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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)
x  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the quarterly period ended September 30, 2011

OR

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

For the transition period from to

Commission file number 001-35108

SERVICESOURCE INTERNATIONAL, INC.

(Exact name of registrant as specified in our charter)
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Delaware No. 81-0578975
(State or Other Jurisdiction of (L.R.S. Employer
Incorporation or Organization) Identification No.)
634 Second Street
San Francisco, California 94107
(Address of Principal Executive Offices) (Zip Code)

(415) 901-6030

(Registrant s Telephone Number, Including Area Code)

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

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

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

Large accelerated filer ~ Accelerated filer

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

Indicate number of shares outstanding of each of the issuer s classes of common stock, as of the latest practical date:

Outstanding
as of November 7,
Class 2011
Common Stock 71,008,452
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PART I FINANCIAL INFORMATION
Item 1. Financial Statements
SERVICESOURCE INTERNATIONAL, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands)

(Unaudited)

Assets

Current assets:

Cash and cash equivalents

Short-term investments

Accounts receivable, net

Advances to customers

Current portion of deferred income taxes
Prepaid expenses and other

Total current assets

Property and equipment, net

Goodwill

Deferred debt issuance costs, net

Deferred income taxes, net of current portion
Other assets, net

Total assets

Liabilities and Stockholders /Members Equity
Current liabilities:

Accounts payable

Accrued taxes

Accrued compensation and benefits

Accrued payables to customers

Other accrued liabilities

Current portion of long-term debt

Total current liabilities
Long-term debt, net of current portion
Other long-term liabilities

Total liabilities

Commitments and contingencies (Note 7)
Stockholders /members equity:
Common shares

Common stock

Treasury stock/ shares

Additional paid-in capital

Table of Contents

September 30,
2011

$ 58,293
45,498
42,804

5,712
8,252

160,559
23,919
6,334
149
28,889
1,926

$ 221,776

$ 7,362
3,128
17,475

6,815
738

35,518
1,451
1,441

38,410

7
(441)
165,832

December 31,
2010

$ 22,652

49,237
18
1,155
3,326

76,388
19,418
6,334
273
3,780
1,910

$ 108,103

$ 3,710
2,233

11,816
30,640
7,575

2,279

58,253
14,939
1,027

74,219

34,161

(441)
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Retained earnings 17,763

Accumulated other comprehensive income 205 164
Total stockholders /members equity 183,366 33,884
Total liabilities and stockholders /members equity $ 221,776 $ 108,103

The accompanying notes are an integral part of these Condensed Consolidated Financial Statements.
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SERVICESOURCE INTERNATIONAL, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share amounts)

(Unaudited)

Net revenue
Cost of revenue

Gross profit

Operating expenses
Sales and marketing
Research and development
General and administrative

Total operating expenses

Income (loss) from operations
Interest expense
Other income (expense), net

Income (loss) before income taxes
Income tax (benefit) provision

Net income (loss)

Net income (loss) per common share:
Basic

Diluted

Weighted-average shares used in computing net income (loss) per common share:
Basic

Diluted

Three Months Ended
September 30,
2011 2010
$50,088 $38,316
28,034 21,895
22,054 16,421

12,144 9.696
3,547 1,419
8,969 5,444

24,660 16,559

(2,606) (138)

(68) (325)

350 (275)

(2,324) (738)
501 265

$ (2,825) $ (1,003)

$ 0.04) $ (0.02)

$ (0.04) $ (0.02
69,464 57,408
69,464 57,408

Nine Months Ended
September 30,
2011 2010
$ 144,722 $ 108,468
82,399 63,841
62,323 44,627
34,664 25,640
9,650 3,927
24,692 13,806
69,006 43,373
(6,683) 1,254
(452) (940)
(559) (202)
(7,694) 112
(21,152) 1,368
$ 13,458 $ (1,256)
$ 0.21 $  (0.02)
$ 0.19 $ (0.02)
64,989 57,167
72,208 57,167

The accompanying notes are an integral part of these Condensed Consolidated Financial Statements.
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CONDENSED CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS / MEMBERS

Balances, December 31,
2010

Issuance of common
stock in connection with
initial public offering,
net of issuance costs of
$10,209

Issuance of common
stock in connection with
followon offering, net of
issuance costs of $95
Proceeds from issuance
of common stock
Stock-based
compensation

Excess tax benefits from
stock- based
compensation
Comprehensive income:
Net income (loss)
Foreign currency
translation adjustments
Unrealized loss on
investment

Total comprehensive
income

Conversion to
corporation

Balances,
September 30, 2011

Table of Contents

SERVICESOURCE INTERNATIONAL, INC.

Common Shares

Shares

57,627

133

(57,760)

Amount

$ 34,161

476

2,241

(4,305)

(32,573)

COMPREHENSIVE INCOME

(In thousands)

(Unaudited)

Common Stock  Treasury Shares/Stock

Additional

Paid-in

Shares Amount Shares Amount Capital
$ (121) $ @41 S

9,791 1 87,701

1,372 22,956

1,665 6,925

5,862

2,382

57,760 6 40,005

70,588 $ 7 (121) $ (441) $ 165,832

5

Retained Comprehensive
Earnings

$

$

17,763

17,763

EQUITY AND
Accumulated
Other
Income Total
$ 164 $ 33,884
87,702
22,956
7,401
8,104
2,382
13,458
52 52
(11) (1D)
13,499
7,438
$ 205 $ 183,366
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SERVICESOURCE INTERNATIONAL, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

Cash flows from operating activities
Net income (loss)

(Unaudited)

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

Depreciation and amortization

Loss on disposal of fixed assets
Amortization of deferred financing costs
Accretion of premium on short-term investments
Deferred income taxes

Stock-based compensation

Tax benefit from stock-based compensation
Changes in operating assets and liabilities:
Accounts receivable

Advances to customers

Prepaid expenses and other

Accounts payable

Accrued taxes

Accrued compensation and benefits
Accrued payables to customers

Other accrued liabilities

Net cash (used in) provided by operating activities

Cash flows from investing activities
Acquisition of property and equipment
Purchases of short-term investments, net

Cash used in investing activities

Cash flows from financing activities

Net proceeds from issuances of common stock in public offerings
Proceeds from revolving credit facility

Repayment of revolving credit facility

Repayment on long-term debt

Payment of deferred debt issuance costs

Cash distributions to members

Proceeds from common stock issuances

Repurchases of common shares

Tax benefit from stock-based compensation

Net cash provided by (used in) financing activities

Net increase in cash and cash equivalents
Effect of exchange rate changes on cash

Table of Contents

Nine Months Ended
September 30,
2011 2010
$ 13,458 $ (1,256)
7,109 4,436
46
325 124
87
(22,229) (960)
8,104 6,017
(2,382) 31
6,433 (13,207)
18 534
(2,187) (1,338)
73 1,186
895 7
5,659 2,734
(30,640) 19,162
846 3,698
(14,385) 21,106
(8,784) (7,427)
(45,893)
(54,677) (7,427)
111,105
23,424
(23,424)
(15,747) (1,204)
(200) (150)
2,517)
7,198 415
(315)
2,382 31
104,738 (3,740)
35,676 9,970
35) 92
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Cash and cash equivalents at beginning of period 22,652 13,169
Cash and cash equivalents at end of period $ 58,293 $ 23,231

The accompanying notes are an integral part of these Condensed Consolidated Financial Statements.
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SERVICESOURCE INTERNATIONAL, INC.
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Note 1 Description of Business and Basis of Presentation

On March 24, 2011, ServiceSource International LLC, a Delaware limited liability company, (the LLC ) converted into a Delaware corporation
and changed its name from ServiceSource International LLC to ServiceSource International, Inc. (the Company or ServiceSource ). In
connection with this conversion, all of the outstanding common shares representing members equity automatically converted into shares of
common stock.

On March 30, 2011, the Company closed its initial public offering ( IPO ) of 13,731,153 shares of its common stock, which included 9,791,020
shares of common stock sold by the Company (inclusive of 1,791,020 shares of common stock from the full exercise of the over-allotment
option of shares granted to the underwriters) and 3,940,133 shares of common stock sold by the selling stockholders. The public offering price
of the shares sold in the offering was $10.00 per share. The Company did not receive any proceeds from the sales of shares by the selling
stockholders. The total gross proceeds from the offering to the Company were $97.9 million. After deducting underwriting discounts and
commissions and offering expenses payable by the Company, the aggregate net proceeds received by the Company totaled approximately $87.7
million.

