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PART I



This Annual Report on Form 10-K contains “forward-looking statements” as defined under securities laws. Forward-looking statements include statements that are not historical facts and can be identified by terms such as “anticipates,” “believes,” “could,” “seeks,” “estimates,” “expects,” “intends,” “may,” “plans,” “potential,” “predicts, “projects,” “should,” “will,” “would” or similar expressions and the negatives of those terms. These forward-looking statements are contained principally in Item 1, Business; Item 1A, Risk Factors; Item 7, Management’s Discussion and Analysis of Financial Condition and Results of Operations; and other sections of this Annual Report on Form 10-K. Our actual results or experience could differ significantly from the forward-looking statements. Factors that could cause or contribute to these differences include those discussed in Item 1A, Risk Factors, as well as those discussed elsewhere in this Annual Report on Form 10-K.

Forward-looking statements are inherently uncertain, and you should not place undue reliance on these statements, which speak only as of the date that they were made. These cautionary statements should be considered in connection with any written or oral forward-looking statements that we may issue in the future. We do not undertake any obligation to release publicly any revisions to these forward-looking statements after completion of the filing of this Annual Report on Form 10-K to reflect later events or circumstances or to reflect the occurrence of unanticipated events.

In this report, unless otherwise indicated or the context otherwise requires, “Enphase Energy,” “Enphase,” “the Company,” “we,” “us,” and “our” refer to Enphase Energy, Inc., a Delaware corporation, and its subsidiaries.

Item 1. Business

Our Company

We are a global energy technology company, delivering smart, easy-to-use solutions that connect solar generation, storage and communications management on one intelligent platform. We revolutionized solar with our microinverter technology and produce the world’s only truly integrated solar-plus-storage solution. We have shipped more than 19 million microinverters, representing over 4 gigawatts of solar photovoltaic (“PV”) generating capacity, and more than 855,000 Enphase residential and commercial systems have been deployed in over 125 countries.

We were incorporated as PVI Solutions, Inc. in March 2006 in the State of Delaware and changed our name to Enphase Energy, Inc. in July 2007.

On August 9, 2018, we completed the purchase of assets primarily relating to SunPower Corporation’s (“SunPower”) microinverter business. We acquired intellectual property, technology and other assets primarily relating to the microinverter business and assumed certain intellectual property and customer relationships for the following consideration: (i) $25 million payable in cash; and (ii) 7.5 million shares of our common stock issued to SunPower at closing. In addition, we and SunPower entered into (i) a Master Supply Agreement (“MSA”) under which SunPower is obligated to exclusively procure module level power electronics and related equipment for use in the United States (“U.S.”) residential market from us for a period of five years and (ii) a stockholders agreement to establish certain SunPower rights and obligations related to the shares issued, including SunPower’s right to appoint one person to our board of directors, certain additional transfer restrictions on the shares, and voting, standstill and other undertakings by SunPower.

Industry Background

Historically, traditional central inverters were the only inverter technology used for solar PV installations. In an installation consisting of a traditional central inverter, the solar PV modules are connected in series strings. In a large installation, there are multiple series strings connected in parallel. The aggregated voltage from each of these strings is then fed into a large central inverter. As compared to microinverter systems, we believe that traditional central inverters have a number of design and performance challenges limiting innovation and their ability to reduce the cost of solar systems, including the following:

· Productivity limits. If solar modules are wired using a traditional central inverter—group or “string” of modules are wired in series—an entire string’s output is limited by the output of the lowest-performing module. Because of its string design, there is a single point of failure risk with the traditional central inverter approach.
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· Reliability issues. Traditional central inverters are the single most common component of solar installations to fail, resulting in system downtime and adversely impacting total energy output. As a result, central inverters typically carry warranties of only 5 to 10 years.

· Complex design and installation requirements. The central inverter-based solar PV installation requires greater effort on the part of the installer, both in terms of design and on-site labor. Central inverter installations require string design and calculations for safe and reliable operation, as well as specialized equipment such as DC combiners, conduits and disconnects. In addition, the use of high-voltage direct current (“DC”) requires specialized knowledge and training and safety precautions to install central inverter technology.

· Lack of monitoring. The majority of solar installations with central inverter technology offer limited monitoring capabilities. A failure of the central inverter will often go unnoticed for days or even weeks. If a module fails or is not performing to specification, the resulting loss of energy can go unnoticed for an extended period of time.

· Safety issues. Central inverter solar PV installations have a wide distribution of high-voltage (600 volts to 1,000 volts) DC wiring. If damaged, DC wires can generate sustained electrical arcs, reaching temperatures of more than 5,000 °F. This creates the risk of fire for solar PV installation owners and injury for installers and maintenance personnel.

These challenges of traditional central inverters have a direct impact on the cost and expected return on investment of solar installations to both installers and system owners:

· Installer. Solar PV installers aim for simple installation design, fast installation times and maximum system performance and predictability. The installation of high-voltage DC central inverter technology, however, requires significant preparation, precautionary safety measures, time-consuming string calculations, extensive design expertise and specialized installation equipment, training and knowledge. Together, these factors significantly increase complexity and cost of installation and limit overall productivity for the installer.

· System owner. Solar system owners aim for high energy production, low cost, high reliability, and low maintenance requirements, as well as reduced fire risks. With traditional central inverters, owners often are unable to optimize the size or shape of their solar PV installations due to string design limitations. As such, they experience performance loss from shading and other obstructions, can face frequent system failures and lack the ability to effectively monitor the performance of their solar PV installation. In addition, central inverter installations operate at high-voltage DC which bears significant fire risks. Further, due to their large size, central inverter installations can affect architectural aesthetics of the house or commercial building.

Our Products

We design, develop, manufacture and sell home energy solutions that connect energy generation, energy storage and control and communications management on one intelligent platform. We have revolutionized the solar industry by bringing a systems approach to solar technology and by pioneering a semiconductor-based microinverter that converts energy at the individual solar module level and, combined with our proprietary networking and software technologies, provides advanced energy monitoring and control. This is vastly different than the string inverter approach that only converts energy of the entire array of solar modules from a single high voltage electrical unit and lacks intelligence about the energy producing capacity of the solar array. The IQ platform, which is our current generation integrated solar, storage and energy management offering, enables self-consumption and delivers our core value proposition of yielding more energy, simplifying design and installation, and improving system uptime and reliability. The IQ family of microinverters, like all of our previous microinverters, is fully compliant with NEC 2014 and 2017 rapid shutdown requirements. Unlike string inverters, this capability is built-in, with no additional equipment necessary.
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The Enphase Home Energy Solution with IQ™ brings a high technology, networked approach to solar generation plus energy storage, by leveraging our design expertise across power electronics, semiconductors and cloud-based software technologies. Our integrated approach to energy solutions maximizes a home’s energy potential while providing advanced monitoring and remote maintenance capabilities. The Enphase Home Energy Solution with IQ uses a single technology platform for seamless management of the whole solution, enabling rapid commissioning of the Installer Toolkit™; consumption monitoring with a metered Envoy™ and a consumption tracker; and energy insights from the Enphase Enlighten Software™, or Enlighten, platform’s easy-to-use interface. Unlike our core competitors, who utilize a single-point or traditional inverter, or offer separate components of solutions, we have built-in system redundancy in both PV generation and energy storage, eliminating the risk that comes with a single-point of failure. Further, the nature of our cloud-based, monitored system allows for remote firmware and software updates, enabling cost-effective remote maintenance and ongoing utility compliance.

The Enphase Home Energy Solution with IQ consists of four key components — Enphase microinverters, the AC Battery™, an Envoy gateway, and Enlighten cloud-based software:

· Enphase microinverters provide highly reliable power conversion at the individual solar module level by introducing a digital architecture that incorporates custom application specific integrated circuits, or ASICs, specialized power electronics devices, and an embedded software subsystem that maximizes energy production from each module. The Enphase IQ microinverters provide a path to substantially lower unit cost, a simplified installation process, and higher performance and enhanced features. In addition, they offer advanced grid functions that are capable of meeting worldwide regulatory requirements.

In the first quarter of 2018, we began shipping IQ 7, our seventh-generation Enphase microinverters for the Enphase Home Energy Solution with IQ, our next-generation integrated solar, storage and energy management system, to distributors in the U.S. In the second quarter of 2018, we began shipping IQ 7 to Europe, representing our entry into the German and Austrian solar markets, while expanding our presence in other solar markets such as France, Benelux, United Kingdom, and Switzerland. We also began selling IQ 7, which has a single worldwide stock keeping unit (commonly referred to as “SKU”), in Australia and New Zealand during the second quarter of 2018.

The Enphase IQ 7 Micro™ and Enphase IQ 7+ Micro™ support high-powered 60-cell and 72-cell solar modules and integrate with alternating current (“AC”) modules. During the second quarter of 2018, we began shipping the Enphase IQ 7X Micro™ to solar distributors in the U.S. The Enphase IQ 7X Micro, the higher power and higher efficiency variant of our seventh-generation family of microinverters, supports and can be integrated with 96-cell modules. In addition, during the fourth quarter of 2018, we began shipping in limited quantities, IQ 7A™, which addresses up to 450W DC modules. In addition, as the result of the completion of our acquisition of SunPower’s microinverter business in August 2018, we began volume shipments of our IQ 7XS microinverters for use in SunPower’s modules in the fourth quarter of 2018.

AC Module products are integrated systems which allow installers to be more competitive through improved logistics, reduced installation times, faster inspection and training. We began shipping Enphase Energized™ AC Modules in North America in 2017. Enphase Energized AC Modules with IQ were previously produced through our AC module partnerships with LG Electronics, Inc., Jinko Solar Technology and Waaree Energies Ltd. In 2018, we announced new AC module partnerships with SunPower, Panasonic Corporation of North America, LONGi Green Energy Technology Co., Ltd. and Solaria Corporation.

Our next-generation microinverter system, IQ 8™, is based upon our grid-agnostic “always on” Ensemble™ technology, which will allow a solar system to operate independently of the power grid is expected to be introduced in the fourth quarter of 2019. This system has four components: (i) energy generation, which is accomplished with the grid-agnostic microinverter IQ 8; (ii) energy storage, which is achieved by the Encharge™ battery with capacities of 3.3 kWh, 10 kWh and 13.2 kWh; (iii) communication and control called Enpower™, which consists of the Automatic Transfer Switch that provides fine-grained load control and the combiner box with the Envoy gateway; and (iv) Enlighten, which is the internet of things, or IoT, cloud software.
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The pure off-grid solution that Ensemble technology also addresses shipped in limited quantities to our partner on IQ 8 during the fourth quarter of 2018 and we expect to ramp production in the first half of 2019.

· The Enphase AC Battery™, a key part of the Enphase Home Energy Solution, applies the modular architecture developed for our microinverter to energy storage. Solar-plus-storage, which includes our AC Battery product, is central to our product strategy. Our approach delivers low up-front costs resulting from the AC Battery’s system design and the ease and speed of installation. The AC battery balances safety and performance and is warranted for 10 years.

