operations management, customer service management, security operations management, HR service delivery and
use of our platform by developers of custom applications. As a result, we expect increasing competition from platform
vendors and from application development vendors focused on these other markets. Our competitors may be able to
respond more quickly and effectively than we can to new or changing opportunities, technologies, standards, customer
requirements and buying practices. In addition, some of our competitors offer their products or services at a lower
price, which has resulted in pricing pressures. Larger competitors with more diverse product and service offerings may
reduce the price of products or subscriptions that compete with ours or may bundle them with other products and
subscriptions. We expect that smaller competitors and new entrants may accelerate pricing pressures, including in the
IT service management market, which is our more mature offering and from which we derive the substantial majority
of our revenues. For all of these reasons, we may not be able to compete successfully, and competition could result in
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reduced sales, reduced margins, losses or the failure of our solutions to achieve or maintain market acceptance, any of
which could harm our business.

Lawsuits against us by third-parties that allege we infringe their intellectual property rights could harm our
business and operating results.

There is considerable patent and other intellectual property development activity in our industry. Many companies in
our industry, including our competitors and other third parties, as well as non-practicing entities, own large numbers
of patents, copyrights, trademarks and trade secrets, which they may use to assert claims of patent infringement,
misappropriation or other violations of intellectual property rights against us.
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Moreover, the patent portfolios of most of our competitors are larger than ours. This disparity may increase the risk
that our competitors may sue us for patent infringement and may limit our ability to counterclaim for patent
infringement or settle through patent cross-licenses. From time to time, our competitors or other third parties,
including patent holding companies seeking to monetize patents they have purchased or otherwise obtained, may
claim that we are infringing upon their intellectual property rights. For example, we recorded charges for aggregate
legal settlements of $270.0 million in our consolidated statement of comprehensive loss during the year ended
December 31, 2016. The charge covers the fulfillment by us of all financial obligations under settlement agreements
with BMC and HPE, with no remaining financial obligations under either settlement.

In any intellectual property litigation, regardless of the scope or merits of the claims at issue, we may incur substantial
attorney’s fees and other litigation expenses and, if the claims are successfully asserted against us and we are found to
be infringing upon the intellectual property rights of others, we could be required to: pay substantial damages and
make substantial ongoing royalty payments; cease offering our products and services; modify our products and
services; comply with other unfavorable terms, including settlement terms; and indemnify our customers and business
partners and obtain costly licenses on their behalf and refund fees or other payments previously paid to us. Further,
upon expiration of the term of any third-party agreements that allow us to use their intellectual property, we may be
unable to renew such agreements on favorable terms, if at all, in which case we may face intellectual property
litigation. The mere existence of any lawsuit, or any interim or final outcomes, and the course of its conduct and the
public statements related to it (or absence of such statements) by the courts, press, analysts and litigants, could be
unsettling to our customers and prospective customers and could cause an adverse impact to our customer satisfaction
and related renewal rates and cause us to lose potential sales, and could also be unsettling to investors or prospective
investors in our common stock and could cause a substantial decline in the price of our common stock. Accordingly,
any claim or litigation against us could be costly, time-consuming and divert the attention of our management and key
personnel from our business operations and harm our financial condition and operating results.

Our intellectual property protections may not provide us with a competitive advantage, and defending our
intellectual property may result in substantial expenses that harm our operating results.

Our success depends to a significant degree on our ability to protect our proprietary technology and our brand under a
combination of patent and other intellectual property laws of the United States and other jurisdictions. Though we
seek patent protection for our technology, we may not be successful in obtaining patent protection, and any patents
acquired in the future may not provide us with competitive advantages, or may be successfully challenged by third
parties. Furthermore, legal standards relating to the validity, enforceability and scope of protection of intellectual
property rights are uncertain. Any of our intellectual property rights may be challenged by others or invalidated
through administrative process or litigation. Effective patent, trademark, copyright and trade secret protection may not
be available to us in every country in which our services are available. The laws of some foreign countries may not be
as protective of intellectual property rights as those in the United States, and mechanisms for enforcement of
intellectual property rights may be inadequate. We may be required to spend significant resources to monitor and
protect our intellectual property rights. We have initiated, and in the future may initiate, claims or litigation against
third parties for infringement of our proprietary rights or to establish the validity of our proprietary rights. Any
litigation, whether or not it is resolved in our favor, could result in significant expense to us, divert the efforts of our
technical and management personnel and may result in counter-claims with respect to infringement of intellectual
property rights by us. If we are unable to prevent third parties from infringing upon or misappropriating our
intellectual property, or are required to incur substantial expenses in defending our intellectual property rights, our
business and operating results may be adversely affected.