On August 3, 2011, the Company closed a public offering of 10,350,000 shares of its common stock, which included 1,372,061 shares of
common stock sold by the Company (inclusive of 1,350,000 shares of common stock from the full exercise of the over-allotment option granted
to the underwriters) and 8,977,939 shares of common stock sold by the selling stockholders. The price of the shares sold in the offering was
$17.50 per share. The total gross proceeds from the offering to the Company were $24.0 million. After deducting underwriting discounts,
commissions and estimated offering expenses payable by the Company, the aggregate net proceeds received by the Company totaled
approximately $22.2 million. The Company did not receive any proceeds from the sales of shares by the selling stockholders (other than
approximately $2.9 million in additional cash received from the exercise of stock options by certain of the selling stockholders).

ServiceSource International, Inc manages the service contract renewals process of maintenance, support and subscription agreements on behalf

of its customers. The Company s integrated solution consists of a suite of cloud applications, dedicated service sales teams working under its
customers brands and a proprietary Service Revenue Intelligence Platform. By integrating software, managed services and data, the Company
provides end-to-end management and optimization of the service contract renewals process, including data management, quoting, selling and
service revenue business intelligence. The Company s business is built on a pay-for-performance model, whereby customers pay the Company
based on renewal sales that the Company generates on the customers behalf. The Company s corporate headquarters are located in San Francisco,
California. The Company has additional offices in Colorado and Tennessee in the U.S., the United Kingdom, Ireland, Malaysia and Singapore.

The accompanying unaudited Condensed Consolidated Financial Statements have been prepared in accordance with generally accepted
accounting principles in the United States of America ( GAAP ) for interim financial information. Accordingly, they do not include all of the
information and footnotes required by GAAP for complete financial statements. Therefore, these statements should be read in conjunction with
the audited Consolidated Financial Statements and Notes thereto for the year ended December 31, 2010, included in the Company s prospectus,
dated July 28, 2011, filed pursuant to Rule 424(b)(4) under the Securities Act with the Securities and Exchange Commission. The condensed
consolidated balance sheet as of December 31, 2010 included herein was derived from the audited financial statements as of that date, but does
not include all disclosures including notes required by GAAP. In the opinion of management, the accompanying unaudited Condensed
Consolidated Financial Statements reflect all adjustments necessary to present fairly the financial position, results of operations, and cash flows
for the interim periods, but are not necessarily indicative of the results of operations to be anticipated for 2011.

Certain amounts in the financial statements for the prior periods have been reclassified to conform to the current presentation. These
reclassifications did not change the previously reported net loss, net change in cash and cash equivalents or stockholders / members equity.

Recently Adopted Accounting Pronouncements

In October 2009, Financial Accounting Standards Board ( FASB ) amended the accounting standards for multiple- deliverable revenue
arrangements to:
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(1) provide updated guidance on whether multiple deliverables exist, how the deliverables in an arrangement should be separated, and
how the consideration should be allocated;

(ii) require an entity to allocate revenue in an arrangement using best estimated selling prices (BESP) of deliverables if a vendor does not
have vendor-specific objective evidence of selling price (VSOE) or third-party evidence of selling price (TPE); and
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(iii) eliminate the use of the residual method and require an entity to allocate revenue using the relative selling price method.
This standard was effective for the Company beginning January 1, 2011.

The Company s revenues are primarily derived from sales of service contracts and account management services, which are contingent in nature
as commissions are earned only based on successful performance of the related services, and are affected by a number of engagement-specific
factors not within the Company s control. Substantially all of the commissions earned by the Company are contingent based on the Company s
customers end customers and their willingness to purchase the maintenance contract renewals and whether the Company s customers accept the
order from their end customer. Because commissions earned from these services are contingent, are based on a formula stipulated in the contract
and are negotiated uniquely based on the specific factors of each specific engagement, the Company determined that the updated accounting
standard is not applicable to these contingent revenue streams currently under contract. Sales of service contracts and account management
services are excluded from the allocation of relative selling prices at the inception of the Company s multiple-deliverable arrangements.

The Company had a very limited number of multiple-deliverable arrangements prior to January 1, 2011, and the Company has not had any
materially modified transactions from these limited multiple-deliverable arrangements subsequent to January 1, 2011. As such, the impact from
the adoption of the new accounting standard was not significant.

Recent Accounting Pronouncements

In May 2011, the FASB issued Amendments to Achieve Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and
IFRSs. The standard revises guidance for fair value measurement and expands the disclosure requirements. It is effective for fiscal years
beginning after December 15, 2011. The Company is currently evaluating the impact that the adoption of this standard will have on its
consolidated financial statements.

In September 2011, the FASB issued new accounting guidance related to the presentation of comprehensive income that increases comparability
between U.S. GAAP and IFRS. This guidance eliminates the current option to report other comprehensive income and its components in the
statement of changes in equity and instead requires presenting it in one continuous statement or two separate but consecutive statements. This
guidance is effective for the Company s interim and annual periods beginning January 1, 2012. The Company does not believe the adoption of
this guidance will have a material impact on its consolidated financial statements, as it only requires a change in the format of presentation.

In September 2011, the FASB issued new accounting guidance intended to simplify goodwill impairment testing. Entities will be allowed to
perform a qualitative assessment on goodwill impairment to determine whether a quantitative assessment is necessary. This guidance is effective
for the Company s interim and annual periods beginning January 1, 2012. The Company does not believe the adoption of this guidance will have
a material impact on its consolidated financial statements.

Note 2 Cash, cash equivalents and short-term investments

Cash equivalents consist of highly liquid fixed-income investments with original maturities of three months or less at the time of purchase,
including money market funds. Short-term investments consist of readily marketable securities with a remaining maturity of more than three
months from time of purchase. The Company classifies all of its cash equivalents and short-term investments as available for sale, as these
investments are free of trading restrictions. These marketable securities are carried at fair value, with the unrealized gains and losses, net of tax,
reported as accumulated other comprehensive income and included as a separate component of stockholders equity. Gains and losses are
recognized when realized. When the Company determines that an other-than-temporary decline in fair value has occurred, the amount of the
decline that is related to a credit loss is recognized in earnings. Gains and losses are determined using the specific identification method. The
Company had no realized gains or losses in the three and nine months ended September 30, 2011 and 2010.

Cash and cash equivalents and short-term investments consisted of the following as of September 30, 2011 (in thousands):

Amortized Unrealized Unrealized Estimated

Cost Gains Losses Fair Value

Cash $ 54,002 $ $ $ 54,002
Cash equivalents:

Money market mutual funds 3,091 3,091

Commercial paper 1,200 1,200
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Total cash equivalents
Total cash and cash equivalents

Short-term investments:
Certificate of deposit
Municipal securities
Commercial paper
Corporate bonds

Total short-term investments

Cash, cash equivalents and short-term investments

Table of Contents

4,291

58,293

750
33,639
6,780
4,340

45,509

$ 103,802

26

26

(10)
27
(37

(37

4,291

58,293

750
33,652
6,783
4,313

45,498

$103,791

13
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The following table summarizes the cost and estimated fair value of short-term fixed income securities classified as short-term investments
based on stated maturities as of September 30, 2011:

Amortized Estimated

Cost Fair Value

Less than 1 year $ 27,530 $ 27,527
Due in 1 to 3 years 17,979 17,971
Total $ 45,509 $ 45,498

As of September 30, 2011, the Company did not consider any of its investments to be other-than-temporarily impaired.
Note 3 Fair value of financial instruments

The Company measures certain financial instruments at fair value on a recurring basis. The Company has established a hierarchy, which consists
of three levels, for disclosure of the inputs used to determine the fair value of its financial instruments.

Level 1 valuations are based on quoted prices in active markets for identical assets or liabilities.