· The Envoy™ Communications Gateway with IQ Combiner+ is installed at the system location and serves as a hub providing three critical roles: collecting and sending data to Enlighten software, receiving and distributing microinverter firmware or software updates, and managing the use of energy within the system. Homeowners can maximize the value of their solar PV system, taking advantage of self-consumption and time-of-use tariff management opportunities with an expandable platform for evolving uses of energy storage, such as residential peak shaving and grid services. One Envoy is typically sold with each solar installation and can support up to 600 Enphase microinverters, making it compatible for both residential and commercial applications.

· Our Enlighten cloud-based software provides the capabilities to remotely monitor, manage, and maintain an individual system or a fleet of systems. System owners can use Enphase Enlighten to monitor their home’s solar generation, energy storage and consumption from any web-enabled device. The software collects and analyzes system performance information to enable owners and operators to realize the highest performance of their solar PV system. Two versions of the monitoring software are available: MyEnlighten™, designed for consumers, which provides performance assurance and Enlighten Manager™, available for the solar professional, which provides detailed diagnostic capabilities, as well as fleet management tools.

Key benefits of our Home Energy Solution with IQ include:

· Truly Integrated. The Enphase Home Energy Solution with IQ is a fully integrated solar generation plus storage offering from one provider. Designed and manufactured to work together, the Enphase Home Energy Solution with IQ is a truly integrated home energy solution.

· Higher Performance. Our microinverter system delivers higher performance by maximizing the energy production of each module. A microinverter at each module overcomes issues such as module-mismatch and soiling or shading which can have a significant impact on string inverter systems. Our microinverters also provide greater system availability with no single-point of failure. An independent analysis from PV Evolution Labs has concluded that an Enphase microinverter system yields higher performance over systems with string inverters or traditional inverters. We believe that our microinverter systems achieve higher energy production and can generate superior returns on investment relative to competitive solutions for system owners.

· Simplified Design and Installation. Our all-AC infrastructure simplifies the design process and eliminates the typical costs of a complicated DC voltage system for PV or storage. In addition, our microinverters are installed on the roof and hidden from view, with minimal impact to the aesthetics of a home or building. We also offer additional tools, such as the Enphase Installer Toolkit mobile app or the Enphase IQ Combiner+™ with Enphase IQ Envoy™, which offer unmatched simplicity, reliability and ease of installation for solar installers.

· Enhanced Safety. Microinverters and AC Batteries are safer because they process low voltage DC and are isolated to the module level, leading to an all-AC architecture. Our microinverter system does not contain any of the high voltages common to string inverter systems. High voltage arc faults associated with string or traditional inverters are the leading cause of fires in solar PV installations. Microinverter technology mitigates this safety risk.
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· Reduced Operations and Maintenance Costs. Our microinverter system is highly reliable with one million power-on hours of testing incorporated into our microinverter design. This high reliability, plus a distributed architecture means ongoing operations and maintenance do not require emergency truck rolls, unlike string inverter or traditional inverters which have a 100% probability of failure leading to full replacement within 10 to 12 years. In addition, with module-level monitoring capabilities, remote maintenance can pinpoint issues, thus reducing any time on site. Finally, the networked-nature of our system enables us to remotely update the firmware and software of the microinverters, reducing ongoing utility compliance costs.

Our Strategy

Our objective is to be the leading provider of energy management solutions for the solar industry worldwide. Key elements of our strategy include:

· Grow market share in our core markets. We intend to capitalize on our market leadership in the microinverter category and our momentum with installers and owners to expand our market share position in our core markets.

· Enter new geographic markets. We intend to further increase our market share in Europe, Asia Pacific and Latin America regions. In addition, we intend to expand into new markets with new and existing products and local go-to-market capabilities.

· Expand our product offerings. We continue to invest in research and development to develop all components of our energy management solution and remain committed to providing our customers and partners with best-in-class power electronics, storage solutions, communications, and load control all managed by a cloud-based energy management system.

· Increase power and efficiency and reduce cost per watt. Our engineering team is focused on continuing to increase average power conversion efficiency above 97% and AC output power beyond 280 watts. We intend to continue to leverage our semiconductor integration, power electronics expertise and manufacturing economies of scale to further reduce cost per watt.

· Extend our technological innovation. We distinguish ourselves from other inverter companies with our systems-based and high technology approach, and the ability to leverage strong research and development capabilities.

Customers and Sales

We currently offer solutions targeting the residential and commercial markets in the U.S., Canada, Mexico and Central American markets, Europe, Australia, New Zealand, India and certain other Asian markets. We sell our solutions primarily to solar distributors who resell to installers and integrators, who in turn integrate our products into complete solar PV installations for residential and commercial system owners. We work with many of the leading solar and electrical distributors. In addition to our distributors, we sell directly to large installers, original equipment manufacturers (“OEM”), strategic partners and homeowners. Our OEM customers include solar module manufacturers who bundle our products and solutions with their solar module products and resell to both distributors and installers. Strategic partners include a variety of companies including industrial equipment suppliers and providers of solar financing solutions. In 2018, one customer accounted for approximately 19% of total net revenues. Over the last three years, revenues generated from the U.S. market have represented 69% to 80% of our total revenue.

Manufacturing, Quality Control and Key Suppliers

We outsource the manufacturing of our products to manufacturing partners. Flex Ltd. and affiliates (“Flex”) assemble and test our microinverter, AC Battery and Envoy products. Prices for such services are agreed to by the parties on a quarterly basis, and we are obligated to purchase manufactured products and raw materials that cannot be resold upon the termination of the agreement. Flex also provides receiving, kitting, storage, transportation, inventory visibility and other value-added logistics services at locations managed by Flex. Hong Kong Sinbon Industrial Limited manufactures our custom AC cables. In addition, we rely on several unaffiliated companies to supply certain components used in the fabrication of our products.
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Our partnership with Flex provides us with strategic manufacturing capabilities and flexibility. We announced in 2018 that starting in the second quarter of 2019, Flex is expected to begin producing our products in Mexico to serve the markets in the Americas. We anticipate that this additional manufacturing capacity in Mexico could help us to not only mitigate tariffs, but also better serve our customers by cutting down delivery times.

Customer Service

We continue to cultivate an organizational focus on customer satisfaction and are committed to providing a best-in-class customer experience. We maintain high levels of customer engagement through our customer support group and the Enlighten cloud-based software portal. During 2018, we introduced self-service support tools to help installers and homeowners solve their problems quickly. We launched Service-on-the-Go™, which installers can use from their mobile devices to get service instantly. We also started tracking our Net Promoter Score (commonly referred to as “NPS”) as another tool to measure how our customers perceive us and how likely they are to recommend us to a friend or colleague.

Research and Development

We devote substantial resources to research and development with the objective of developing new products and systems, adding new features to existing products and systems and reducing unit costs. Our development strategy is to identify features, products and systems for both software and hardware that reduce the cost and optimize the effectiveness of our energy management solutions for our customers. We measure the effectiveness of our research and development against metrics, including product unit cost, efficiency, reliability, power output and ease-of-use.

Intellectual Property

We operate in an industry in which innovation, investment in new ideas and protection of our intellectual property, or IP, rights are critical for success. We protect our technology through a variety of means, including through patent, trademark, copyright and trade secrets laws in the U.S. and similar laws in other countries, confidentiality agreements and other contractual arrangements. As of December 31, 2018, we had 220 issued U.S. patents, 118 issued foreign patents, 71 pending U.S. patent applications and 70 pending foreign counterpart patent applications. Our issued patents are scheduled to expire between years 2020 and 2037.

We license certain power line communications technology and software for integration into our ASICs under a fully-paid, royalty-free license, which includes the right for us to source directly from the licensor’s suppliers or manufacture certain ASIC hardware should the licensor fail, under certain conditions, to deliver such technology in the future. This license includes a limited exclusivity period during which the licensor has agreed not to license the licensed technology to any third-party manufacturer of electronic components or systems for use in the solar energy market. The license carries a 75-year term, subject to earlier termination upon agreement of the parties, or by us in connection with the insolvency of the licensor.

We also license digital intellectual property cores, or IP blocks, for integration into and distribution with certain electronic components built into our products, including our ASICs, complex programmable logic devices, or CPLDs, and field -programmable gate arrays, or FPGAs. This is a fully-paid, non-exclusive, non-transferable, royalty-free license providing for the integration of such digital IP blocks in an unlimited number of electronic component designs and the distribution of such electronic components with our products. Other than in connection with the distribution of our products, our use of such digital IP blocks is limited to certain of our business sites. The license is perpetual, subject to earlier termination by either party upon the termination, suspension or insolvency of the other party’s business, or by the licensor upon a breach of the license agreement by us. In addition, we license open source software from third parties for integration into our Envoy products. Such open source software is licensed under open source licenses. These licenses are perpetual and require us to attribute the source of the software to the original software developer, which we provide via our website.

We continually assess the need for patent protection for those aspects of our technology, designs and methodologies and processes that we believe provide significant competitive advantages. A majority of our patents relate to DC to AC power conversion for alternative energy power systems, as well as power system monitoring, control and management systems.
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With respect to proprietary know-how that is not patentable and processes for which patents are difficult to enforce, we rely on trade secret protection and confidentiality agreements to safeguard our interests. We believe that many elements of our microinverter manufacturing process involve proprietary know-how, technology or data that are not covered by patents or patent applications, including technical processes, test equipment designs, algorithms and procedures.

All of our research and development personnel have entered into confidentiality and proprietary information agreements with us. These agreements address intellectual property protection issues and require our employees to assign to us all of the inventions, designs and technologies they develop during the course of employment with us.

We also require our customers and business partners to enter into confidentiality agreements before we disclose any sensitive aspects of our technology or business plans.

As part of our overall strategy to protect our intellectual property, we may take legal actions to prevent third parties from infringing upon or misappropriating our intellectual property or from otherwise gaining access to our technology.

Seasonality

Historically, the majority of our revenues are from the North American and European regions which experience higher sales of our products in the second, third and fourth quarters and have been affected by seasonal customer demand trends, including weather patterns and construction cycles. The first quarter historically has had softer customer demand in our industry, due to these same factors. Although these seasonal factors are common in the solar sector, historical patterns should not be considered a reliable indicator of our future sales activity or performance.

Competition

The markets for our products are highly competitive, and we compete with traditional inverter manufacturers and new technology start-ups. The principal areas in which we compete with other companies include:

· Product performance and features;

· Total cost of ownership;

· Breadth of product line;

· Local sales and distribution capabilities;

· Module compatibility and interoperability;

· Reliability and duration of product warranty;

· Technological expertise;

· Brand recognition;

· Customer service and support;

· Compliance with industry standards and certifications;

· Compliance with current and planned local electrical codes;

· Integration with storage offerings;

· Size and financial stability of operations;

· Size of installed base; and

· Local manufacturing and product content.
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Competitors in the inverter market include, among others, SolarEdge Technologies, Inc., SMA Solar Technology AG, Huawei Technologies Co. Ltd., Fronius International GmbH and ABB Ltd., and other companies offering alternative microinverter, DC-to-DC optimizer and other power electronic solutions. We principally compete with the large, incumbent solar inverter companies, because traditional central inverter solutions can be used as alternatives to our microinverter solution. We believe, however, that our microinverter solutions offer significant advantages and competitive differentiation relative to traditional central or string inverter technology, even when supplemented by DC-to-DC optimizers. Competitors in the storage market include producers of battery cells and other integrated storage systems.