60

Edgar Filing: ServiceNow, Inc. - Form 10-Q

111



Table of Contents

If we are unsuccessful in increasing our penetration of international markets or managing the risks associated
with foreign markets, our business and operating results will be adversely affected.

Sales outside of North America represented approximately 33% and 34% of our total revenues for the three months
ended September 30, 2018 and 2017, respectively, and 34% and 32% of our total revenues for the nine months ended
September 30, 2018 and 2017, respectively. Our business and future prospects depend on increasing our international
sales as a percentage of our total revenues, and the failure to grow internationally will harm our business.
Additionally, operating in international markets requires significant investment and management attention and will
subject us to regulatory and economic risks that are different from those in the United States. We have made, and will
continue to make, substantial investments in data centers and cloud computing infrastructure, sales, marketing,
personnel and facilities as we enter and expand in new geographic markets. When we make these investments, it is
typically unclear whether, and when, sales in the new market will justify our investments, and we may significantly
underestimate the level of investment and time required to be successful, or whether we will be successful. Our rate of
acquisition of new Global 2000 customers, a factor effecting our growth, has generally been lower in Africa, Asia,
Eastern Europe, South America and other markets in which we are less established, as compared to North America,
Australia and areas within Western Europe. An increasing proportion of the Global 2000 companies and large
enterprise customers that are not yet our customers are located in emerging markets where we are less established. We
have experienced, and may continue to experience, difficulties in some of our investments in geographic expansion,
including in hiring qualified sales management personnel and managing foreign operations.

Risks inherent with international sales include without limitation:

•compliance with multiple, conflicting and changing governmental laws and regulations, including employment, tax,competition, privacy and data protection laws and regulations, including the GDPR;

•compliance by us and our business partners with international bribery and anti-corruption laws, including the UKBribery Act and the Foreign Corrupt Practices Act;
•the risk that illegal or unethical activities of our business partners will be attributed to or result in liability to us;
•longer and potentially more complex sales cycles;
•longer accounts receivable payment cycles and other collection difficulties;

•tax treatment of revenues from international sources and changes to tax codes, including being subject to foreign taxlaws and being liable for paying withholding, income or other taxes in foreign jurisdictions;
•different pricing and distribution environments;
•foreign currency fluctuations, which may cause transactional and translational remeasurement losses;

•potential changes in international trade policies and agreements, including the adoption and expansion of traderestrictions or regulatory frameworks or business practices favoring local competitors;
•local business practices and cultural norms that may favor local competitors; and
•localization of our services, including translation into foreign languages and associated expenses.

If we are unable to manage these risks, if our required investments in these international markets are greater than
anticipated, or if we are unsuccessful in increasing sales in emerging markets, our revenue growth rate, business and
operating results will be adversely affected.

If we lose key employees or are unable to attract and retain the employees we need, our business and operating
results will be adversely affected.

Our success depends largely upon the continued services of our management team, including our Chief Executive
Officer, and many key individual contributors. From time to time, there may be changes in our management team
resulting from the hiring or departure of executives. Such changes may result in a loss of institutional knowledge and
cause disruptions to our business.
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In the technology industry, there is substantial and continuous competition for engineers with high levels of
experience in designing, developing and managing software and Internet-related solutions, as well as competition for
sales executives and operations personnel. We may not be successful in attracting and retaining qualified personnel.
We have from time to time experienced, and we may continue to experience, difficulty in hiring and retaining highly
skilled employees with appropriate qualifications, and may not be able to fill positions in desired geographic areas or
at all. In particular, competition for experienced software and cloud computing infrastructure engineers in the San
Francisco Bay area, San Diego, Seattle, London and Amsterdam, our primary operating locations, is intense. Our
employees, including our executive officers, are employed by us on an “at-will” basis, which means they may terminate
their employment with us at any time. If we fail to attract new personnel or fail to retain and motivate our current
personnel, our business and future growth prospects could be adversely affected.
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Privacy laws and concerns, evolving regulation of cloud computing, cross-border data transfer restrictions, other
foreign and domestic regulations and standards related to personal data and the Internet may adversely affect our
business.