Level 2 valuations are based on inputs that are observable, either directly or indirectly, other than quoted prices included within Level 1. Such
inputs used in determining fair value for Level 2 valuations include quoted prices in active markets for similar assets or liabilities, quoted prices
for identical or similar assets or liabilities in markets that are not active, or other inputs that are observable or can be corroborated by observable
market data for substantially the full term of the assets or liabilities.

Level 3 valuations are based on information that is unobservable and significant to the overall fair value measurement.

All of the Company s cash equivalents and short-term investments are classified within Level 1 or Level 2. The fair values of these financial
instruments were determined using the following inputs at September 30, 2011 (in thousands):

Fair Value Measurements at September 30, 2011 Using
Quoted Prices

in Active Significant
Markets for Other Significant
Identical Observable Unobservable
Assets Inputs Inputs
Total (Level 1) (Level 2) (Level 3)
Description
Cash equivalents:
Money market mutual funds $ 3,091 $ 3,091 $ $
Commercial paper 1,200 1,200
Total cash equivalents 4,291 3,091 1,200
Short-term investments:
Certificate of deposit 750 750
Municipal securities 33,652 33,652
Commercial paper 6,783 6,783
Corporate bonds 4,313 4,313
Total short-term investments 45,498 45,498
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Cash equivalents and short-term investments $103,791 $ 3,091 $ 100,700
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The Company did not have any financial liabilities measured at fair value on a recurring basis as of September 30, 2011 or December 31, 2010.
Note 4 Property and Equipment, Net

Property and equipment balances were comprised of the following (in thousands):

September 30, December 31,
2011 2010

Computers and equipment $ 11,147 $ 7,765
Software 19,473 13,169
Furniture and fixtures 5,658 5,503
Leasehold improvements 4,613 2,898
40,891 29,335

Less: accumulated depreciation and amortization (20,983) (13,960)
19,908 15,375
Construction in progress 4,011 4,043
$ 23,919 $ 19,418

Depreciation and amortization expense during the three and nine months ended September 30, 2011 and the three and nine months ended
September 30, 2010, was $2.6 million, $7.1 million, $1.5 million and $4.4 million, respectively. Total property and equipment assets under
capital lease at September 30, 2011 and December 31, 2010, was $3.3 million and $3.1 million, respectively. Accumulated depreciation related
to assets under capital lease as of these dates were $1.6 million and $1.1 million, respectively.

The Company capitalized internal-use software development costs of $1.8 million and $1.1 million during the three months ended September 30,
2011 and 2010, respectively and $3.8 million and $3.1 million during the nine months ended September 30, 2011 and 2010, respectively. As of
September 30, 2011 and December, 31 2010, the carrying value of capitalized costs related to internal-use software, net of accumulated
amortization, was $9.2 million and $9.6 million, respectively. Amortization of capitalized costs related to internal-use software for the three
months ended September 30, 2011 and 2010 was $1.2 million and $0.6 million, respectively, and for the nine months ended September 30, 2011
and 2010 was $3.1 million and $1.6 million, respectively.

Note 5 Other Accrued Liabilities and Accrued Payables to Customers

Other accrued liabilities balances were comprised of the following (in thousands):

September 30, December 31,
2011 2010

Amounts refundable to end customers $ 710 $ 2,083
Accrued professional fees 1,139 2,485
Deferred revenue 554 151
Deferred rent obligations 831 477
Employee-related 229 353
Other (includes ESPP contributions of $358 in September 2011) 3,352 2,026

$ 6,815 $ 7,575

Accrued Payables to Customers
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For a limited number of historical customer arrangements that included both sales of customer service contracts and other payment collection
and account management services, the Company recorded advances to and accrued payables to customers to account for the timing differences
between when the Company collected cash from end customers and when it made payments to its customers. The accrued payable to customers
balance at December 31, 2010 consisted primarily of net payments due to Sun Microsystems, Inc. from end customers renewing their service
contracts with Sun Microsystems through the Company. Oracle terminated the Company s contracts with Sun Microsystems effective as of
September 30, 2010. In the first quarter of 2011, the Company repaid amounts it owed to Oracle/Sun, net of amounts owed to the Company,
resulting in net cash payments to Oracle/Sun of approximately $18.1 million which were funded from existing cash and borrowings under a
revolving credit facility. The Company recognized $1.8 million in additional net revenue in the quarter ended March 31, 2011 resulting from this
settlement.

10
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Note 6 Long Term Debt

Long-term debt balances were comprised of the following (in thousands):

September 30, December 31,
2011 2010
Current:

Term loan $ $ 1,500
Capital lease obligations 738 779
738 2,279

Non-current:
Term loan 13,959
Capital lease obligations 1,451 980
1,451 14,939
Total long-term debt $ 2,189 $ 17,218

Term Loan and Revolving Credit Facility

As of December 31, 2010, the Company had a credit facility (the Credit Facility ), that provided for (i) a $20.0 million term loan and (ii) a $7.5
million revolving credit facility consisting of direct loans, standby letters of credit and trade letters of credit. The Credit Facility was due to
expire in April 2013, and was collateralized by substantially all of the Company s assets. At December 31, 2010, there was no outstanding
balance on the revolving credit facility and $5.9 million was available for borrowing under the revolving credit facility. The Company also had
an outstanding letter of credit of $1.6 million as required under an operating lease agreement for office space as of December 31, 2010. In
December 2010, the Company amended its fee arrangement with the Credit Facility lenders such that upon the termination of or prepayment in
full of the obligations under the Credit Facility on or prior to December 31, 2011, the Company would be subject to a prepayment premium of
0.5% on the sum of the maximum revolver amount, as defined, and the then-outstanding principal balance on the term loan.

In January 2011 the Credit Facility was amended to (i) increase the maximum commitment amount under the revolving credit facility from $7.5
million to $12.5 million, (ii) eliminate the fixed charge coverage ratio test for the twelve month period ending June 30, 2011 only, (iii) require
the Company to maintain a minimum liquidity level of $10 million based on unrestricted cash balances held in the U.S. and available borrowings
under the revolving credit facility, as defined therein, from and after May 15, 2011, and (iv) allow for the planned conversion of the LLC to a
taxable corporation, initial public offering of the Company s stock and other specified transactions related to the Company.

On February 24, 2011, the Company entered into the Second Amended and Restated Credit Agreement (the New Revolver ) with two financial
institutions that replaced the Credit Facility and prior amendments and increased the revolving credit facility from $15.0 million to $30.0

million. The New Revolver also retired the term loan under the Credit Facility, without any prepayment premium, and converted such balances
to a balance outstanding under a new revolving credit facility. In connection with the prepayment of the Credit Facility, the Company recognized
a loss on extinguishment of debt totaling $0.1 million related to the write-off of unamortized debt issuance costs. The loss on extinguishment of
debt was recorded as other income (expense), net in the Condensed Consolidated Statements of Operations. In connection with the refinancing,
the Company capitalized $0.2 million of deferred debt issuance costs on the Condensed Consolidated Balance Sheets, which are being amortized
on a straight-line basis over the remaining term of the New Revolver.

Balances outstanding on the New Revolver are collateralized by substantially all of the Company s assets. The New Revolver provides letters of
credit for the account of the Company up to a maximum of $5.0 million. Outstanding letters of credit reduce the maximum available borrowing
under the New Revolver. The New Revolver expires on February 25, 2013.

Borrowings on the New Revolver, including amounts outstanding under letters of credit, bear interest at either: (i) the LIBOR Rate plus an
additional margin; or (ii) the Base Rate (i.e., prime rate) plus an additional margin. The additional margin is determined based on the Company s
financial leverage ratio. On March 30, 2011, net proceeds from the IPO were used to repay $23.4 million borrowed under the New Revolver. At
September 30, 2011, borrowings under the New Revolver consisted of a letter of credit in the amount of $1.1 million.
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The New Revolver provides for a non-use fee of 0.50% per annum based on the average monthly available borrowing base and for a letter of
credit fee, accruing at a rate per annum ranging from 3.00% to 3.50% based on the Company s leverage ratio.