Employees

As of December 31, 2018, we had 427 full-time employees. Of the full-time employees, 179 were engaged in research and development, 157 in sales and marketing, 51 in general and administration and 40 in manufacturing and operations. Of these employees, 195 were in the United States, 140 in India, 48 in New Zealand, 21 in Europe, 16 in Australia, 6 in China and 1 in Canada.

None of our employees are represented by a labor union; however, our employees in France are represented by a collective bargaining agreement. We have not experienced any employment-related work stoppages, and we consider our relations with our employees to be good.

Available Information

We file electronically with the U.S. Securities and Exchange Commission, or SEC, our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to those reports filed pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934, as amended, or the Exchange Act. We make available on our website at www.enphase.com (under “Company-Investors-Financials-SEC Filings”), free of charge, copies of these reports as soon as reasonably practicable after filing these reports with the SEC. The contents of our websites are not incorporated by reference into this Annual Report on Form 10-K or in any other report or document we file with the SEC, and any references to our websites are intended to be inactive textual references only.

Item 1A. Risk Factors

We have identified the following risks and uncertainties that may have a material adverse effect on our business, financial condition or results of operations. The risks described below are not the only ones we face. Additional risks not presently known to us or that we currently believe are not material may also significantly impair our business operations. 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. In assessing these risks, you should also refer to the other information contained in this Annual Report on Form 10-K, including our consolidated financial statements and related notes.

U.S. government actions with regard to the solar energy sector or international trade could materially harm our business, financial condition and results of operations.

The current U.S. presidential administration has created and may continue to create regulatory uncertainty in the clean energy sector generally and the solar energy sector in particular. If the administration or the U.S. Congress takes action to eliminate or reduce legislation, regulations and incentives supporting solar energy, such actions may result in a decrease in demand for solar energy in the U.S. and other geographical markets, which could materially harm our business, financial condition and results of operations.
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On September 24, 2018 the U.S. began assessing 10% tariffs on our microinverter products and related accessories which are manufactured in China. These tariffs are expected to increase to 25% on March 1, 2019. Such tariffs could have a negative impact on the overall demand for solar products in the U.S., and for our products in particular. Unless we obtain exemptions or take other actions to avoid them, such tariffs will continue to apply to our microinverters and other products. Such tariffs could hurt the demand for these products and materially harm our business, financial condition and results of operations. There is no guarantee that we will be successful in obtaining exemptions or that any actions that we may pursue with respect to the organization and operation of our business will effectively mitigate the effects of any tariffs that apply to our business. If we are not able to avoid or mitigate the effects of such tariffs, the tariffs (or mitigating actions we might take) could result in material additional costs to us and our suppliers, and our results of operations could be negatively impacted as a result.

Furthermore, a significant portion of our business activities are conducted in foreign countries, including Mexico, Canada and elsewhere. The U.S., Mexico and Canada are in the process of replacing the North American Free Trade Agreement (“NAFTA”) with the United States-Mexico-Canada Agreement (“USMCA”). At this time, the final version of the USMCA remains unclear. If the USMCA, or any other trade action taken by the administration, imposes any additional border tariff or takes any other actions making it more difficult for us to sell our products across international boundaries, our business, financial condition and results of operations could be adversely affected.

The rapidly changing solar industry makes it difficult to evaluate our current business and future prospects.

The rapidly changing solar industry makes it difficult to evaluate our current business and future prospects. We have encountered and will continue to encounter risks and difficulties frequently experienced by growing companies in rapidly changing industries, including increased expenses as we continue to grow our business. If we do not manage these risks and overcome these difficulties successfully, our business will suffer.

Since we began commercial shipments of our products, our revenue, gross profit and results of operations have varied and are likely to continue to vary from quarter to quarter due to a number of factors, many of which are not within our control. It is difficult for us to accurately forecast our future revenue and gross profit and plan expenses accordingly and, therefore, it is difficult for us to predict our future results of operations.

If demand for solar energy solutions does not grow or grows at a slower rate than we anticipate, our business will suffer.

Our microinverter and AC Battery storage systems are utilized in solar PV installations, which provide on-site distributed power generation. As a result, our future success depends on continued demand for solar energy solutions and the ability of solar equipment vendors to meet this demand. The solar industry is an evolving industry that has experienced substantial changes in recent years, and we cannot be certain that consumers and businesses will adopt solar PV systems as an alternative energy source at levels sufficient to continue to grow our business. Traditional electricity distribution is based on the regulated industry model under which businesses and consumers obtain their electricity from a government regulated utility. For alternative methods of distributed power to succeed, businesses and consumers must adopt new purchasing practices. The viability and continued growth in demand for solar energy solutions, and in turn, our products, may be impacted by many factors outside of our control, including:

· market acceptance of solar PV systems based on our product platform;

· cost competitiveness, reliability and performance of solar PV systems compared to conventional and non-solar renewable energy sources and products;

· availability and amount of government subsidies and incentives to support the development and deployment of solar energy solutions;

· the extent to which the electric power industry and broader energy industries are deregulated to permit broader adoption of solar electricity generation;

· the cost and availability of key raw materials and components used in the production of solar PV systems;

· prices of traditional utility-provided energy sources;

· levels of investment by end-users of solar energy products, which tend to decrease when economic growth slows; and
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· the emergence, continuance or success of, or increased government support for, other alternative energy generation technologies and products.

If demand for solar energy solutions does not grow, demand for our customers’ products as well as demand for our products will decrease, which would have an adverse impact on our ability to increase our revenue and grow our business.

Short-term demand and supply imbalances, especially for solar module technology, have recently caused prices for solar technology solutions to decline rapidly. Furthermore, competition in the solar industry has increased due to the emergence of lower-cost manufacturers along the entire solar value chain causing further price declines, excess inventory and oversupply. These market disruptions may continue to occur and may increase pressure to reduce prices, which could adversely affect our business and financial results.

The loss of, or events affecting, one of our major customers could reduce our sales and have a material adverse effect on our business, financial condition and results of operations.

In 2018, one customer accounted for approximately 19% of total net revenues. Our customers’ decisions to purchase our products are influenced by a number of factors outside of our control, including retail energy prices and government regulation and incentives, among others. Although we have agreements with some of our largest customers, these agreements generally do not have long-term purchase commitments and are generally terminable by either party after a relatively short notice period. In addition, these customers may decide to no longer use, or to reduce the use of, our products and services for other reasons that may be out of our control. We may also be affected by events impacting our large customers that result in their decreasing their orders with us or impairing their ability to pay for our products. The loss of, or events affecting, one or more of our large customers have had, could have and could continue to have a material adverse effect on our business, financial condition and results of operations.

The failure to successfully integrate our products with those of SunPower could have a material adverse effect on our business, financial condition and results of operations.

On August 9, 2018, we entered into a MSA with SunPower, from whom we also purchased certain intellectual property and other assets as part of the Asset Purchase Agreement (“APA”) transaction. Our failure to successfully integrate our microinverter products and software with SunPower’s solar modules could frustrate the purposes of our acquisition of SunPower’s assets, negatively impact our revenue projections, and otherwise have a material adverse effect on our business, financial condition and results of operations.

We may fail to realize some or all of the anticipated benefits of the SunPower transaction which may result in conflicts between us and SunPower.

Our ability to realize the anticipated benefits of the SunPower transaction will depend, to a large extent, on our ability to successfully execute the terms of the MSA, which could be a complex and time-consuming process. Any delay, failure or breach of obligations under the MSA could adversely impact the expected benefits of the transaction and could otherwise have a material adverse effect on our business, financial condition and results of operations.

Additionally, in connection with the APA transaction, SunPower acquired 7.5 million shares of our common stock and has the right to designate one member of our board of directors. Through its share ownership and board seat, SunPower may have the ability to directly or indirectly influence our business, and conflicts may arise between us and SunPower regarding corporate priorities and strategic objectives.

We depend upon a small number of outside contract manufacturers, and our operations could be disrupted if we encounter problems with these contract manufacturers.

We do not have internal manufacturing capabilities and rely upon a small number of contract manufacturers to build our products. Our reliance on a small number of contract manufacturers makes us vulnerable to possible capacity constraints and reduced control over component availability, delivery schedules, manufacturing yields and costs. We do not have long-term supply contracts with our contract manufacturing partners. Consequently, these manufacturers are not obligated to supply products to us for any period, in any specified quantity or at any certain price.
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The revenues that our contract manufacturers generate from our orders may represent a relatively small percentage of their overall revenues. As a result, fulfilling our orders may not be considered a priority in the event of constrained ability to fulfill all of their customer obligations in a timely manner. In addition, the facilities in which the vast majority of our products are manufactured are located outside of the U.S. We believe that the location of these facilities outside of the U.S. increases supply risk, including the risk of supply interruptions or reductions in manufacturing quality or controls.

If any of our contract manufacturers were unable or unwilling to manufacture our products in required volumes and at high quality levels or renew existing terms under supply agreements, we would have to identify, qualify and select acceptable alternative contract manufacturers. An alternative contract manufacturer may not be available to us when needed or may not be in a position to satisfy our quality or production requirements on commercially reasonable terms. Any significant interruption in manufacturing would require us to reduce our supply of products to our customers, which in turn would reduce our revenues, harm our relationships with our customers and cause us to forgo potential revenue opportunities.

Manufacturing problems could result in delays in product shipments to customers and could adversely affect our revenue, competitive position and reputation.

We may experience delays, disruptions or quality control problems in our manufacturing operations. Our product development, manufacturing and testing processes are complex and require significant technological and production process expertise. Such processes involve a number of precise steps from design to production. Any change in our processes could cause one or more production errors, requiring a temporary suspension or delay in our production line until the errors can be researched, identified and properly addressed and rectified. This may occur particularly as we introduce new products, modify our engineering and production techniques, and expand our capacity. In addition, our failure to maintain appropriate quality assurance processes could result in increased product failures, loss of customers, increased production costs and delays. Any of these developments could have a material adverse effect on our business, financial condition, and results of operations.

A disruption could also occur in our contract manufacturer’s facility due to any number of reasons, such as equipment failure, contaminated materials or process deviations, which could adversely impact manufacturing yields or delay product shipments. As a result, we could incur additional costs that would adversely affect our gross profit, and product shipments to our customers could be delayed beyond the schedules requested, which would negatively affect our revenue, competitive position and reputation.