National and local governments or agencies have in the past adopted, and may in the future adopt, laws and
regulations affecting data privacy, the use of the Internet as a commercial medium, and data sovereignty requirements
concerning the location of data centers that store and process data. Changing laws, regulations and standards applying
to the collection, transfer, processing, storage or use of personal data could affect our customers’ ability to use and
share data, potentially restricting our ability to store, process and share data with our customers in connection with
providing our services, and in some cases, could impact our ability to offer our services in certain locations or our
customers’ ability to deploy our services globally. For example, the European Union (the EU) and United States agreed
to a framework to facilitate the transfer of data from the EU to the United States, called Privacy Shield, but this new
framework has been challenged by private parties and may face additional challenges by national regulators or private
parties. Additionally, in 2016 the EU adopted the GDPR, which took effect on May 25, 2018 and established new
requirements applicable to the handling of personal data. Further, laws such as the EU’s proposed e-Privacy Regulation
are increasingly aimed at the use of personal information for marketing purposes, and the tracking of individuals’
online activities. In addition, in June 2018 the CCPA was signed into law, which takes effect in January 2020 and
broadly defines personal information and provides California consumers increased privacy rights and protections.

The costs of compliance with, and other burdens imposed by, the GDPR, the e-Privacy Regulation, the CCPA and
other privacy laws, regulations and standards may cause us to incur substantial operational costs or require us to
modify our data handling practices, may limit the use and adoption of our services and reduce overall demand for our
services. In addition, non-compliance could result in proceedings against us by governmental entities or others,
significant fines, and may otherwise adversely impact our business, financial condition and operating results.

In addition to government activity, privacy advocacy groups and other technology and industry groups have
established or may establish various new, additional or different self-regulatory standards that may place additional
burdens on us. Our customers may expect us to meet voluntary certifications or adhere to other standards established
by third parties. If we are unable to maintain these certifications or meet these standards, it could reduce demand for
our applications and adversely affect our business.

Because we generally recognize revenues from our subscription service over the subscription term, a decrease in
new or renewed subscriptions during a reporting period may not be immediately reflected in our operating results
for that period.

We generally recognize revenues from customers ratably over the terms of their subscriptions. As a result, most of the
revenues we report in each period are derived from the recognition of deferred revenues relating to subscriptions
entered into during previous periods. Consequently, a decrease in new or renewed subscriptions in any single
reporting period will have a limited impact on our revenues for that period. In addition, our ability to adjust our cost
structure in the event of a decrease in new or renewed subscriptions may be limited.

Further, a decline in new or renewed subscriptions in a given period will negatively affect our revenues in future
periods. Accordingly, the effect of significant downturns in sales and market acceptance of our services, and changes
in our rate of renewals, may not be fully reflected in our results of operations until future periods. Our subscription
model also makes it difficult for us to rapidly increase our revenues through additional sales in any period, as revenues
from new customers are generally recognized over the applicable subscription term. Additionally, due to the
complexity of certain of our customer contracts, the actual revenue recognition treatment required under Topic 606
will depend on contract-specific terms and may result in greater variability in revenues from period to period.
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In addition, a decrease in new or renewed subscriptions in a reporting period may not have an immediate impact on
billings for that period due to factors that may offset the decrease, such as an increase in billings duration, the dollar
value of contracts with future start dates, or the dollar value of collections in the current period related to contracts
with future start dates.
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As we acquire or invest in companies and technologies, we may not realize the expected business or financial
benefits and the acquisitions and investments may divert our management’s attention and result in additional
dilution to our stockholders.

We have acquired or invested in companies and technologies in the past as part of our business strategy and may
continue to evaluate potential strategic transactions, including acquisitions of, or investments in, businesses,
technologies, services, products and other assets in the future. We also may enter into relationships with other
businesses to expand our service offerings, functionality or our ability to provide services in international locations,
which could involve preferred or exclusive licenses, additional channels of distribution, discount pricing or
investments in other companies. Acquisitions and investments involve numerous risks, including:

•assimilating or integrating the businesses, technologies, products, personnel or operations of the acquired companies;
•failing to achieve the expected benefits of the acquisition or investment;
•potential loss of key employees of the acquired company;
•inability to maintain relationships with customers and partners of the acquired business;
•unanticipated expenses related to acquired technology and its integration into our existing technology;
•potential adverse tax consequences;
•inability to generate sufficient revenue to offset acquisition or investment costs;
•disruption to our business and diversion of management attention and other resources;
•potential financial and credit risks associated with acquired customers;

•dependence on acquired technologies or licenses for which alternatives may not be available to us without significantcost or complexity;

•in the case of foreign acquisitions, the challenges associated with integrating operations across different cultures andlanguages and any currency and regulatory risks associated with specific countries; and
•potential unknown liabilities associated with the acquired businesses.