As provided for under the New Revolver, the Company reduced its maximum borrowing to $20.0 million, effective May 1, 2011.
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The lenders also have the option to reduce the commitment under the New Revolver in the event a contract with a customer who represented
15% of revenue for any consecutive twelve-month period is terminated or in the event of a series of customer contract terminations, which in the
aggregate represented more than 20% of consolidated revenues for the most recent twelve-month period. Under these circumstances, the lenders
would have the discretion to reduce the commitment under the New Revolver by the aggregate amount of termination fees received that are
related to the cancelled contracts. The New Revolver can be terminated by the Company and is subject to a fee if terminated on or before
February 24, 2012 equal to 1.0% of the maximum revolver commitment in effect on the date of termination.

The New Revolver has certain financial covenants, which include liquidity ratios as well as a maximum consolidated leverage ratio. The New
Revolver also contains restrictions on additional indebtedness and, subject to certain exceptions, circumstances under which the Company can
make a distribution to its members. Distributions to fund tax obligations of members are permitted so long as there are no events of default,
including those related to compliance with financial covenants, immediately prior to or after giving effect to any such distributions. Distributions
other than those to fund members tax obligations are subject to the Company achieving specified levels of earnings before interest, taxes,
depreciation and amortization or maintaining minimum levels of cash, as defined in the New Revolver. At September 30, 2011, the Company
was in compliance with all borrowing covenants.

Capital Leases

The Company has capital lease agreements that are collateralized by the underlying property and equipment and expire through September 2019.
The weighted-average imputed interest rates for the capital lease agreements were 4.2% and 5.6% at September 30, 2011 and 2010, respectively.

The maturities of capital lease obligations as of September 30, 2011 were as follows (in thousands):

September 30,
2011

Years Ending December 31,
2011 (remaining three months) $ 523
2012 728
2013 329
2014 270
2015 77
Thereafter 262

$ 2,189

Note 7 Commitments and Contingencies
Operating Leases

The Company leases its office space and certain equipment under noncancelable operating lease agreements with various expiration dates
through June 2019. Rent expense for the three and nine months ended September 30, 2011 and the three and nine months ended September 30,
2010, was $1.6 million, $4.8 million, $1.3 million, and $3.6 million, respectively. The Company recognizes rent expense on a straight-line basis
over the lease period and accrues for rent expense incurred but not paid.

Future annual minimum lease payments under all noncancelable operating leases as of September 30, 2011 were as follows (in thousands):

September 30,
2011
Years Ending December 31,
2011 (remaining three months) $ 1,818
2012 7,340
2013 6,561
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2014 5,723
2015 4,198
Thereafter 8,564

$ 34,204

Other Matters

The Company may be subject to litigation or other claims in the normal course of business. In the opinion of management, the Company s

ultimate liability, if any, related to any currently pending or threatened litigation or claims would not materially affect its consolidated financial
position, results of operations or cash flows.

12
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Note 8 Stockholders Equity

On March 25, 2011, the Company sold 9,791,020 shares of newly-issued common stock in the IPO, raising net proceeds of approximately $87.7
million, after deducting the underwriting discount and costs incurred related to the IPO.

On August 3, 2011, the Company closed a public offering of 10,350,000 shares of its common stock, which included 1,372,061 shares of
common stock sold by the Company (inclusive of 1,350,000 shares of common stock from the full exercise of the over-allotment option granted
to the underwriters) and 8,977,939 shares of common stock sold by the selling stockholders. The total net proceeds from the offering to the
Company were $22.2 million.

In conjunction with the conversion from a limited liability company to a Delaware corporation described in Note 1, the Company s certificate of
incorporation authorized 1,000,000,000 shares of $0.0001 par value common stock and 20,000,000 shares of $0.0001 par value preferred stock.
No preferred stock was issued or outstanding as of September 30, 2011. Further, effective March 1, 2011, the Company became taxable as a
corporation rather than as a partnership.

Note 9 Stock-Based Compensation
Stock Option Plans

The Company historically granted options through two plans, the Company s 2004 Omnibus Share Plan and the 2008 Share Option Plan
(collectively, the 2004 and 2008 Option Plans ). Concurrent with the effectiveness of the Company s registration statement on Form S-1 on
March 24, 2011 for ServiceSource s IPO (see Note 1), the Company s 2011 Equity Incentive Plan (the 2011 Plan ) became effective and all
remaining common stock reserved for future grant or issuance under the 2004 and 2008 Options Plan were added to the 2011 Plan. Shares of
common stock reserved for issuance under the 2011 Plan consist of (a) 5,760,000 shares of common stock initially available for future grants
under the 2011 Plan plus (b) 2,584,015 shares of common stock previously reserved but unissued under the 2004 and 2008 Option Plans that are
now available for issuance under the 2011 Plan. To the extent outstanding awards under the 2004 and 2008 Option Plans are forfeited or lapse
unexercised and would otherwise have been returned to the share reserves under the 2004 and 2008 Option Plans, the shares of common stock
subject to such awards instead will be available for future issuance under the 2011 Plan. The Company s board of directors and, as delegated to
its compensation committee, administers the 2011 Plan and has authority to determine the directors, officers, employees and consultants to
whom options or restricted stock may be granted, the option price or restricted stock purchase price, the timing of when each share is exercisable
and the duration of the exercise period and the nature of any restrictions or vesting periods applicable to an option or restricted stock grant.

Under the 2011 Plan, options granted are generally subject to a four-year vesting period whereby options become 25% vested after a one-year
period and the remainder then vests monthly through the end of the vesting period. Vested options may be exercised up to ten years from the
vesting commencement date, as defined in the 2011 Option Plan. Vested but unexercised options expire three months after termination of
employment with the Company. The restricted stock units typically vest over four years with a yearly cliff contingent upon employment with the
Company on the dates of vest.

Determining Fair Value of Stock Options

The Company estimates the fair value of stock option awards at the date of grant using the Black-Scholes option-pricing model. Options are
granted with an exercise price equal to the fair value of the common stock as of the date of grant. Compensation expense is amortized net of
estimated forfeitures on a straight-line basis over the requisite service period of the options, which is generally four years.

The weighted average Black-Scholes model assumptions for the three and nine months ended September 30, 2011 and 2010 were as follows:

Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
Expected term (in years) 5.1 54 5.3 54
Expected volatility 45% 54% 51% 54%
Risk-free interest rate 0.90% 1.75% 1.65% 2.10%

Expected dividend yield
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Option and restricted stock activity under the Company s Plans for the nine months ended September 30, 2011 were as follows: (shares in
thousands):

Restricted
Stock
Options Units
Outstanding Outstanding
Weighted-
Shares and Units Average
Available Number Exercise Number
for Grant of Shares Price of Shares
Qutstanding December 31, 2010 2,871 17,723 $ 432
Additional shares reserved under the 2011 equity incentive plan 5,760
Granted (2,346) 1,774 13.25 572
Exercised (1,708) 3.88
Forfeited 652 (652) 5.05
Qutstanding September 30, 2011 6,937 17,137 $ 526 572

The weighted average grant-date fair value of employee stock options granted during the three months ended September 30, 2011 and 2010 was
$7.31 and $2.45 per share, respectively and for the nine months ended September 30, 2011 and 2010 was $6.71 and $2.38 per share,
respectively.

The Company accounts for all stock-based compensation to employees and directors, including grants of stock options, as stock-based
compensation costs in the Condensed Consolidated Financial Statements based on the fair value measured as of the date of grant. These costs are
recognized as an expense in the Condensed Consolidated Statements of Operations over the requisite service period and an increase in additional
paid-in capital.

The following table summarizes the consolidated stock-based compensation expense by line item in the Condensed Consolidated Statements of
Operations (in thousands):

Three Months Ended Nine Months Ended

September 30, September 30,
2011 2010 2011 2010
Cost of revenue $ 470 $ 270 $1,286 $ 843
Sales and marketing 1,111 769 2,981 2,214
Research and development 327 305 864 598
General and administrative 1,060 784 2,973 2,362
Total stock-based compensation $2,968 $2,128 $8,104 $6,017

Employee Stock Purchase Plan

Concurrent with the effectiveness of the Company s registration statement on Form S-1 on March 24, 2011 for ServiceSource s IPO, the
Company s 2011 Employee Stock Purchase Plan (the ESPP ) became effective and is intended to qualify under Section 423 of the Internal
Revenue Code of 1986. Under the ESPP, domestic employees are eligible to purchase common stock through payroll deductions of up to 10% of
their eligible compensation, subject to any plan limitations. The purchase price of the shares on each purchase date is equal to 85% of the lower
of the fair market value of the Company s common stock on the first and last trading days of each six-month offering period.