Additionally, manufacturing yields depend on a number of factors, including the stability and manufacturability of the product design, manufacturing improvements gained over cumulative production volumes, and the quality and consistency of component parts. Capacity constraints, raw materials shortages, logistics issues, labor shortages, and changes in customer requirements, manufacturing facilities or processes have historically caused, and may in the future cause, reduced manufacturing yields, negatively impacting the gross profit on, and our production capacity for, those products. Moreover, an increase in the rejection and rework rate of products during the quality control process before, during or after manufacture would result in our experiencing lower yields, gross profit and production capacity.

Component shortages have required us and may continue to require us to incur expedited shipping costs to meet delivery schedules, which impacts our revenue and gross profit.

The risks of these types of manufacturing problems are further increased during the introduction of new product lines, which has from time to time caused, and may in the future cause, temporary suspension of product lines while problems are addressed or corrected. Since our business is substantially dependent on a limited number of product lines, any prolonged or substantial suspension could result in a material adverse effect on our revenue, gross profit, competitive position, and distributor and customer relationships.
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We depend on sole-source and limited-source suppliers for key components and products. If we are unable to source these components on a timely basis, we will not be able to deliver our products to our customers.

We depend on sole-source and limited-source suppliers for key components of our products. For example, our ASICs are purchased from a sole source supplier or developed for us by sole source suppliers. Any of the sole-source and limited-source suppliers upon whom we rely could experience quality and reliability issues, stop producing our components, cease operations, or be acquired by, or enter into exclusive arrangements with, our competitors. We generally do not have long-term supply agreements with our suppliers, and our purchase volumes may currently be too low for us to be considered a priority customer by most of our suppliers. As a result, most of these suppliers could stop selling to us at commercially reasonable prices, or at all. Any such quality or reliability issue, or interruption or delay may force us to seek similar components or products from alternative sources, which may not be available on commercially reasonable terms, or at all. Switching suppliers may require that we redesign our products to accommodate new components, and may potentially require us to re-qualify our products, which would be costly and time-consuming. Any interruption in the quality or supply of sole-source or limited-source components for our products would adversely affect our ability to meet scheduled product deliveries to our customers and could result in lost revenue or higher expenses and would harm our business.

If we or our contract manufacturers are unable to obtain raw materials in a timely manner or if the price of raw materials increases significantly, production time and product costs could increase, which may adversely affect our business.

The manufacturing and packaging processes used by our contract manufacturers depend on raw materials such as copper, aluminum, silicon and petroleum-based products. From time to time, suppliers may extend lead times, limit supplies or increase prices due to capacity constraints or other factors. Certain of our suppliers have the ability to pass along to us directly or through our contract manufacturers any increases in the price of raw materials. If the prices of these raw materials rise significantly, we may be unable to pass on the increased cost to our customers. While we may from time to time enter into hedging transactions to reduce our exposure to wide fluctuations in the cost of raw materials, the availability and effectiveness of these hedging transactions may be limited. Due to all these factors, our results of operations could be adversely affected if we or our contract manufacturers are unable to obtain adequate supplies of raw materials in a timely manner or at reasonable cost. In addition, from time to time, we or our contract manufacturers may need to reject raw materials that do not meet our specifications, resulting in potential delays or declines in output. Furthermore, problems with our raw materials may give rise to compatibility or performance issues in our products, which could lead to an increase in customer returns or product warranty claims. Errors or defects may arise from raw materials supplied by third parties that are beyond our detection or control, which could lead to additional customer returns or product warranty claims that may adversely affect our business and results of operations.

If we fail to retain our key personnel or if we fail to attract additional qualified personnel, we may not be able to achieve our anticipated level of growth and our business could suffer.

Our future success and ability to implement our business strategy depends, in part, on our ability to attract and retain key personnel, and on the continued contributions of members of our senior management team and key technical personnel, any of whom would be difficult to replace. All of our employees, including our senior management, are free to terminate their employment relationships with us at any time. Competition for highly skilled personnel is extremely intense, and we face challenges identifying, hiring and retaining qualified personnel in many areas of our business. If we fail to retain existing or recruit new senior management and other key personnel or if we fail to attract additional qualified personnel, we may not be able to achieve our strategic objectives and our business could suffer.

Future acquisitions could materially and adversely affect our results of operations.

We may in the future seek to expand our business through further acquisitions and strategic transactions. Such transactions involve a number of risks that could harm our business or result in us not achieving anticipated benefits, including issues with integrating acquired businesses, the diversion of management time and attention, failures in due diligence or in identifying financial and legal liabilities and other risks, transaction related impairments or financial charges and the assumption of liabilities. In our future transactions, we may also decide to pay all or a portion of the transaction consideration through dilutive equity issuances, and our future acquisitions may require significant reductions in our available cash or the incurrence of indebtedness, all of which could harm our operating results.
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Our gross profit may fluctuate over time, which could impair our ability to achieve or maintain profitability.

Our gross profit has varied in the past and is likely to continue to vary significantly from period to period. Our gross profit may be adversely affected by numerous factors, some of which are beyond our control, including:

· changes in customer, geographic or product mix;

· increased price competition, including the impact of customer and competitor discounts and rebates;

· our ability to reduce and control product costs, including our ability to make product cost reductions in a timely manner to offset declines in our product prices;

· warranty costs and reserves, including changes resulting from changes in estimates related to the long-term performance of our products, product replacement costs and warranty claim rates;

· loss of cost savings due to changes in component or raw material pricing or charges incurred due to inventory holding periods if product demand is not correctly anticipated;

· introduction of new products;

· ordering patterns from our distributors;

· price reductions on older products to sell remaining inventory;

· component shortages and related expedited shipping costs;

· our ability to reduce production costs, such as through technology innovations, in order to offset price declines in our products over time;

· changes in shipment volume;

· changes in distribution channels;

· excess and obsolete inventory and inventory holding charges;

· expediting costs incurred to meet customer delivery requirements;

· tariffs assessed on our products imported to the U.S. and elsewhere; and

· fluctuations in foreign currency exchange rates.

Fluctuations in gross profit may adversely affect our ability to manage our business or achieve or maintain profitability.

We have a history of losses which may continue in the future, and we cannot be certain that we will achieve or sustain profitability.

We have incurred substantial net losses since our inception and we may continue to incur additional losses in the future. For the years ended December 31, 2018, 2017 and 2016, we incurred net losses of $11.6 million, $45.2 million and $ 67.5 million, respectively. At December 31, 2018, we had an accumulated deficit of $346.3 million. Our revenue growth may slow or revenue may decline for a number of reasons, many of which are outside our control, including a decline in demand for our offerings, increased competition, a decrease in the growth of the solar industry or our market share, future declines in average selling prices of our products, the impact of U.S. trade tariffs established in 2018 and expected to increase in 2019, the imposition of additional tariffs applicable to our industry or our products, or our failure to capitalize on growth opportunities. If we fail to generate sufficient revenue to support our operations, we may not be able to achieve or sustain profitability.
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We are under continuous pressure to reduce the prices of our products, which has adversely affected, and may continue to adversely affect, our gross margins.

The solar power industry has been characterized by declining product prices over time. We have reduced the prices of our products in the past, and we expect to continue to experience pricing pressure for our products in the future, including from our major customers. In addition, we have reduced our prices ahead of planned cost reductions of our products, which has adversely affected our gross margins. When seeking to maintain or increase their market share, our competitors may also reduce the prices of their products. In addition, our customers may have the ability or seek to internally develop and manufacture competing products at a lower cost than we would otherwise charge, which would add additional pressure on us to lower our selling prices. If we are unable to offset any future reductions in our average selling prices by increasing our sales volume, reducing our costs and expenses or introducing new products, our gross margins would continue to be adversely affected.

Given the general downward pressure on prices for our products driven by competitive pressure and technological change, a principal component of our business strategy is reducing the costs to manufacture our products to remain competitive. If our competitors are able to drive down their manufacturing costs faster than we can or increase the efficiency of their products, our products may become less competitive even when adjusted for efficiency, and we may be forced to sell our products at a price lower than our cost. Further, if raw materials costs and other third-party component costs were to increase, we may not meet our cost reduction targets. If we cannot effectively execute our cost reduction roadmap, we may not be able to remain price competitive, which would result in lost market share and lower gross margins.

The solar industry is highly competitive, and we expect to face increased competition as new and existing competitors introduce products, which could negatively impact our results of operations and market share.

The market for solar power solutions is highly competitive. To date, we have competed primarily against central and string inverter manufacturers, but as the solar industry rapidly grows, new solutions and technologies are emerging that will directly compete with our business. A number of companies have developed or are developing microinverters and other products that will compete directly with our solutions in the module-level power electronics market. Competitors in the inverter market include, among others, SolarEdge Technologies, Inc., SMA Solar Technology AG, Huawei Technologies Co. Ltd., Fronius International GmbH and ABB Ltd. Other existing or emerging companies may also begin offering alternative microinverter, DC-to-DC optimizer, energy storage, monitoring and other solutions that compete with our products.

Several of our existing and potential competitors are significantly larger than we are and may have greater financial, marketing, distribution, and customer support resources, and may have significantly broader brand recognition, especially in certain markets. In addition, some of our competitors have more resources and experience in developing or acquiring new products and technologies and creating market awareness for these offerings. Further, certain competitors may be able to develop new products more quickly than we can and may be able to develop products that are more reliable or that provide more functionality than ours. In addition, some of our competitors have the financial resources to offer competitive products at aggressive or below-market pricing levels, which could cause us to lose sales or market share or require us to lower prices of our products in order to compete effectively. Suppliers of solar products, particularly solar modules, have experienced eroding prices over the last several years and as a result many have faced margin compression and declining revenues. If we have to reduce our prices, or if we are unable to offset any future reductions in our average selling prices by increasing our sales volume, reducing our costs and expenses or introducing new products, our revenues and gross profit would suffer.

We also may face competition from some of our customers or potential customers who evaluate our capabilities against the merits of manufacturing products internally. Other solar module manufacturers could also develop or acquire competing inverter technology or attempt to develop components that directly perform DC-to-AC conversion in the module itself. Due to the fact that such customers may not seek to make a profit directly from the manufacture of these products, they may have the ability to manufacture competitive products at a lower cost than we would charge such customers. As a result, these customers or potential customers may purchase fewer of our systems or sell products that compete with our systems, which would negatively impact our revenue and gross profit.
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Developments in alternative technologies or improvements in distributed solar energy generation may have a material adverse effect on demand for our offerings.

Significant developments in alternative technologies, such as advances in other forms of distributed solar PV power generation, storage solutions such as batteries, the widespread use or adoption of fuel cells for residential or commercial properties or improvements in other forms of centralized power production may have a material adverse effect on our business and prospects. Any failure by us to adopt new or enhanced technologies or processes, or to react to changes in existing technologies, could result in product obsolescence, the loss of competitiveness of our products, decreased revenue and a loss of market share to competitors.