In addition, we may have to pay cash, incur debt, or issue equity or equity-linked securities to pay for any future
acquisitions, each of which could adversely affect our financial condition or the market price of our common stock.
Furthermore, if we finance acquisitions by issuing equity or convertible or other debt securities or loans, our existing
stockholders may be diluted, or we could face constraints related to the terms of and repayment obligation related to
the incurrence of indebtedness that could affect the market price of our common stock. The occurrence of any of these
risks could harm our business, operating results and financial condition.

A portion of our revenues are generated by sales to government entities and heavily regulated organizations, which
are subject to a number of challenges and risks.

A portion of our sales are to governmental agencies, and we have made, and may continue to make, significant
investments to support future sales opportunities in the government sector. A substantial majority of our sales to date
to government entities have been made indirectly through our distribution and reseller partners. Additionally, many of
our current and prospective customers, such as those in the financial services and health care industries, are highly
regulated and may be required to comply with more stringent regulations in connection with subscribing to and
implementing our services. Selling to these entities can be highly competitive, expensive and time consuming, often
requiring significant upfront time and expense without any assurance that we will successfully complete a sale.
Furthermore, engaging in sales activities to foreign governments introduces additional compliance risks specific to the
Foreign Corrupt Practices Act, the UK Bribery Act and other similar statutory requirements prohibiting bribery and
corruption in the jurisdictions in which we operate. Government and highly regulated entities often require contract
terms that differ from our standard arrangements and impose compliance requirements that are complicated, require
preferential pricing or “most favored nation” terms and conditions, or are otherwise time consuming and expensive to
satisfy. Government and highly regulated entities may also have statutory, contractual, or other legal rights to
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terminate contracts with our partners for convenience, for lack of funding, or due to a default, and any such
termination may adversely impact our future operating results. If we undertake to meet special standards or
requirements and do not meet them, we could be subject to increased liability from our customers or regulators. Even
if we do meet them, the additional costs associated with providing our services to government and highly regulated
customers could harm our margins. Moreover, changes in the underlying regulatory conditions that affect these types
of customers could harm our ability to efficiently provide our services to them and to grow or maintain our customer
base.
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Our use of open source software could harm our ability to sell our services and subject us to possible litigation.

Our products incorporate software licensed to us by third-party authors under open source licenses, and we expect to
continue to incorporate open source software into other services in the future. We attempt to monitor our use of open
source software in an effort to avoid subjecting our services to adverse licensing conditions. However, there can be no
assurance that our efforts have been or will be successful. There is little or no legal precedent governing the
interpretation of the terms of open source licenses, and therefore the potential impact of these terms on our business is
uncertain and enforcement of these terms may result in unanticipated obligations regarding our services and
technologies. For example, depending on which open source license governs open source software included within our
services or technologies, we may be subjected to conditions requiring us to offer our services to users at no cost; make
available the source code for modifications and derivative works based upon, incorporating or using the open source
software; and license such modifications or derivative works under the terms of the particular open source license.
Moreover, if an author or other third party that distributes such open source software were to allege that we had not
complied with the conditions of one or more of these licenses, we could be required to incur significant legal costs
defending ourselves against such allegations, be subject to significant damages or be enjoined from the distribution of
our services.

If we are unable to maintain effective internal control over financial reporting, the accuracy and timeliness of our
financial reporting may be adversely affected.

The Sarbanes-Oxley Act requires us, among other things, to assess and report on the effectiveness of our internal
control over financial reporting annually and disclosure controls and procedures quarterly. In addition, our
independent registered public accounting firm is required to audit the effectiveness of our internal control over
financial reporting pursuant to Section 404(b) of the Sarbanes-Oxley Act annually. Our independent registered public
accounting firm may issue a report that is adverse in the event it is not satisfied with the level at which our controls are
documented, designed or operating. Moreover, our testing, or the subsequent testing by our independent registered
public accounting firm, may reveal material weaknesses or significant deficiencies. If material weaknesses are
identified or we are not able to comply with the requirements of Section 404 in a timely manner, our reported financial
results could be materially misstated or could subsequently require restatement, we could receive an adverse opinion
regarding our internal control over financial reporting from our independent registered public accounting firm, we
could be subject to investigations or sanctions by regulatory authorities and we could incur substantial expenses. New
accounting principles, such as the new revenue recognition standards that became effective for us beginning January
1, 2018, require significant changes to our existing processes and controls. We may not be able to effectively
implement system and process changes required for new standards on a timely basis. Any delays or failure to update
our systems and processes could also lead to a material weakness or significant deficiency.