The Company estimates the fair value of purchase rights under the ESPP using the Black-Scholes valuation model. The fair value of each
purchase right under the ESPP was estimated on the date of grant using the Black-Scholes option valuation model and the straight-line
attribution approach with the following weighted-average assumptions:
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Three Months Ended Period from March 24, 2011 to
September 30, 2011 September 30, 2011
Expected term (in years) 0.50 0.39-0.50
Expected volatility 45% 36-45%
Risk-free interest rate 0.07% 0.18%-0.07%

Expected dividend yield
As of September 30, 2011, 89,885 shares had been issued under the ESPP and 810,115 shares were available for future issuance. The ESPP
provides that additional shares are reserved under the plan annually on the first day of each fiscal year in an amount equal to the lesser of
(1) 1.5 million shares, (ii) one percent of the outstanding shares of common stock on the last day of the immediately preceding fiscal year, or
(iii) an amount determined by the board of directors and/or the compensation committee of the board of directors.

14
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Note 10 Employee Benefit Plan

The Company maintains a 401(k) defined contribution benefit plan that covers all eligible domestic employees who have attained 21 years of
age and provide at least 20 hours of service per week. This plan allow U.S. employees to contribute up to 90% of their pre-tax salary in certain
investments at the discretion of the employee, up to maximum annual contribution limits established by the U.S. Department of Treasury. The
Company currently matches, up to an annual limit of $2,000, the first 3% of a participant s contributions. Employer matching contributions,
which may be discontinued at the Company s discretion, amounted to $0.2 million, $0.6 million, $0.1 million and $0.5 million for the three and
nine months ended September 30, 2011 and the three and nine months ended September 30, 2010, respectively. Matching contributions by the
Company are fully vested upon completion of the first year of employment.

Note 11 Income Taxes

Effective March 1, 2011, the Company elected to be treated as a corporation under Subchapter C of Chapter 1 of the United States Internal
Revenue Code, and therefore became subject to federal and state tax expense beginning March 1, 2011. As a result of this tax election, the
Company recorded a net deferred tax asset and a one-time non-cash tax benefit of $21.4 million. On March 24, 2011, the Company merged with
two of its corporate equity holders. The Company recorded an additional deferred tax asset of $7.4 million and a corresponding adjustment to
paid-in capital as a result of the merger. Prior to March 1, 2011, the Company was subject to income tax only at certain taxable subsidiaries.

The Company will file tax returns as an LLC for the period from January 1, 2011 through February 28, 2011. The Company will file tax returns
as a corporation for the period from March 1, 2011 through December 31, 2011. The Company s provision for income taxes for interim reporting
periods is based on an estimate of the effective tax rate for each of the periods described above. Significant management judgment is required in
projecting ordinary income (loss) in order to determine the Company s estimated effective tax rate.

The Company files U.S. federal and state and foreign income tax returns in jurisdictions with varying statutes of limitations. In the normal

course of business the Company is subject to examination by taxing authorities throughout the world. These audits include questioning the

timing and amount of deductions, the allocation of income among various tax jurisdictions and compliance with federal, state, local and foreign
tax laws. The Company is not currently undergoing any examination of its income tax returns. The 2006 through 2010 tax years generally

remain subject to examination by federal, state and foreign tax authorities. As of September 30, 2011, the Company did not have any
unrecognized tax benefits that if recognized would impact the annual effective tax rate. It is difficult to predict the final timing and resolution of
any particular uncertain tax position. Based on the Company s assessment of many factors, the Company does not expect that changes in the
liability for unrecognized tax benefits for the next twelve months will have a significant impact on the Company s consolidated financial position
or results of operations.

Management assessed the realizability of deferred tax assets and determined that based on the available evidence, including a history of taxable
income and estimates of future taxable income, it is more likely than not that the deferred tax assets will be realized. The Company will continue
to evaluate its ability to realize deferred tax assets on a quarterly basis. Significant management judgment is required in determining the
provision for income taxes and deferred tax assets and liabilities. In the event that actual results differ from these estimates the Company will
adjust these estimates in future periods and, the Company may need to adjust the effective rate for the current year.

Note 12 Reportable Segments

The Company s operations are principally managed on a geographic basis and are comprised of three reportable and operating segments: NALA,
EMEA and APJ, as defined below.

The Company reports segment information based on the management approach. The management approach designates the internal reporting

used by the Company s Chief Operating Decision Maker ( CODM ), for making decisions and assessing performance as the source of the
Company s reportable segments. The CODM is the Company s Chief Executive Officer. The CODM allocates resources to and assesses the
performance of each of the operating segment using information about its revenue and direct profit contribution, which is management s measure
of segment profitability. Management has determined that the Company s reportable and operating segments are as follows, based on the
information used by the CODM:

NALA Includes operations from offices in San Francisco, California; Denver, Colorado and Nashville, Tennessee related primarily to end
customer in North America.

EMEA Includes operations from offices in Liverpool, United Kingdom and Dublin, Ireland related primarily to end customers in Europe.
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APJ Includes operations from offices in Kuala Lumpur, Malaysia and Singapore related primarily to end customers in Asia Pacific and Japan.
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The Company does not allocate sales and marketing, research and development, or general and administrative expenses to its geographic regions
because management does not include the information in its measurement of the performance of the operating segments. The Company excludes
certain items such as stock-based compensation, overhead allocations and other items from direct profit contribution. Revenue for a particular
geography reflects fees the Company earns from its customers for sales and renewals of maintenance, support and subscription contracts on their
behalf and managed from the Company s sales center in that geography.

Summarized financial information by geographic location based on the Company s internal management reporting and as utilized by the
Company s CODM, is as follows (in thousands):

Three Months Ended September 30, Nine Months Ended September 30,

2011 2010 2011 2010
Net revenue
NALA $ 31,952 $ 26,249 $ 88,383 $ 72,776
EMEA 12,365 9,802 41,612 30,599
APJ 5,771 2,265 14,727 5,093
Total net revenue $ 50,088 $ 38,316 $ 144,722 $ 108,468
Direct profit contribution
NALA $ 18,263 $ 14,745  $ 48,765 $ 39,016
EMEA 5,042 4,044 18,537 12,497
APJ 538 402 1,674 1,216
Total direct profit contribution 23,843 19,191 68,976 52,729
Adjustments:
Stock-based compensation 470) (270) (1,286) (843)
Overhead allocations (4,413) (3,666) (12,985) (10,476)
Other 3,094 1,166 7,618 3,217
Gross Profit $ 22,054 $ 16,421 $ 62,323 $ 44,627
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations

The following Management s Discussion and Analysis of Financial Condition and Results of Operations should be read in conjunction with our
condensed consolidated financial statements and related notes appearing elsewhere in this Quarterly Report on Form 10-Q and our prospectus,
dated July 28, 2011, filed pursuant to Rule 424(b) under the Securities Act with the Securities and Exchange Commission.

This quarterly report on Form 10-Q contains forward-looking statements that involve risks and uncertainties, as well as assumptions that, if
they never materialize or prove incorrect, could cause our results to differ materially from those expressed or implied by such forward-looking
statements. These forward-looking statements include, but are not limited to, statements related to changes in market conditions that impact our
ability to generate service revenue on our customers behalf; errors in estimates as to the service revenue we can generate for our customers;
risks associated with material defects or errors in our software or the effect of data security breaches; our ability to adapt our solution to
changes in the market or new competition; our ability to improve our customers renewal rates, margins and profitability; our ability to
increase our revenue and contribution margin over time from new and existing customers; the potential effect of mergers and acquisitions on
our customer base; business strategies; technology development; protection of our intellectual property; investment and financing plans;
liquidity; competitive position; the effects of competition, industry environment; and potential growth opportunities. Forward-looking
statements are also often identified by the use of words such as, but not limited to, anticipate,  believe, can,  continue, could,
estimate,  expect, intend, may, plan, project, seek, should, target, will,  would, and similar expressions or
variations intended to identify forward-looking statements. These statements are based on the beliefs and assumptions of our management based
on information currently available to management. Such forward-looking statements are subject to risks, uncertainties and other important
factors that could cause actual results and the timing of certain events to differ materially from future results expressed or implied by such
forward-looking statements. Factors that could cause or contribute to such differences include, but are not limited to, those identified below, and
those discussed in the section of this report on Form 10-Q titled Risk Factors . Furthermore, such forward-looking statements speak only as of
the date of this report. Except as required by law, we undertake no obligation to update any forward-looking statements to reflect events or
circumstances after the date of such statements.