Our PV systems, including our storage solution, integrated AC Module, eighth-generation IQ microinverters and Ensemble technology, may not achieve broader market acceptance, which would prevent us from increasing our revenue and market share.

If we fail to achieve broader market acceptance of our products, including international acceptance of our anticipated eighth-generation IQ microinverters and Ensemble technology, there would be an adverse impact on our ability to increase our revenue, gain market share and achieve and sustain profitability. Our ability to achieve broader market acceptance for our products will be impacted by a number of factors, including:

· our ability to produce PV systems that compete favorably against other solutions on the basis of price, quality, reliability and performance;

· our ability to timely introduce and complete new designs and timely qualify and certify our products;

· whether installers, system owners and solar financing providers will continue to adopt our systems, which have a relatively limited history with respect to reliability and performance;

· whether installers, system owners and solar financing providers will adopt our storage solution, which is a relatively new technology with a limited history with respect to reliability and performance;

· the ability of prospective system owners to obtain long-term financing for solar PV installations based on our product platform on acceptable terms or at all;

· our ability to develop products that comply with local standards and regulatory requirements, as well as potential in-country manufacturing requirements; and

· our ability to develop and maintain successful relationships with our customers and suppliers.

In addition, our ability to achieve increased market share will depend on our ability to increase sales to established solar installers, who have traditionally sold central or string inverters, or who currently sell DC-to-DC optimizers. These installers often have made substantial investments in design, installation resources and training in traditional central or string inverter systems or DC optimizers, which may create challenges for us to achieve their adoption of our solutions.

The reduction, elimination or expiration of government subsidies and economic incentives for on-grid solar electricity applications could reduce demand for solar PV systems and harm our business.

The market for on-grid applications, where solar power is used to supplement a customer’s electricity purchased from the utility network or sold to a utility under tariff, depends in large part on the availability and size of government and economic incentives that vary by geographic market. Because our customers’ sales are typically into the on-grid market, the reduction, elimination or expiration of government subsidies and economic incentives for on-grid solar electricity may negatively affect the competitiveness of solar electricity relative to conventional and non-solar renewable sources of electricity and could harm or halt the growth of the solar electricity industry and our business.

In general, the cost of solar power currently exceeds retail electricity rates, and we believe this tendency will continue in the near term. As a result, national, state and local government bodies in many countries, including the U.S., have provided incentives in the form of feed-in tariffs, or FiTs, rebates, tax credits and other incentives to system owners, distributors, system integrators and manufacturers of solar PV systems to promote the use of solar electricity in on-grid applications and to reduce dependency on other forms of energy. Many of these government incentives expire, phase out over time, terminate upon the exhaustion of the allocated funding, require renewal by the applicable authority or are being changed by governments due to changing market circumstances or changes to national, state or local energy policy.
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Electric utility companies or generators of electricity from other non-solar renewable sources of electricity may successfully lobby for changes in the relevant legislation in their markets that are harmful to the solar industry. Reductions in, or eliminations or expirations of, governmental incentives in regions where we focus our sales efforts could result in decreased demand for and lower revenue from solar PV systems there, which would adversely affect sales of our products. In addition, our ability to successfully penetrate new geographic markets may depend on new countries adopting and maintaining incentives to promote solar electricity, to the extent such incentives are not currently in place. Furthermore, electric utility companies may establish pricing structures or interconnection requirements that could adversely affect our sales and be harmful to the solar and distributed rooftop solar generation industry.

If we do not forecast demand for our products accurately, we may experience product shortages, delays in product shipment, excess product inventory, difficulties in planning expenses or disputes with suppliers, any of which will adversely affect our business and financial condition.

We manufacture our products according to our estimates of customer demand. This process requires us to make multiple forecasts and assumptions relating to the demand of our distributors, their end customers and general market conditions. Because we sell most of our products to distributors, who in turn sell to their end customers, we have limited visibility as to end-customer demand. We depend significantly on our distributors to provide us visibility into their end-customer demand, and we use these forecasts to make our own forecasts and planning decisions. If the information from our distributors turns out to be incorrect, then our own forecasts may also be inaccurate. Furthermore, we do not have long-term purchase commitments from our distributors or end customers, and our sales are generally made by purchase orders that may be canceled, changed or deferred without notice to us or penalty. As a result, it is difficult to forecast future customer demand to plan our operations.

If we overestimate demand for our products, or if purchase orders are canceled or shipments are delayed, we may have excess inventory that we cannot sell. We may have to make significant provisions for inventory write-downs based on events that are currently not known, and such provisions or any adjustments to such provisions could be material. We may also become involved in disputes with our suppliers who may claim that we failed to fulfill forecast or minimum purchase requirements. Conversely, if we underestimate demand, we may not have sufficient inventory to meet end-customer demand, and we may lose market share, damage relationships with our distributors and end customers and forgo potential revenue opportunities. Obtaining additional supply in the face of product shortages may be costly or impossible, particularly in the short term and in light of our outsourced manufacturing processes, which could prevent us from fulfilling orders in a timely and cost-efficient manner or at all. In addition, if we overestimate our production requirements, our contract manufacturers may purchase excess components and build excess inventory. If our contract manufacturers, at our request, purchase excess components that are unique to our products and are unable to recoup the costs of such excess through resale or return or build excess products, we could be required to pay for these excess parts or products and recognize related inventory write-downs.

In addition, we plan our operating expenses, including research and development expenses, hiring needs and inventory investments, in part on our estimates of customer demand and future revenue. If customer demand or revenue for a particular period is lower than we expect, we may not be able to proportionately reduce our fixed operating expenses for that period, which would harm our operating results for that period.

Our focus on a limited number of specific markets increases risks associated with the modification, elimination or expiration of governmental subsidies and economic incentives for on-grid solar electricity applications.

To date, we have generated the majority of our revenues from North America and expect to continue to generate a substantial amount of our revenues from North America in the future. There are a number of important incentives that are expected to phase-out or terminate in the future, which could adversely affect sales of our products. A substantial majority of our revenues come from the U.S., which has both federal and state incentives. For instance, the Renewable Energy and Job Creation Act of 2008 currently provides a 30% federal tax credit for residential and commercial solar installations through December 31, 2019 and reduced tax credits of 26% and 22% through December 31, 2020 and 2021 respectively, before being reduced to 10% for commercial installations and 0% for residential installations beginning in 2022. These tax credits could be reduced or eliminated as part of tax code changes or regulatory reform initiatives by the current Congress and presidential administration.
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In addition, net energy metering tariffs are being evaluated and, in some instances modified, which may have a negative impact on future inverter sales. We derive a significant portion of our revenues from California’s residential solar market and the existing California net energy metering tariff has been very successful in incentivizing the installation of residential solar systems. Future legislative or regulatory changes in California may discourage further growth in the residential solar market.

A number of European countries, including Germany, Belgium, Italy and the United Kingdom have adopted reductions in or concluded their net energy metering or FiT programs. Certain countries have proposed or enacted taxes levied on renewable energy. These and related developments have significantly impacted the solar industry in Europe and may adversely affect the future demand for the solar energy solutions in Europe.

We also sell our products in Australia. In 2012 Australia enacted a Renewable Energy Target (RET) that is intended to ensure that 33,000 Gigawatt-hours of Australia’s electricity comes from renewable sources by 2020. This policy supports both the installation of large-scale centralized renewable generation projects, along with small-scale systems of under 100kW each for residential and small business customers. 2018 saw the introduction of state-based incentive schemes, aimed at solar customers in the state of Victoria and battery storage in the state of South Australia. Other Australian states and territories are expected to introduce similar programs in 2019. Any change in, or failure to implement, these programs may adversely affect the demand for solar energy solutions in Australia.

U.S. federal and state tax credits, grants and other incentive programs have had a positive effect on our sales since inception. However, unless these programs are further extended or modified to allow for continued growth in the residential solar market, the phase-out of such programs could adversely affect sales of our products in the future. Reductions in incentives and uncertainty around future energy policy, including local content requirements, have negatively affected and may continue to negatively affect our business, financial condition, and results of operations as we seek to increase our business domestically and abroad. Additionally, as we further expand to other countries, changes in incentive programs or electricity policies could negatively affect returns on our investments in those countries as well as our business, financial condition, and results of operations.

Changes in current laws or regulations or the imposition of new laws or regulations, or new interpretations thereof, by federal or state agencies or foreign governments could impair our ability to compete in international markets.

Changes in current laws or regulations, or the imposition of new laws and regulations around the world, could materially and adversely affect our business, financial condition and results of operations. In addition, changes in our products or further changes in tariffs, export and import laws and implementing regulations may create delays in the introduction of new products in international markets, prevent our customers from deploying our products internationally or, in some cases, prevent the export or import of our products to certain countries altogether.

For example, several states or territories, including California, Hawaii and Queensland, Australia, have either implemented or are considering implementing new restrictions on incentives or rules regulating the installation of solar systems with which we may not be able to comply. In the event that we cannot comply with these or other new regulations or implement a solution to such noncompliance as they arise, the total market available for our microinverter products in such states, and our business as a result, may be adversely impacted.

While we are not aware of any other current or proposed export or import regulations that would materially restrict our ability to sell our products in countries where we offer our products for sale, any change in export or import regulations or related legislation, shift in approach to the enforcement or scope of existing regulations, or change in the countries, persons or technologies targeted by these regulations, could result in decreased use of our products by, or in our decreased ability to export or sell our products to, existing or potential customers with international operations. In such event, our business and results of operations could be adversely affected.
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The threat of global economic, capital markets and credit disruptions, including sovereign debt issues, pose risks for our business.

The threat of global economic, capital markets and credit disruptions pose risks for our business. These risks include slower economic activity and investment in projects that make use of our products and services. These economic developments, particularly decreased credit availability, have in the past reduced demand for solar products. For instance, the European sovereign debt crisis in recent years has caused and may continue to cause European governments to reduce, eliminate or allow to expire government subsidies and economic incentives for solar energy, which could limit our growth or cause our net sales to decline and materially and adversely affect our business, financial condition, and results of operations. These conditions, including reduced incentives, continued decreases in credit availability, as well as continued economic instability, have and may continue to adversely impact our business, financial condition and results of operations as we seek to increase our sales internationally.

Natural disasters, terrorist or cyber-attacks, or other catastrophic events could harm our operations.

Our worldwide operations could be subject to natural disasters and other business disruptions, which could harm our future revenue and financial condition and increase our costs and expenses. For example, our corporate headquarters in Fremont, California is located near major earthquake fault lines and our Petaluma, California facility is near fault lines and the sites of recent catastrophic wild fires. Further, a terrorist attack or cyber-attack, including one aimed at energy or communications infrastructure suppliers or our cloud-based monitoring service, could hinder or delay the development and sale or performance of our products. In the event that an earthquake, fire, tsunami, typhoon, terrorist or cyber-attack, or other natural, manmade or technical catastrophe were to damage or destroy any part of our facilities or those of our contract manufacturer, destroy or disrupt vital infrastructure systems or interrupt our operations or services for any extended period of time, our business, financial condition and results of operations would be materially and adversely affected.