Global economic conditions may harm our industry, business and results of operations.

We operate globally and as a result our business and revenues are impacted by global macroeconomic
conditions. Global financial developments seemingly unrelated to us or the software industry may harm us. From time
to time, the United States and other key international economies have been impacted by geopolitical instability, high
levels of bad debt globally, falling demand for a variety of goods and services, high levels of persistent unemployment
and wage and income stagnation in some geographic markets, restricted credit, poor liquidity, reduced corporate
profitability, volatility in credit, equity and foreign exchange markets, bankruptcies, international trade agreements,
trade restrictions and overall uncertainty with respect to the economy. These conditions can arise suddenly and affect
the rate of information technology spending and could adversely affect our customers’ ability or willingness to
purchase our services, delay prospective customers’ purchasing decisions, reduce the value or duration of their
subscriptions, or affect renewal rates, all of which could harm our operating results. In addition, the effects, if any, of
global financial conditions on our business can be difficult to distinguish from the effects on our business from
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product, pricing, and other developments in the markets specific to our products and our relative competitive strength.
If we make incorrect judgments about our business for this reason our business and results of operations could be
adversely affected.  
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Natural disasters and other events beyond our control could harm our business.

Natural disasters or other catastrophic events may cause damage or disruption to our operations, international
commerce and the global economy, and thus could have a negative effect on us. Our business operations are subject to
interruption by natural disasters, flooding, fire, power shortages, pandemics, terrorism, political unrest,
telecommunications failure, vandalism, cyber-attacks, geopolitical instability, war, the effects of climate change (such
as drought, wildfires, increased storm severity and sea level rise) and other events beyond our control. Although we
maintain crisis management and disaster response plans, such events could make it difficult or impossible for us to
deliver our services to our customers, could decrease demand for our services, and could cause us to incur substantial
expense. Our insurance may not be sufficient to cover losses or additional expense that we may sustain in connection
with any natural disaster. The majority of our research and development activities, corporate offices, information
technology systems, and other critical business operations are located near major seismic faults in California and
Washington. Customer data could be lost, significant recovery time could be required to resume operations and our
financial condition and operating results could be adversely affected in the event of a major natural disaster or
catastrophic event.

Risks Related to Our Convertible Senior Notes

We may not have the ability to raise the funds necessary to settle conversions of the 2022 Notes in cash or to
repurchase the 2022 Notes upon a fundamental change, and our future debt may contain limitations on our ability
to pay cash upon conversion or repurchase of the 2022 Notes.

Holders of the 2022 Notes have the right to require us to repurchase all or a portion of their 2022 Notes upon the
occurrence of a fundamental change (as defined in the indenture for the 2022 Notes) at a repurchase price equal to
100% of the principal amount of the 2022 Notes to be repurchased, plus accrued and unpaid special interest, if any. In
addition, if a make-whole fundamental change (as defined in the indenture for the 2022 Notes) occurs prior to the
maturity date of the 2022 Notes, we will in some cases be required to increase the conversion rate for a holder that
elects to convert its 2022 Notes in connection with such make-whole fundamental change. Upon conversion of the
2022 Notes, unless we elect to deliver solely shares of our common stock to settle such conversion (other than paying
cash in lieu of delivering any fractional shares), we will be required to make cash payments in respect of the 2022
Notes being converted. However, we may not have enough available cash or be able to obtain financing at the time we
are required to make repurchases of the 2022 Notes surrendered therefor or pay cash with respect to the 2022 Notes
being converted.

We and our subsidiaries may incur substantial additional debt in the future, subject to the restrictions contained in our
future debt instruments, some of which may be secured debt. We are not restricted under the terms of the indenture
governing the 2022 Notes from incurring additional debt, securing existing or future debt, recapitalizing our debt or
taking a number of other actions that could have the effect of diminishing our ability to make payments on the 2022
Notes when due. Furthermore, the indenture for the 2022 Notes prohibits us from engaging in certain mergers or
acquisitions unless, among other things, the surviving entity assumes our obligations under the 2022 Notes and the
indenture. These and other provisions in the indenture could deter or prevent a third party from acquiring us even
when the acquisition may be favorable to holders of the 2022 Notes.