OVERVIEW

We manage the service contract renewals process for renewals of maintenance, support and subscription agreements on behalf of our customers.
Our integrated solution consists of a suite of cloud applications, dedicated service sales teams working under our customers brands and a
proprietary Service Revenue Intelligence Platform. By integrating software, managed services and data, we address the critical steps of the
renewals process including data management, quoting, selling and service revenue business intelligence. Our business is built on our
pay-for-performance model, whereby our revenues are based on the service renewals customers achieve with our solution.

We are currently in the midst of a significant investment cycle in which we have taken steps designed to drive our future growth and
profitability. We plan to further build out our infrastructure, develop our technology, offer additional cloud based applications and hire
additional sales, service sales and other personnel. These steps impacted our expenses in recent periods and are expected to continue to impact
our profitability in future periods.

Initial Public Offering and Follow-on Offering

On March 24, 2011, our registration statement on Form S-1 relating to our initial public offering ( [PO ) was declared effective by the Securities
and Exchange Commission ( SEC ). The IPO closed on March 30, 2011, at which time we sold 9,791,020 shares of our common stock and
received cash proceeds of $87.7 million from this transaction, net of underwriting discounts and commissions and other costs associated with the
offering.

On August 3, 2011, we closed a public offering of 10,350,000 shares of our common stock, which included 1,372,061 shares of common stock
sold by us (inclusive of 1,350,000 shares of common stock from the full exercise of the over-allotment option granted to the underwriters) and
8,977,939 shares of common stock sold by the selling stockholders. The price of the shares sold in the offering was $17.50 per share. The total
gross proceeds from the follow-on offering to us were $24.0 million. After deducting underwriting discounts, commissions and estimated
offering expenses payable by us, the aggregate net proceeds received by us totaled approximately $22.2 million. We did not receive any
proceeds from the sales of shares by the selling stockholders (other than approximately $2.9 million in additional cash received from the exercise
of stock options by certain of the selling stockholders).

Oracle Settlement
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For a limited number of historical customer arrangements that included both sales of customer service contracts and other payment collection
and account management services, we recorded advances to and accrued payables to customers to account for the timing differences between
when we collect cash from end customers and when we make payments to our customers. The accrued payable to customers balance at
December 31, 2010 consisted of net payments due to Sun Microsystems, Inc. from end customers
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renewing their service contracts with Sun Microsystems through us. Oracle terminated our contracts with Sun Microsystems effective as of
September 30, 2010. In the first quarter of 2011, we paid amounts we owed to Sun Microsystems, net of amounts they owed to us, resulting in
cash payments by us to Oracle/Sun of approximately $18.1 million which were funded from existing cash and borrowings under a revolving
credit facility. We recognized $1.8 million in revenue in the three months ended March 31, 2011 resulting from the settlement.

Factors Affecting our Performance

Sales Cycle. We sell our integrated solution to our customers through a sales organization. At the beginning of the sales process, our
quota-carrying sales representatives contact prospective customers and educate them about our offerings. Educating prospective customers about
the benefits of our solution can take time, as many of these prospects have not historically relied upon integrated solutions like ours for service
revenue management, nor have they typically put out a formal request for proposal or otherwise made a decision to focus on this area. As part of
the education process, we utilize our solutions design team to perform a Service Performance Analysis ( SPA ) of our prospect s service
revenue. The SPA includes an analysis of best practices and benchmarks the prospect s service revenue against industry peers. Through the SPA
process, which typically takes several weeks, we are able to assess the characteristics and size of the prospect s service revenue, identify potential
areas of performance improvement and formulate our proposal for managing the prospect s service revenue. The length of our sales cycle for a
new customer, inclusive of the SPA process and measured from our first formal discussion with the customer until execution of a new customer
contract, is typically longer than six months.

We generally contract with new customers to manage a specified portion of their service revenue opportunity, such as the opportunity associated
with a particular product line or technology, contract type or geography. We negotiate the customized terms of our customer contracts, including
commission rates, based on the output of the SPA, including the areas identified for improvement. Once we demonstrate success to a customer
with respect to the opportunity under contract, we seek to expand the scope of our engagement to include other opportunities with the customer.
For some customers, we manage all or substantially all of their service contract renewals.

Implementation Cycle. After entering into an engagement with a new customer, and to a lesser extent after adding an engagement with an
existing customer, we incur sales and marketing expenses related to the commissions owed to our sales personnel. The commissions are based
on the estimated total contract value, a material portion of which is expensed upfront and the remaining portion of which is expensed over a
period of eight to fourteen months, including commissions paid on multi-year contracts. We also make upfront investments in technology and
personnel to support the engagement. These expenses are typically incurred one to three months before we begin generating sales and
recognizing revenue. Accordingly, in a given quarter, an increase in new customers, and, to a lesser extent, an increase in engagements with
existing customers, or a significant increase in the contract value associated with such new customers and engagements, will negatively impact
our gross margin and operating margins until we begin to achieve anticipated sales levels associated with the new engagements.

Although we expect new customer engagements to contribute to our operating profitability over time, in the initial periods of a customer
relationship, the near term impact on our profitability can be negative due to upfront costs we incur, the lower initial level of associated service
sales team productivity and lack of mature data and technology integration with the customer. As a result, an increase in the mix of new
customers as a percentage of total customers may initially have a negative impact on our operating results. Similarly, a decline in the ratio of
new customers to total customers may positively impact our operating results. This is illustrated by our analysis of new customers signed in
2007, which generated a modest contribution margin (as defined below) of 1% for the 2007 fiscal year. However, during 2010, the same set of
customers generated a contribution margin of approximately 50%. The initial lower margin is attributable in large part to the fact that we
incurred significant costs in 2007 to hire and train the service sales teams for the new customer engagements, in addition to paying commissions
to our own sales representatives for signing the new customers, prior to generating meaningful revenues from these customer engagements. The
improvement in contribution margin over time is due primarily to the ramping of service sales team productivity, the decrease or absence of
additional sales representative commission payments, and, to a lesser extent, improvement in data accuracy through technology and automation
of processes.

We define contribution margin for a period as the excess of the revenue recognized from the customer over the estimated expenses for the period
associated with supporting the customer and managing the service contract renewals process for them, expressed as a percentage of associated
revenue. The expenses allocated to the customer include personnel costs associated with the service sales teams who support that customer, such
as salaries, bonuses and benefits, allocated management overhead expenses based on a percentage of revenue and sales commission associated
with signing the customer. These expenses exclude the allocation of costs associated with use of infrastructure, facilities and company-wide
resources that are available to all service sales teams.

Although we believe the estimates and assumptions we used to estimate the expenses are reasonable, the estimated expenses and resulting
contribution margin could vary significantly from the amounts disclosed above had we used different estimates and assumptions. Moreover, we
cannot assure you that we will experience similar contribution margins from customers added in other years or in future periods. You should not
rely on the estimated expenses or contribution margin as being indicative of our future
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performance. Because of our growing customer base, we expect that there will be times when large numbers of our customers are in the initial
phases of their relationship with us or have a material expansion of their existing engagements with us. In these scenarios, our operating results
will be negatively impacted over the near term. We expect, for example, that our recent addition of significant new customers, and expansion of
certain existing customer relationships, will continue to impact our margins for the remainder of the year.

Contract Terms. Under our pay-for-performance model, we earn commissions based on the value of service contracts we sell on behalf of our
customers. In some cases, we earn additional performance-based commissions for exceeding pre-determined service renewal targets. These
commissions, including performance-based commissions, represent substantially all of our revenue.