We could be subject to breaches of our information technology systems, which could cause significant reputational, legal and financial damages.

Like many companies, we use and store a wide variety of confidential and proprietary information relating to our business. Although we make significant efforts to maintain the security and integrity of our information technology and related systems, and have implemented measures to manage the risk of a security breach or disruption, there can be no assurance that our security efforts and measures will be effective, or that attempted security breaches or disruptions would not be successful or damaging.

We devote substantial resources to network security, data encryption, and other security measures to protect our systems and data, but these security measures cannot provide absolute security. The techniques used in attempted cyber-attacks and intrusions are sophisticated and constantly evolving, and may be difficult to detect for long periods of time. We may be unable to anticipate these techniques or implement adequate preventative measures. Although to date we have not experienced breaches of our systems that have had a material adverse effect on our business, attacks and intrusions on our systems will continue and we may experience a breach of our systems that compromises sensitive company information or customer data. In addition, hardware, software, or applications we develop or procure from third parties may contain defects in design or manufacture or other problems that could unexpectedly compromise information security. If we experience a significant data security breach, we could be exposed to reputational damage and significant costs, including to rebuild our systems, modify our products and services, defend litigation, respond to government enforcement actions, pay damages or take other remedial steps, any of which could adversely affect our business, results of operations, and financial condition.

We may also share information with contractors and third-party providers to conduct our business. Although such contractors and third-party providers typically implement encryption and authentication technologies to secure the transmission and storage of data, those third-party providers may experience a significant data security breach, which may also detrimentally affect our business, results of operations, and financial condition.
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Any unauthorized access to, or disclosure or theft of personal information we gather, store or use could harm our reputation and subject us to claims or litigation.

We receive, store and use certain personal information of our customers, and the end-users of our customers’ solar PV systems, including names, addresses, e-mail addresses, credit information and energy production statistics. We also store and use personal information of our employees. We take steps to protect the security, integrity and confidentiality of the personal information we collect, store and transmit, but there is no guarantee that inadvertent or unauthorized use or disclosure will not occur or that third parties will not gain unauthorized access to this information despite our efforts. Because techniques used to obtain unauthorized access or sabotage systems change frequently and generally are not identified until they are launched against a target, we and our suppliers or vendors may be unable to anticipate these techniques or to implement adequate preventative or mitigation measures.

Effective May 25, 2018, the European Union, or EU, implemented the General Data Protection Regulation, or GDPR, a broad data protection framework that expands the scope of current EU data protection law to non-European Union entities that process, or control the processing of, the personal information of EU subjects. The GDPR allows for the imposition of fines and corrective action on entities that improperly use or disclose the personal information of EU subjects, including through a data security breach. On June 27, 2018, the state of California enacted the California Consumer Privacy Act of 2018 or CCPA, which contains requirements similar to GDPR for the handling of personal information of California residents, commencing on January 1, 2020.

Our and our collaborators’ and contractors’ failure to fully comply with GDPR, CCPA and other laws could lead to significant fines and require onerous corrective action. In addition, data security breaches experienced by us, our collaborators or contractors could result in the loss of trade secrets or other intellectual property, public disclosure of sensitive commercial data, and the exposure of personally identifiable information (including sensitive personal information) of our employees, customers, collaborators and others.

Unauthorized use or disclosure of, or access to, any personal information maintained by us or on our behalf, whether through breach of our systems, breach of the systems of our suppliers or vendors by an unauthorized party, or through employee or contractor error, theft or misuse, or otherwise, could harm our business. If any such unauthorized use or disclosure of, or access to, such personal information was to occur, our operations could be seriously disrupted, and we could be subject to demands, claims and litigation by private parties, and investigations, related actions, and penalties by regulatory authorities. In addition, we could incur significant costs in notifying affected persons and entities and otherwise complying with the multitude of foreign, federal, state and local laws and regulations relating to the unauthorized access to, or use or disclosure of, personal information. Finally, any perceived or actual unauthorized access to, or use or disclosure of, such information could harm our reputation, substantially impair our ability to attract and retain customers and have an adverse impact on our business, financial condition and results of operations.

We may be subject to disruptions or failures in information technology systems and network infrastructures that could have a material adverse effect on our business and financial condition.

We rely on the efficient and uninterrupted operation of complex information technology systems and network infrastructures to operate our business. In addition, our Enlighten web-based monitoring service, which our installers and end-user customers use to track and monitor the performance of their solar PV systems, is dependent on cloud-based hosting services, along with the availability of WiFi or mobile data services at end-user premises. A disruption, infiltration or failure of our information technology systems, third-party cloud hosting platforms or end-user data services as a result of software or hardware malfunctions, system implementations or upgrades, computer viruses, cyber-attacks, third-party security breaches, employee error, theft or misuse, malfeasance, power disruptions, natural disasters or accidents could cause breaches of data security, failure of our Enlighten service, loss of intellectual property and critical data and the release and misappropriation of sensitive competitive information and partner, customer and employee personal data. We have been and may in the future be subject to fraud attempts from outside parties through our electronic systems (such as “phishing” e-mail communications to our finance, technical or other personnel), which could put us at risk for harm from fraud, theft or other loss if our internal controls do not operate as intended. Any of these events could harm our competitive position, result in a loss of customer confidence, cause us to incur significant costs to remedy any damages and ultimately materially adversely affect our business and financial condition.
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A drop in the retail price of electricity derived from the utility grid or from alternative energy sources, or a change in utility pricing structures, may harm our business, financial condition and results of operations.

We believe that a system owner’s decision to purchase a solar PV system is strongly influenced by the cost of electricity generated by solar PV installations relative to the retail price of electricity from the utility grid and the cost of other renewable energy sources, including electricity from solar PV installations using central inverters. Decreases in the retail prices of electricity from the utility grid would make it more difficult for all solar PV systems to compete. In particular, growth in unconventional natural gas production and an increase in global liquefied natural gas capacity are expected to keep natural gas prices relatively low for the foreseeable future. Persistent low natural gas prices, lower prices of electricity produced from other energy sources, such as nuclear power or coal-fired plants, or improvements to the utility infrastructure could reduce the retail price of electricity from the utility grid, making the purchase of solar PV systems less economically attractive and depressing sales of our products. In addition, energy conservation technologies and public initiatives to reduce demand for electricity also could cause a fall in the retail price of electricity from the utility grid. Moreover, technological developments by our competitors in the solar industry, including manufacturers of central inverters and DC-to-DC optimizers, could allow these competitors or their partners to offer electricity at costs lower than those that can be achieved from solar PV installations based on our product platform, which could result in reduced demand for our products. Additionally, as increasing adoption of distributed generation places pressure on traditional utility business models or utility infrastructure, utilities may change their pricing structures to increase the cost of installation or operation of solar distributed generation. Such measures can include grid access fees, costly or lengthy interconnection studies, limitations on distributed generation penetration levels, or other measures. If the cost of electricity generated by solar PV installations incorporating our solutions is high relative to the cost of electricity from other sources, our business, financial condition and results of operations may be harmed.

Problems with product quality or product performance may cause us to continue to incur additional warranty expenses and may damage our market reputation and cause our revenue and gross profit to decline.

We offered 15-year limited warranties for our first and second generation microinverters and have offered a limited warranty of up to

25 years on each subsequent generation microinverters, including the current generation. Our limited warranties cover defects in materials and workmanship of our microinverters under normal use and service conditions for up to 25 years following installation. As a result, we bear the risk of warranty claims long after we have sold the product and recognized revenue. Our estimated costs of warranty for previously sold products may change depending on a number of factors, including failure rates and cost of providing replacement products.

While we offer warranties of up to 25 years, our microinverters have only been in use since mid-2008, when we first commenced commercial sales of our products. Although we conduct accelerated life cycle testing to measure performance and reliability, our solutions have not been tested over the full warranty cycle and do not have a sufficient operating history to confirm how they will perform over their estimated useful life. In addition, under real-world operating conditions, which may vary by location and design, as well as insolation, soiling and weather conditions, a typical solar PV installation may perform in a different way than under standard test conditions. If our products perform below expectations or have unexpected reliability problems, we may be unable to gain or retain customers and could face substantial warranty expense.

We are required to make assumptions and apply judgments, based on our accelerated life cycle testing and the limited operating history of our products, regarding a number of factors, including the durability and reliability of our products, our anticipated rate of warranty claims and the costs of replacement of defective products. Our assumptions have proved and could in the future prove to be materially different from the actual performance of our products, which has caused and may in the future cause us to incur substantial expense to repair or replace defective products. Increases in our estimates of future warranty obligations due to actual product failure rates, field service obligations and rework costs incurred in correcting product failures have caused and could in the future cause us to materially increase the amount of warranty obligations and have had, and may have in the future, a corresponding negative impact on our results of operations.

We also depend significantly on our reputation for reliability and high-quality products and services, exceptional customer service and our brand name to attract new customers and grow our business. If our products and services do not perform as anticipated or we experience unexpected reliability problems or widespread product failures, our brand and reputation could be significantly impaired, and we may lose, or be unable to gain or retain, customers.
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Defects and poor performance in our products could result in loss of customers, decreased revenue and unexpected expenses, and increases in warranty, indemnity and product liability claims arising from defective products.

Our products must meet stringent quality requirements and may contain undetected errors or defects, especially when new generations are released. Errors, defects or poor performance can arise due to design flaws, defects in raw materials or components or manufacturing difficulties, which can affect both the quality and the yield of the product. These errors or defects may be dangerous, as defective power components may cause power overloads, potentially resulting in explosion or fire. As we develop new generations of our products and enter new markets, we face higher risk of undetected defects because our testing protocols may not be able to fully test the products under all possible operating conditions. In the past, we have experienced defects in our products due to errors in the manufacturing and design process. Any actual or perceived errors, defects or poor performance in our products could result in the replacement or recall of our products, shipment delays, rejection of our products, damage to our reputation, lost revenue, diversion of our engineering personnel from our product development efforts in order to address or remedy any defects, and increases in customer service and support costs, all of which could have a material adverse effect on our business and operations.

Furthermore, defective, inefficient or poorly performing power components may give rise to warranty, indemnity or product liability claims against us that exceed any revenue or profit we receive from the affected products. We could incur significant costs and liabilities if we are sued and if damages are awarded against us. We currently maintain a moderate level of product liability insurance, and there can be no assurance that this insurance will provide sufficient coverage in the event of a claim. Also, we cannot predict whether we will be able to maintain this coverage on acceptable terms, if at all, or that a product liability claim would not harm our business or financial condition. Costs or payments we may make in connection with warranty and product liability claims or product recalls may adversely affect our financial condition and results of operations.