In addition, our ability to repurchase or to pay cash upon conversion of the 2022 Notes may be limited by law,
regulatory authority or agreements governing our future indebtedness. Our failure to repurchase the 2022 Notes at a
time when the repurchase is required by each indenture or to pay cash upon conversion of the 2022 Notes as required
by the indenture would constitute a default. A default under the indenture or the fundamental change itself could also
lead to a default under agreements governing our future indebtedness. Moreover, the occurrence of a fundamental
change under the indenture could constitute an event of default under any such agreements. If the payment of the
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funds to repay the indebtedness and repurchase the 2022 Notes , or to pay cash upon conversion of the 2022 Notes.

65

Edgar Filing: ServiceNow, Inc. - Form 10-Q

121



Table of Contents

The conditional conversion feature of the 2022 Notes may adversely affect our financial condition and operating
results.

Prior to the business day immediately preceding February 1, 2022 and July 1, 2018, for the 2022 Notes and 2018
Notes, respectively, the holders of the 2022 Notes and 2018 Notes may elect to convert their notes during any calendar
quarter (and only during such calendar quarter) if the last reported sale price of our common stock for at least 20
trading days during the period of 30 consecutive trading days ending on the last trading day of the immediately
preceding calendar quarter is greater than or equal to $175.18, in the case of the 2022 Notes, or $96.04, in the case of
the 2018 Notes (in each case, the Conversion Condition). The Conversion Condition was met for the 2018 Notes
during the three months ended June 30, 2017, September 30, 2017, December 31, 2017 and March 31, 2018.
Accordingly, the 2018 Notes were convertible at the holders’ option during each of the three months ended September
30, 2017, December 31, 2017, March 31, 2018, and June 30, 2018. During the nine months ended September 30,
2018, we paid cash to settle $413.2 million principal amount of the 2018 Notes and recorded a loss on early note
conversions of $4.1 million. The loss on early note conversions for the three months ended September 30, 2018 was
not material. As a result of the settlements, we also recorded a $6.4 million net reduction to additional paid-in capital,
reflecting $554.4 million fair value adjustments to the conversion option settled, offset by a $548.0 million benefit
from the convertible note hedge transaction entered in connection with the sale of the 2018 Notes. For conversion
requests received on or after the July 1, 2018 Convertible Date for the 2018 Notes, the remaining principal amount of
the 2018 Notes of $161.8 million was settled in cash on the maturity date, which was November 1, 2018.

The Conversion Condition was met for the 2022 Notes during the three months ended June 30, 2018 and September
30, 2018. Therefore, the 2022 Notes became convertible at the holders’ option beginning on July 1, 2018 and continue
to be convertible at the holders’ option through December 31, 2018. If one or more holders elect to convert their 2022
Notes in future periods, unless we elect to satisfy our conversion obligation by delivering solely shares of our common
stock (other than paying cash in lieu of delivering any fractional share), we may settle all or a portion of our
conversion obligation in cash, which could adversely affect our liquidity and result in a material adverse effect on our
financial position, results of operations and cash flows. In addition, to the extent we receive conversion requests, we
may also record a loss on early conversions of the 2022 Notes converted by noteholders based on the difference
between the fair market value allocated to the liability component on the settlement date and the net carrying amount
of the liability component and unamortized debt issuance on the settlement date.

The convertible note hedge and warrant transactions may affect the value of the 2022 Notes and our common
stock.