Since 2009, our new customer contracts have typically had a term of 36 months, although we sometimes have contract terms of up to 60 months.
Older customer contracts typically have a term of 12 months. Our contracts generally require our customers to deliver a minimum value of
qualifying service revenue contracts for us to renew on their behalf during a specified period. To the extent that our customers do not meet their
minimum contractual commitments over a specified period, they may be subject to fees for the shortfall. Our customer contracts are cancelable
on relatively short notice, subject in most cases to the payment of an early termination fee by the customer. The amount of this fee is based on
the length of the remaining term and value of the contract.

We typically invoice our customers on a monthly basis based on commissions we earn during the prior month, and with respect to
performance-based commissions, on a quarterly basis based on our overall performance during the prior quarter. Amounts invoiced to our
customers are recognized as revenue in the period in which our services are performed or, in the case of performance commissions, when the
performance condition is determinable. Because the invoicing for our services generally coincides with or immediately follows the sale of
service contracts on behalf of our customers, we do not generate or report a significant deferred revenue balance. However, the combination of
minimum contractual commitments, combined with our success in generating improved renewal rates for our customers, and our customers
historical renewal rates, provides us with revenue visibility. In addition, the performance improvement potential identified by our SPA process
provides us with revenue visibility for new customers.

M&A Activity. Our customers in the technology sector participate in an active environment for mergers and acquisitions. Large technology
companies have maintained active acquisition programs to increase the breadth and depth of their product and service offerings and small and
mid-sized companies have combined to better compete with large technology companies. A number of our customers have merged, purchased
other companies or been acquired by other companies. We expect merger and acquisition activity to continue to occur in the future.

The impact of these transactions on our business can vary. Acquisitions of other companies by our customers can provide us with the
opportunity to pursue additional business to the extent the acquired company is not already one of our customers. Similarly, when a customer is
acquired, we may be able to use our relationship with the acquired company to build a relationship with the acquirer. In some cases we have
been able to maintain our relationship with an acquired customer even where the acquiring company handles its other service contract renewals
through internal resources. In other cases, however, acquirers have elected to terminate or not renew our contract with the acquired company.
For example, Oracle terminated our contracts with Sun Microsystems effective as of September 30, 2010 and had previously terminated our
contract with another customer, BEA Systems, in April 2008.

Economic Conditions. An improving economic outlook generally has a positive, but mixed, impact on our business. As with most businesses,
improved economic conditions can lead to increased end customer demand and sales. In particular, within the technology sector, we believe that
the recent economic downturn led many companies to cut their expenses by choosing to let their existing maintenance, support and subscription
agreements lapse. An improving economy may have the converse effect.

However, an improving economy may also cause companies to purchase new hardware, software and other technology products, which we
generally do not sell on behalf of our customers, instead of purchasing maintenance, support and subscription services for existing products. To
the extent this occurs, it would have a negative impact on our opportunities in the near term that would partially offset the benefits of an
improving economy.

Adoption of Software-as-a-Service Solutions. Within the software industry, there is a growing trend toward providing software to customers
using a software-as-a-service model. Under this model, software-as-a-service companies provide access to software applications to customers on
a remote basis, and provide their customers with a subscription to use the software, rather than licensing software to their customers.
Software-as-a-service companies face a distinct set of challenges with respect to customer renewals, given the potentially lower switching costs
for customers utilizing their solutions, and are more reliant on renewals for their long-term revenues than traditional software companies. Given
the strategic importance of renewals to their model, software-as-a-service companies may be less inclined than traditional software companies to
rely on third-party solutions such as ours to manage the sale of renewals of subscription contracts. We have tailored our solution to address the
needs of software-as-a-service companies in this area and expect to continue to develop and enhance our solution as this market grows.

Table of Contents 33



Table of Contents

Edgar Filing: SERVICESOURCE INTERNATIONAL, INC. - Form 10-Q

19

34



Edgar Filing: SERVICESOURCE INTERNATIONAL, INC. - Form 10-Q

Table of Conten
Basis of Presentation
Net Revenue

Substantially all of our net revenue is attributable to commissions we earn from the sale of renewals of maintenance, support and subscription
agreements on behalf of our customers. We generally invoice our customers for our services in arrears on a monthly basis for sales commissions,
and on a quarterly basis for certain performance sales commissions; accordingly, we typically have no deferred revenue related to these services.
We do not set the price, terms or scope of services in the service contracts with end customers and do not have any obligations related to the
underlying service contracts between our customers and their end customers.

For a limited number of historical engagements, our services included the sale of service contracts as well as the related invoicing and cash
collections on behalf of customers. Under these arrangements, commissions are considered earned when we receive cash payment from end
customers. As of December 31, 2010, we no longer had any such customer engagements.

We also earn revenue from the sale of subscriptions to our cloud based applications. To date, subscription revenue has been insignificant.
Subscription fees, for which we have established fair value based on BESP, are accounted for separately from commissions and they are billed
on either a monthly or quarterly basis in advance and revenue is recognized ratably over the related subscription term.

We have generated a significant portion of our revenue from a limited number of customers. Our top ten customers, including Sun
Microsystems, accounted for 47% and 56% of our net revenue for the three months ended September 30, 2011 and 2010, respectively, and 48%
and 57% for the nine months ended September 30, 2011 and 2010, respectively. In addition, net revenue from Sun Microsystems for the three
months ended September 30, 2011 and 2010 was 0% and 17%, respectively, and for the nine months ended September 30, 2011 and 2010 was
1% and 17% of our net revenue, respectively. As discussed above, Oracle terminated our contracts with Sun Microsystems effective as of
September 30, 2010. In connection with a settlement agreement with Oracle on February 28, 2011, we recognized net revenue of approximately
$1.8 million for the nine months ended September 30, 2011 from Sun Microsystems from fees associated with the transition of remaining active
end user contracts to Oracle, the termination of the related account management services and as a result of our net final payment to Oracle being
less than estimated as of December 31, 2010.

Our business is geographically diversified. During the third quarter of 2011, 64% of our net revenue was earned in North America and Latin
America ( NALA ), 25% in Europe, Middle East and Africa ( EMEA ) and 11% in Asia Pacific-Japan (  APJ ). Net revenue for a particular
geography generally reflects commissions earned from sales of service contracts managed from our sales centers in that geography.
Predominantly all of the service contracts sold and managed by our sales centers relate to end customers located in the same geography.

Cost of Revenue and Gross Profit

Our cost of revenue consists primarily of compensation, which includes salary, bonuses, benefits and stock-based compensation related to our
service sales teams. Cost of revenue also includes allocated overhead costs for facilities, information technology and depreciation, including
amortization of internal-use software associated with our service revenue technology platform and cloud applications. Allocated costs for
facilities consist of rent, maintenance and compensation of personnel in our facilities departments. Our allocated costs for information
technology include costs associated with a third-party data center where we maintain our data servers, compensation of our information
technology personnel and the cost of support and maintenance contracts associated with computer hardware and software. Our overhead costs
are allocated to all departments based on headcount. To the extent our customer base or opportunity under management expands, we may need
to hire additional service sales personnel and invest in infrastructure to support such growth. We currently expect that our cost of revenue will
fluctuate significantly and may increase on an absolute basis and as a percentage of revenue in the near term, including for the reasons discussed
above under  Factors Affecting Our Performance Implementation Cycle.

Operating Expenses

Sales and Marketing. Sales and marketing expenses are the largest component of our operating expenses and consist primarily of compensation
and sales commissions for our sales and marketing staff, allocated expenses and marketing programs and events. We sell our solutions through
our global sales organization, which is organized across three geographic regions: NALA, EMEA and APJ. Our commission plans provide that
payment of commissions to our sales representatives is contingent on their continued employment and we recognize expense over a period that
is generally between twelve and fourteen months following the execution of the applicable contract. We currently expect sales and marketing
expense to increase on an absolute basis and as a percentage of revenue in the near term based on commissions earned on customer contracts
entered into in prior periods, as well as continued investments in sales and marketing personnel and programs as we expand our business
domestically and internationally.
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Research and Development. Research and development expenses consist primarily of compensation, allocated costs and the cost of third-party
service providers. We focus our research and development efforts on developing new products and adding new features to our existing
technology platform. In addition, we capitalize certain expenditures related to the development and enhancement of internal-use software related
to our technology platform. We expect research and development spending, and the related expenses and capitalized costs, to increase on an
absolute basis as a percentage of revenue in the near term as we continue to invest in our technology platform and cloud applications.
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General and Administrative. General and administrative expenses consist primarily of compensation for our executive, human resources, finance
and legal functions, and related expenses for professional fees for accounting, tax and legal services, as well as allocated expenses. We expect
that our general and administrative expenses will increase on an absolute basis and as a percentage of revenue in the near term as our operations
continue to expand and as a result of incremental personnel, informational technology and other costs associated with being a publicly-traded
company.