Our Enlighten web-based monitoring service, which our installers and end-user customers use to track and monitor the performance of their solar PV systems, may contain undetected errors, failures, or bugs, especially when new versions or enhancements are released. We have from time to time found defects in our service and new errors in our existing service may be detected in the future. Any errors, defects, disruptions in service or other performance problems with our monitoring service could harm our reputation and may damage our customers’ businesses.

If we are unable to effectively manage our operations, our business and operating results may suffer.

We have experienced, and expect to experience in the future, volatility in our sales and operations. Our historical growth and our more recent cost reduction initiatives have placed, and are expected to continue to place, significant demands on our management as well as our financial and operational resources, to:

· manage a dynamic organization;

· expand third-party manufacturing, testing and distribution capacity;

· execute on our cost reduction efforts and product initiatives with reduced headcount;

· build additional custom manufacturing test equipment;

· manage an increasing number of relationships with customers, suppliers and other third parties;

· manage acquired businesses or technologies and integration efforts related to acquisitions;

· increase our sales and marketing efforts;

· train and manage a dynamic and increasingly international employee base;

· broaden our customer support capabilities; and

· implement new and upgrade existing operational and financial systems.

We cannot assure you that our current and planned operations, personnel, systems, internal procedures and controls will be adequate to support our future operations. If we cannot manage our sales and operations effectively, we may be unable to take advantage of market opportunities, execute our business strategies or respond to competitive pressures, any of which could have a material adverse effect on our financial condition, results of operations, business or prospects.



– 24 –

Table of Contents


Our recent and planned expansion into new markets could subject us to additional business, financial and competitive risks.

We currently offer solar PV systems targeting the residential and commercial markets throughout the world, and we intend to expand into other international markets. Our success in new geographic and product markets will depend on a number of factors, such as:

· acceptance of microinverters in markets in which they have not traditionally been used;

· our ability to compete in new product markets to which we are not accustomed;

· our ability to manage manufacturing capacity and production;

· willingness of our potential customers to incur a higher upfront capital investment than may be required for competing solutions;

· timely qualification and certification of new products;

· our ability to reduce production costs in order to price our products competitively;

· availability of government subsidies and economic incentives for solar energy solutions;

· accurate forecasting and effective management of inventory levels in line with anticipated product demand; and

· our customer service capabilities and responsiveness.

Further, new geographic markets and larger commercial and utility-scale installation markets have different characteristics from the markets in which we currently sell products, and our success will depend on our ability to properly address these differences. These differences may include:

· differing regulatory requirements, including tax laws, trade laws, labor, safety, local content, recycling and consumer protection regulations, tariffs, export quotas, customs duties or other trade restrictions;

· limited or unfavorable intellectual property protection;

· risk of change in international political or economic conditions;

· restrictions on the repatriation of earnings;

· fluctuations in the value of foreign currencies and interest rates;

· difficulties and increased expenses in complying with a variety of U.S. and foreign laws, regulations and trade standards, including the Foreign Corrupt Practices Act and UK Bribery Act;

· potentially longer sales cycles;

· generally longer payment cycles and greater difficulty in collecting accounts receivable;

· higher volume requirements;

· increased customer concentrations;

· warranty expectations and product return policies; and

· cost, performance and compatibility requirements.

Failure to address these new markets successfully, to generate sufficient revenue from these markets to offset associated research and development, marketing and manufacturing costs, or to otherwise effectively anticipate and manage the risks and challenges associated with our potential expansion into new product and geographic markets, could adversely affect our revenues and our ability to achieve or sustain profitability.
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Ordering patterns from our distributors may cause our revenue to fluctuate significantly from period to period.

Our distributors place purchase orders with us based on their assessment of end-customer demand and their forecasts. Because these forecasts may not be accurate, channel inventory held at our distributors may fluctuate significantly due to the difference between their forecasts and actual demand. As a result, distributors may adjust their purchase orders placed with us in response to changing channel inventory levels, as well as their assessment of the latest market demand trends. We have limited visibility into future end customer demand. A significant decrease in our distributors’ channel inventory in one period may lead to a significant rebuilding of channel inventory in subsequent periods, or vice versa, which may cause our quarterly revenue and operating results to fluctuate significantly. This fluctuation may cause our results to fall short of analyst or investor expectations in a certain period, which may cause our stock price to decline.

If potential owners of solar PV systems based on our product platform are unable to secure financing on acceptable terms, we could experience a reduction in the demand for our solar PV systems.

Many owners of solar PV systems depend on financing to purchase their systems. The limited use of microinverters to date, coupled with our relatively smaller size and capitalization compared to some of our competitors, could result in lenders refusing to provide the financing necessary to purchase solar PV systems based on our product platform on favorable terms, or at all. Moreover, in the case of debt financed projects, even if lenders are willing to finance the purchase of these systems, an increase in interest rates or a change in tax incentives could make it difficult for owners to secure the financing necessary to purchase a solar PV system on favorable terms, or at all. In addition, we believe that a significant percentage of owners purchase solar PV systems as an investment, funding the initial capital expenditure through a combination of upfront cash and financing. Difficulties in obtaining financing for solar PV systems on favorable terms or increases in interest rates or changes in tax incentives, could lower an investor’s return on investment in a solar PV system, or make alternative solar PV systems or other investments more attractive relative to solar PV systems based on our product platform. Any of these events could result in reduced demand for our products, which could have a material adverse effect on our financial condition and results of operations. In addition, a significant share of residential solar installations has been provided through third-party financing structures, such as power purchase or lease agreements. Our sales growth may depend on sales to developers of third-party solar finance offerings who provide solar as a service via power purchase agreements or leasing structures. The third-party finance market for residential solar in the U.S. and elsewhere is or may become highly concentrated, with a few significant finance companies and several smaller entrants. If we are unable develop relationships and gain a significant share of inverter sales to the major finance companies or new entrants, our overall sales growth could be constrained.

We rely primarily on distributors, installers and providers of solar financing to assist in selling our products, and the failure of these customers to perform as expected could reduce our future revenue.

We sell our solutions primarily through distributors, as well as through direct sales to solar equipment installers and sales to developers of third-party solar finance offerings. We do not have exclusive arrangements with these third parties and, as a result, many of our customers also use or market and sell products from our competitors, which may reduce our sales. Our customers may generally terminate their relationships with us at any time, or with short notice. Our customers may fail to devote resources necessary to sell our products at the prices, in the volumes and within the time frames that we expect, or may focus their marketing and sales efforts on products of our competitors. In addition, participants in the solar industry are becoming increasingly focused on vertical integration of the solar financing and installation process, which may lead to an overall reduction in the number of potential parties who may purchase and install our products.

Our future performance depends on our ability to effectively manage our relationships with our existing customers, as well as to attract additional customers that will be able to market and support our products effectively, especially in markets in which we have not previously distributed our products. Termination of agreements with current customers, failure by customers to perform as expected, or failure by us to cultivate new customer relationships, could hinder our ability to expand our operations and harm our revenue and operating results.
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We may fail to capture customers in the new product and geographic markets that we are pursuing.

We are pursuing opportunities in energy management and energy storage which are highly competitive markets. We have made investments in our infrastructure, increased our operating costs and forgone other business opportunities in order to seek opportunities in these areas and will continue to do so. Any new product is subject to certain risks, including component sourcing, strategic partner selection and execution, customer acceptance, competition, product differentiation, market timing, challenges relating to economies of scale in component sourcing and the ability to attract and retain qualified personnel. There can be no assurance that we will be able to develop and grow these or any other new concepts to a point where they will become profitable or generate positive cash flow. If we fail to execute on our plan with respect to new product introductions, these new potential business segments fail to translate into revenue in the quantities or timeline projected, thus, having a materially adverse impact on our revenue, operating results and financial stability.

Our success in “AC module” versions of our microinverter system will depend in part upon our ability to continue to work closely with leading solar module manufacturers.

We continue to work on variants of our microinverter systems that enable direct attachment of a microinverter to solar modules. The market success of such “AC Module” solutions will depend in part on our ability to continue to work closely with SunPower and other solar module manufacturers to design microinverters that are compatible with such direct attachment to solar modules. We may not be able to encourage solar module manufacturers to work with us on the development of such compatible solutions for a variety of reasons, including differences in marketing or selling strategy, competitive considerations, lack of competitive pricing, and technological compatibility. In addition, our ability to form effective partnerships with solar module manufacturers may be adversely affected by the substantial challenges faced by many of these manufacturers due to declining prices and revenues from sales of solar modules and the tariffs in the U.S.

If we fail to protect, or incur significant costs in defending, our intellectual property and other proprietary rights, our business and results of operations could be materially harmed.

Our success depends to a significant degree on our ability to protect our intellectual property and other proprietary rights. We rely on a combination of patent, trademark, copyright, trade secret and unfair competition laws, as well as confidentiality and license agreements and other contractual provisions, to establish and protect our intellectual property and other proprietary rights. We have applied for patent and trademark registrations in the U.S. and in other countries, some of which have been issued. We cannot guarantee that any of our pending applications will be approved or that our existing and future intellectual property rights will be sufficiently broad to protect our proprietary technology, and any failure to obtain such approvals or finding that our intellectual property rights are invalid or unenforceable could force us to, among other things, rebrand or re-design our affected products. In countries where we have not applied for patent protection or where effective intellectual property protection is not available to the same extent as in the U.S., we may be at greater risk that our proprietary rights will be misappropriated, infringed or otherwise violated.

To protect our unregistered intellectual property, including our trade secrets and know-how, we rely in part on trade secret laws and confidentiality and invention assignment agreements with our employees and independent contractors. We also require other third parties who may have access to our proprietary technologies and information to enter into non-disclosure agreements. Such measures, however, provide only limited protection, and we cannot assure that our confidentiality and non-disclosure agreements will prevent unauthorized disclosure or use of our confidential information, especially after our employees or third parties end their employment or engagement with us, or provide us with an adequate remedy in the event of such disclosure. Furthermore, competitors or other third parties may independently discover our trade secrets, copy or reverse engineer our products or portions thereof, or develop similar technology. If we fail to protect our intellectual property and other proprietary rights, or if such intellectual property and proprietary rights are infringed, misappropriated or otherwise violated, our business, results of operations or financial condition could be materially harmed.

In the future, we may need to take legal action to prevent third parties from infringing upon or misappropriating our intellectual property or from otherwise gaining access to our technology. Protecting and enforcing our intellectual property rights and determining their validity and scope could result in significant litigation costs and require significant time and attention from our technical and management personnel, which could significantly harm our business. In addition, we may not prevail in such proceedings. An adverse outcome of any such proceeding may reduce our competitive advantage or otherwise harm our financial condition and our business.
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Third parties may assert that we are infringing upon their intellectual property rights, which could divert management’s attention, cause us to incur significant costs and prevent us from selling or using the technology to which such rights relate.