In connection with the sale of the 2022 Notes and 2018 Notes, we entered into convertible note hedge (the 2022 Note
Hedge and 2018 Note Hedge, respectively) transactions with certain financial institutions (option counterparties). We
also entered into warrant transactions with the option counterparties pursuant to which we sold warrants for the
purchase of our common stock (the 2022 Warrants and 2018 Warrants, respectively). The 2018 Note Hedge offset the
dilution and cash payments in excess of the principal amount of the converted 2018 Notes and expired upon the
maturity date of the 2018 Notes, which was November 1. 2018. The 2022 Note Hedge is expected generally to reduce
the potential dilution upon any conversion of the 2022 Notes and/or offset any cash payments we are required to make
in excess of the principal amount of converted 2022 Notes, as the case may be. The warrant transactions could
separately have a dilutive effect to the extent that the market price per share of our common stock exceeds the exercise
price of the 2022 Warrants or 2018 Warrants, which is $203.40 and $107.46, respectively. Based on the stock price as
of September 30, 2018, we expect to issue additional shares in the first half of 2019 upon the exercise of the 2018
Warrants. As the warrants will be net share settled, the number of shares we will issue depends on the stock price over
a 60 trading day period beginning on the first expiration date of the 2018 Warrants, which is February 1, 2019. Based
on the stock price as of September 30, 2018, the number of shares to be issued upon exercise of the 2018 Warrants
would be approximately 3.5 million.
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The option counterparties and/or their respective affiliates may modify their hedge positions by entering into or
unwinding various derivatives with respect to our common stock and/or purchasing or selling our common stock in
secondary market transactions prior to the maturity of the 2022 Notes (and are likely to do so during any observation
period related to a conversion of the 2022 Notes, or following any repurchase of the 2022 Notes by us on any
fundamental change repurchase date (as defined in the indentures for the 2022 Notes) or otherwise). This activity
could also cause or avoid an increase or a decrease in the market price of our common stock or the 2022 Notes, which
could affect note holders’ ability to convert the 2022 Notes and, to the extent the activity occurs during any observation
period related to a conversion of the 2022 Notes, it could affect the amount and value of the consideration that note
holders will receive upon conversion of the 2022 Notes.

The potential effect, if any, of these transactions and activities on the market price of our common stock or the 2022
Notes will depend in part on market conditions and cannot be ascertained at this time. Any of these activities could
adversely affect the value of our common stock and the value of the 2022 Notes (and as a result, the value of the
consideration, the amount of cash and/or the number of shares, if any, that note holders would receive upon the
conversion of any 2022 Notes) and, under certain circumstances, the ability of the note holders to convert the 2022
Notes.
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We do not make any representation or prediction as to the direction or magnitude of any potential effect that the
transactions described above may have on the price of the 2022 Notes or our common stock. In addition, we do not
make any representation that the option counterparties will engage in these transactions or that these transactions, once
commenced, will not be discontinued without notice.

We are subject to counterparty risk with respect to the 2022 Note Hedge.

The option counterparties are financial institutions, and we will be subject to the risk that any or all of them may
default under the 2022 Note Hedge. Our exposure to the credit risk of the option counterparties will not be secured by
any collateral. Recent global economic conditions have resulted in the actual or perceived failure or financial
difficulties of many financial institutions. If an option counterparty becomes subject to insolvency proceedings, we
will become an unsecured creditor in those proceedings, with a claim equal to our exposure at that time under our
transactions with that option counterparty. Our exposure will depend on many factors but, generally, an increase in
our exposure will be correlated to an increase in the market price and in the volatility of our common stock. In
addition, upon a default by an option counterparty, we may suffer adverse tax consequences and more dilution than
we currently anticipate with respect to our common stock. We can provide no assurances as to the financial stability or
viability of the option counterparties.

Risks Related to Ownership of Our Common Stock

The market price of our common stock has historically been and is likely to continue to be volatile and could
subject us to litigation.

The trading price of our common stock has been, and is likely to continue to be, volatile and could be subject to wide
fluctuations in response to various factors, some of which are beyond our control. In addition, the trading prices of the
securities of technology companies in general have been highly volatile, and the volatility in market price and trading
volume of securities is often unrelated or disproportionate to the financial performance of the companies issuing the
securities. Factors affecting the market price of our common stock, some of which are beyond our control, include:

•changes in the estimates of our operating results or changes in recommendations by securities analysts that elect tofollow our common stock;

•announcements of new products, services or technologies, new applications or enhancements to services, strategicalliances, acquisitions, or other significant events by us or by our competitors;

•fluctuations in the valuation of companies perceived by investors to be comparable to us, such as high-growth orcloud companies;
•changes to our management team;

•trading activity by directors, executive officers and significant stockholders, or the perception in the market that theholders of a large number of shares intend to sell their shares;
•the size of our market float;

•

the volume of trading in our common stock, including sales upon exercise of outstanding options or vesting of
equity awards or sales and purchases of any common stock issued upon conversion of the 2022 Notes or 2018
Notes or in connection with the 2022 Note Hedge and 2022 Warrant transactions relating to the 2022 Notes, or
2018 Note Hedge and 2018 Warrant transactions relating to the 2018 Notes;

•the economy as a whole, market conditions in our industry, and the industries of our customers; and
•overall performance of the equity markets.