Other Income (Expense)

Other income (expense) consists primarily of foreign exchange transaction gains and losses and interest expense associated with borrowings
under our credit facility, partially offset by an insignificant amount of interest income.

Income Tax (Benefit) Provision

Prior to March 1, 2011, we conducted our U.S. operations through ServiceSource International, LLC (the LLC ), a pass-through entity for tax
purposes that filed its income tax return as a partnership for federal and state income tax purposes, and through LLC s wholly-owned U.S.
taxable subsidiary. Effective March 1, 2011, the LLC elected to be taxable as a corporation for U.S. Federal and State tax purposes.
Accordingly, ServiceSource International, Inc., formerly the LLC, is subject to normal U.S. corporation income taxes beginning March 1, 2011.
We also have several subsidiaries formed in foreign jurisdictions which are subject to local income taxes.

Results of Operations

The table below sets forth our consolidated results of operations for the periods presented. The period-to-period comparison of financial results
presented below is not necessarily indicative of financial results to be achieved in future periods.

Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
(in thousands)

Net revenue $50,088 $38,316 $ 144,722 $ 108,468
Cost of revenue 28,034 21,895 82,399 63,841
Gross profit 22,054 16,421 62,323 44,627
Operating expenses
Sales and marketing 12,144 9,696 34,664 25,640
Research and development 3,547 1,419 9,650 3,927
General and administrative 8,969 5,444 24,692 13,806
Total operating expenses 24,660 16,559 69,006 43,373
Income (loss) from operations (2,606) (138) (6,683) 1,254
Other expense, net 282 (600) (1,011) (1,142)
Income (loss) before income taxes (2,324) (738) (7,694) 112
Income tax (benefit) provision 501 265 (21,152) 1,368
Net income (loss) $ (2,825) $ (1,003) $ 13,458 $ (1,256)

Three Months Ended Nine Months Ended

September 30, September 30,
2011 2010 2011 2010

(in thousands)
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Includes stock-based compensation of:
Cost of revenue

Sales and marketing

Research and development

General and administrative

Total stock-based compensation
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$ 470
1,111
327
1,060

$ 2,968

$ 270
769
305
784
$ 2,128

1,286
2,981

864
2,973

8,104

$ 843
2,214
598

2,362

$ 6,017
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The following table sets forth our operating results as a percentage of net revenue:

Net revenue
Cost of revenue

Gross profit
Operating expenses
Sales and marketing

Research and development
General and administrative

Total operating expenses

Income (loss) from operations

Three months ended September 30, 2011 and September 30, 2010

Net Revenue

Net revenue by geography:
NALA

EMEA

APJ

Total net revenue

Amount

$31,952
12,365
5,771

$ 50,088

Three Months Ended Nine Months Ended
September 30, September 30,
2011 2010 2011 2010
(as % of net revenue)
100% 100% 100% 100%
56% 57% 57% 59%
44% 43% 43% 41%
24% 25% 24% 24%
7% 4% 7% 4%
18% 14% 17% 13%
49% 43% 48% 40%
)% 0% )% 1%
Three Months Ended September 30,
2011 2010
% of % of %
Net Revenue Amount Net Revenue Change Change

64%
25%
11%

100%

(in thousands)

$ 26,249
9,802
2,265

$38,316

68% $ 5,703 22%
26% 2,563 26%

6% 3,506 155%
100%  $11,772 31%

Net revenue increased $11.8 million, or 31%, for the third quarter of 2011, compared to the third quarter of 2010. Our revenue performance was
driven by a combination of growth in opportunity from new and existing customers, as well as strong performance across all of our service sales
centers around the world in closing service revenue renewals. The increase in net revenue reflects revenue growth in all geographies, particularly
APJ, due to an increase in the number and value of service contracts sold on behalf of our customers and the ramp of new engagements entered
into in 2010. These increases were partially offset by a decrease in revenue from Sun Microsystems from $6.5 million in the three months ended
September 30, 2010 to $0 in the three months ended September 30, 2011.

Cost of Revenue and Gross Profit

Cost of revenue

Includes stock-based compensation of:

Table of Contents

Three Months Ended September 30,

2011

$ 28,034
470

%
2010 Change Change
(in thousands)
$21,895 $6,139 28%
270 200
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Gross profit 22,054 16,421 5,633 34%
Gross profit percentage 44% 43% 1%
The 28% increase in our cost of revenue in the third quarter of 2011 reflected an increase in the number of service sales personnel, primarily in
APJ, resulting in a $5.2 million increase in compensation and a $0.7 million increase in allocated costs for facilities, including incremental
facility costs related to an expansion of an existing facility, and greater allocations for information technology and depreciation. The increase
was partially offset by a $0.1 million decrease in travel expenses and a $0.1 decrease in consulting services. The slight improvement in our gross
profit percentage resulted from higher revenue related to the ramp up of our new engagements.
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Operating Expenses

Three Months Ended September 30,
2011 2010
% of % of %
Amount Net Revenue Amount Net Revenue Change Change
(in thousands)

Operating expenses:

Sales and marketing $12,144 24% $ 9,696 25%  $2,448 25%
Research and development 3,547 7% 1,419 4% 2,128 150%
General and administrative 8,969 18% 5,444 14% 3,525 65%
Total operating expenses $ 24,660 49%  $16,559 43%  $8,101 49%

Includes stock-based compensation of:

Sales and marketing $ 1,111 $ 769 $ 342
Research and development 327 305 22
General and administrative 1,060 784 276
Total $ 2,498 $ 1,858 $ 640

Sales and marketing expenses

The 25% increase in sales and marketing expenses in the third quarter of 2011 reflected an increase in marketing expense of $0.9 million as a
result of additional investments in brand development to heighten awareness and maximize the strength of our brand, a $0.6 million increase in
compensation including higher salaries and benefits from increased headcount in sales and marketing primarily in EMEA and APJ in order to
expand our global footprint. The increase also included higher allocated costs for facilities, depreciation and IT of $0.8 million.

Research and development expenses

The increase in research and development expense in the third quarter of 2011 reflected an increase in the number of research and development
personnel primarily in NALA, resulting in a $1.5 million increase in compensation, a $0.6 million increase in outside consulting services related
to contract research and development services and a $0.6 million increase in allocated costs. The increase was partially offset due to
capitalization of $1.8 million of labor and third party costs for development of internal-use software in the third quarter of 2011 as compared to
$0.9 million capitalized costs in the third quarter of 2010. The increase in our spending on research in development reflects our continued
investment in the development of additional cloud based applications designed to enable greater operational efficiencies and enhanced
functionality for our customers.

General and administrative expenses

The 65% increase in general and administrative expense in the third quarter of 2011 reflected a $3.0 million increase in compensation due to an
increase in headcount in general and administrative functions across all geographic segments and $0.7 million of offering expenses incurred as
part of the follow-on offering which closed in August 2011 and fees related to being a public company.

Other Expense, Net
Three Months Ended September 30,
2011 2010
% of % of %
Amount  Net Revenue Amount  Net Revenue Change Change
(in thousands)
Other income (expense), net $282 1% $ (600) 2% $ 882 *
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* not meaningful
The increase in other income (expense), net in the third quarter of 2011 primarily resulted from a $0.4 million decrease in losses on foreign

exchange transactions due in part to a stronger U.S. dollar relative to international currencies, most notably the Euro, as well as a $0.3 million
decrease in interest expense in the third quarter of 2011 due to the repayment of our term loan in March 2011.
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Income Tax (Benefit) Provision

Three Months Ended September 30, %
2011 2010 Change Change
(in th