Following periods of volatility in the market price of a company’s securities, securities class action litigation has often
been brought against that company. Securities litigation could result in substantial costs and divert our management’s
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attention and resources from our business. This could have a material adverse effect on our business, operating results,
and financial condition.

We do not intend to pay dividends on our common stock, so any returns will be limited to changes in the value of
our common stock.

We have never declared or paid any cash dividends on our common stock. We currently anticipate that we will retain
future earnings for the development, operation and expansion of our business and do not anticipate declaring or
paying any cash dividends for the foreseeable future. In addition, our ability to pay cash dividends on our common
stock may be prohibited or limited by the terms of any future debt financing arrangement. Any return to stockholders
will therefore be limited to the increase, if any, of our stock price.
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Provisions in our charter documents, Delaware law, our 2022 Notes might discourage, delay or prevent a change
of control of our company or changes in our management and, therefore, depress the market price of our common
stock.

Our restated certificate of incorporation and restated bylaws contain provisions that could depress the market price of
our common stock by acting to discourage, delay or prevent a change in control of our company or changes in our
management that the stockholders of our company may deem advantageous. These provisions among other things:

•establish a classified board of directors so that not all members of our board are elected at one time;
•permit the board of directors to establish the number of directors;
•provide that directors may only be removed “for cause” and only with the approval of 66 2/3% of our stockholders;

•require super-majority voting to amend some provisions in our restated certificate of incorporation and restatedbylaws;
•authorize the issuance of “blank check” preferred stock that our board could use to implement a stockholder rights plan;
•eliminate the ability of our stockholders to call special meetings of stockholders;

•prohibit stockholder action by written consent, which requires all stockholder actions to be taken at a meeting of ourstockholders;
•provide that the board of directors is expressly authorized to make, alter or repeal our restated bylaws; and

•
establish advance notice requirements for nominations for election to our board or for proposing matters that can be
acted upon by stockholders at annual stockholder meetings (though our restated bylaws have implemented
stockholder proxy access).

In addition, Section 203 of the Delaware General Corporation Law may discourage, delay or prevent a change in
control of our company. Section 203 imposes certain restrictions on merger, business combinations and other
transactions between us and holders of 15% or more of our common stock.

Further, the fundamental change provisions of our 2022 Notes may delay or prevent a change in control of our
company, because those provisions allow note holders to require us to repurchase such notes upon the occurrence of a
fundamental change.
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ITEM 2.     UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

None.

ITEM 3.     DEFAULTS UPON SENIOR SECURITIES

Not applicable.

ITEM 4.     MINE SAFETY DISCLOSURES

Not applicable.

ITEM 5.     OTHER INFORMATION

None.
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ITEM 6.     EXHIBITS
EXHIBIT INDEX

Exhibit
Number Description of Document

Incorporated by
Reference Filed

Form File
No. Exhibit Herewith

31.1 Certification of Periodic Report by Chief Executive Officer under Section 302 of
the Sarbanes-Oxley Act of 2002 X

31.2 Certification of Periodic Report by Chief Financial Officer under Section 302 of
the Sarbanes-Oxley Act of 2002 X

32.1* Certification of Chief Executive Officer Pursuant to 18 U.S.C. Section 1350 as
Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 X

32.2* Certification of Chief Financial Officer Pursuant to 18 U.S.C. Section 1350 as
Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 X

101.INS
XBRL Instance Document - the instance document does not appear in the
Interactive Data File because its XBRL tags are embedded within the Inline
XBRL document.

X

101.SCH XBRL Taxonomy Extension Schema Document. X

101.CAL XBRL Taxonomy Extension Calculation Linkbase Document. X

101.DEF XBRL Taxonomy Extension Definition Linkbase Document. X

101.LAB XBRL Taxonomy Extension Label Linkbase Document. X

101.PRE XBRL Taxonomy Extension Presentation Linkbase Document. X

*    The certifications on Exhibit 32 hereto are deemed not “filed” for purposes of Section 18 of the Securities and
Exchange Act of 1934, as amended, or otherwise subject to the liability of that Section. Such certifications will not be
deemed incorporated by reference into any filing under the Securities Act or the Exchange Act.
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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.

SERVICENOW, INC.

Date: November 7, 2018 By: /s/ John J. Donahoe
John J. Donahoe
President and Chief Executive Officer
(On behalf of the Registrant)

Date: November 7, 2018 By: /s/ Michael P. Scarpelli
Michael P. Scarpelli
Chief Financial Officer
(As Principal Financial and Accounting Officer)
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