Our competitors and other third parties hold numerous patents related to technology used in our industry, and claims of patent or other intellectual property right infringement or violation have been litigated against our competitors. We may also be subject to such claims and litigation. Regardless of their merit, responding to such claims can be time consuming, divert management’s attention and resources, and may cause us to incur significant expenses. While we believe that our products and technology do not infringe upon any intellectual property rights of third parties, we cannot be certain that we would be successful in defending against any such claims. Furthermore, patent applications in the U.S. and most other countries are confidential for a period of time before being published, so we cannot be certain that we are not infringing third parties’ patent rights or that we were the first to conceive or protect inventions covered by our patents or patent applications. An adverse outcome with respect to any intellectual property claim could invalidate our proprietary rights and force us to do one or more of the following:

· obtain from a third-party claiming infringement a license to sell or use the relevant technology, which may not be available on reasonable terms, or at all;

· stop manufacturing, selling, incorporating or using products that embody the asserted intellectual property;

· pay substantial monetary damages;

· indemnify our customers under some of our customer contracts; or

· expend significant resources to redesign the products that use the infringing technology, or to develop or acquire non-infringing technology.

Any of these actions could result in a substantial reduction in our revenue and could result in losses over an extended period of time.

Our failure to obtain the right to use necessary third-party intellectual property rights on reasonable terms, or our failure to maintain, and comply with the terms and conditions applicable to these rights, could harm our business and prospects.

We have licensed, and in the future we may choose or be required to license, technology or intellectual property from third parties in connection with the development and marketing of our products. We cannot assure that such licenses will be available to us on commercially reasonable terms, or at all, and our inability to obtain such licenses could require us to substitute technology of lower quality or of greater cost. In addition, we incorporate open source software code in our proprietary software. Use of open source software can lead to greater risks than use of third-party commercial software, since open source licensors generally do not provide warranties or controls with respect to origin, functionality or other features of the software. Some open source software licenses require users who distribute open source software as part of their products to publicly disclose all or part of the source code in their software and make any derivative works of the open source code available for limited fees or at no cost. Although we monitor our use of open source software, open source license terms may be ambiguous, and many of the risks associated with the use of open source software cannot be eliminated. If we were found to have inappropriately used open source software, we may be required to release our proprietary source code, re-engineer our software, discontinue the sale of certain products in the event re-engineering cannot be accomplished on a timely basis, or take other remedial action. Furthermore, if we are unable to obtain or maintain licenses from third parties or fail to comply with open source licenses, we may be subject to costly third party claims of intellectual property infringement or ownership of our proprietary source code. Any of the above could harm our business and put us at a competitive disadvantage.
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Our business has been and could continue to be affected by seasonal trends and construction cycles.

We have been and could continue to be subject to industry-specific seasonal fluctuations, particularly in climates that experience colder or rainier weather during the winter months, such as northern Europe, Canada, and the U.S. In general, we expect our products in the second, third, and fourth quarters will be positively affected by seasonal customer demand trends, including solar economic incentives, weather patterns and construction cycles, preceded by a seasonally softer first quarter. In the U.S., customers will sometimes make purchasing decisions towards the end of the year in order to take advantage of tax credits or for budgetary reasons. In addition, construction levels are typically slower in colder and wetter months. In European countries with FiTs, the construction of solar PV systems may be concentrated during the second half of the calendar year, largely due to the annual reduction of the applicable minimum FiT and the fact that the coldest winter months are January through March. Accordingly, our business and quarterly results of operations could be affected by seasonal fluctuations in the future.

Conversion of our Convertible Notes may dilute the ownership interest of existing stockholders or may otherwise depress the price of our common stock.

In August 2018, we issued and sold a total of $65 million convertible senior notes due 2023 (the “Convertible Notes”) in a private placement to qualified institutional buyers and an affiliate of the Company. The conversion of some or all of the Convertible Notes may dilute the ownership interests of existing stockholders. Any sales in the public market of the common stock issuable upon such conversion could adversely affect prevailing market prices of our common stock. In addition, the existence of the Convertible Notes may encourage short selling by market participants because the conversion of the Convertible Notes could be used to satisfy short positions. In addition, the anticipated conversion of the Convertible Notes into shares of our common stock could depress the price of our common stock.

Servicing our debt requires a significant amount of cash, and we may not have sufficient cash flow from our business to pay our debt.

Our ability to make scheduled payments of the principal of, to pay interest on or to refinance our indebtedness, including the Convertible Notes, depends on our future performance, which is subject to economic, financial, competitive and other factors beyond our control. Our business may not continue to generate cash flow from operations in the future sufficient to service our debt, including the Convertible Notes, and make necessary capital expenditures. If we are unable to generate cash flow, we may be required to adopt one or more alternatives, such as selling assets, restructuring debt or obtaining additional equity capital on terms that may be onerous or highly dilutive. Our ability to refinance our indebtedness, including the Convertible Notes, will depend on the capital markets and our financial condition at such time. We may not be able to engage in any of those activities or engage in these activities on desirable terms, which could result in a default on our debt obligations, including our obligations under the Convertible Notes.

We may not have the ability to raise the funds necessary to repurchase the Convertible Notes upon a fundamental change or to repay the Convertible Notes at maturity.

Holders of our Convertible Notes will have the right to require us to repurchase all or a portion of their Convertible Notes upon the occurrence of a fundamental change at 100% of the principal amount of the Convertible Notes, plus accrued and unpaid interest. Fundamental change is defined in the Indenture entered into in connection with the Convertible Note financing and consists of events such as an acquisition of a majority of our outstanding common stock, an acquisition of our company or substantially all of our assets, the approval by our stockholders of a plan of liquidation or dissolution, or our common stock no longer being listed on the Nasdaq Global Select Market, the Nasdaq Global Market or the New York Stock Exchange. Moreover, we will be required to repay the Convertible Notes in cash at their maturity in August 2023, unless earlier converted or repurchased. However, we may not have enough available cash or be able to obtain financing at the time we are required to make repurchases of Convertible Notes surrendered or repay the Convertible Notes at maturity.

We may not be able to raise additional capital to execute on our current or future business opportunities on favorable terms, if at all, or without dilution to our stockholders.

We believe that our existing cash and cash equivalents and cash flows from our operating activities will be sufficient to meet our anticipated cash needs for at least the next 12 months. However, we may need to raise additional capital or debt financing to execute on our current or future business strategies, including to:

· provide additional cash reserves to support our operations;
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· invest in our research and development efforts;

· expand our operations into new product markets and new geographies;

· acquire complementary businesses, products, services or technologies; or

· otherwise pursue our strategic plans and respond to competitive pressures, including adjustments to our business to mitigate the effects of any tariffs that might apply to us or our industry.

We do not know what forms of financing, if any, will be available to us. If financing is not available on acceptable terms, if and when needed, our ability to fund our operations, enhance our research and development and sales and marketing functions, develop and enhance our products, respond to unanticipated events and opportunities, or otherwise respond to competitive pressures would be significantly limited. In any such event, our business, financial condition and results of operations could be materially harmed, and we may be unable to continue our operations. Moreover, if we raise additional funds through the issuance of equity or convertible debt securities, the percentage ownership of our stockholders could be significantly diluted, and these newly issued securities may have rights, preferences or privileges senior to those of existing stockholders.

If we fail to maintain an effective system of internal controls or are unable to remediate any deficiencies in our internal controls, we might not be able to report our financial results accurately or prevent fraud; in that case, our stockholders could lose confidence in our financial reporting, which would harm our business and could negatively impact the price of our stock.

Effective internal controls are necessary for us to provide reliable financial reports and prevent fraud. In addition, Section 404 of the Sarbanes-Oxley Act requires us to establish and maintain internal control over financial reporting and disclosure controls procedures. The process of implementing our internal controls and complying with Section 404 of the Sarbanes-Oxley Act has required, and will continue to require, significant attention of management. We are required to provide an auditor’s attestation report on management’s assessment of the effectiveness of our internal control over financial reporting, under Section 404(b) of the Sarbanes-Oxley Act, in conjunction with this Annual Report on Form 10 -K. If we or our independent registered public accounting firm discover a material weakness in our internal controls over financial reporting, the disclosure of that fact, even if quickly remedied, could reduce the market’s confidence in our financial statements and harm our stock price. To the extent any material weaknesses in our internal control over financial reporting are identified, we could be required to expend significant management time and financial resources to correct such material weaknesses or to respond to any resulting regulatory investigations or proceedings.

Our ability to use net operating losses to reduce future tax payments may be limited by provisions of the Internal Revenue Code and may be subject to further limitation as a result of future transactions.

Sections 382 and 383 of the Internal Revenue Code of 1986, as amended (the “Code”), contain rules that limit the ability of a company that undergoes an “ownership change,” generally defined as a more than 50 percentage point increase in the percentage of its stock owned by certain stockholders over a three-year period, to utilize its net operating loss and tax credit carryforwards and certain built-in losses recognized in the years after the ownership change. These rules generally operate by focusing on ownership changes involving stockholders who directly or indirectly own 5% or more of the stock of a company and any change in ownership arising from a new issuance of stock by the company. Generally, if an ownership change occurs, the yearly taxable income limitation on the use of net operating loss and tax credit carryforwards is equal to the product of the applicable long-term tax-exempt rate and the value of the company’s stock immediately before the ownership change. If these limitations apply, we may be unable to offset our taxable income with net operating losses, or our tax liability with credits, before these losses and credits expire. We have performed a study under Section 382 of the Code for fiscal year 2018 to assess whether an ownership change has occurred or whether there have been multiple ownership changes since we became a loss corporation under

Section 382 of the Code. Based on the study, we do not anticipate these limitations will significantly impact our ability to utilize the net operating losses and tax credit carryforwards. However, it is possible that future transactions (including issuances of new shares of our common stock and sales of shares of our common stock or other equity-linked securities) will cause us to undergo one or more additional ownership changes. In that event, we generally would not be able to use our net operating losses from periods prior to this ownership change to offset future taxable income in excess of the annual limitations imposed by Sections 382 and 383 of the Code, and those attributes that are already subject to limitations (as a result of our prior ownership changes) may be subject to more stringent limitations.


– 30 –

Table of Contents


Comprehensive tax reform laws could adversely affect our business and financial condition.

The U.S. government enacted comprehensive tax legislation in 2017 (the Tax Cuts and Jobs Act of 2017, or Tax Reform Act) that includes significant changes to the taxation of business entities. These changes include (i) a permanent reduction to the corporate income tax rate from 35% to 21%, (ii) a partial limitation on the deductibility of business interest expense, (iii) a shift of the U.S. taxation of multinational corporations from a tax on worldwide income to a territorial system (along with certain rules designed to prevent erosion of the U.S. income tax base) and (iv) a one-time tax on accumulated offshore earnings held in cash and illiquid assets, with the latter taxed at a lower rate. On December 22, 2017, the SEC issued Staff Accounting Bulletin (“SAB”) No. 118 (“SAB 118”) which provides a measurement period of no more than a year from the Tax Act enactment date for companies to complete the accounting under Accounting Standards Codification (“ASC”) 740 (“ASC 740”), “Income Taxes.” If our current taxable loss position should change, the Tax Reform Act could adversely affect our business and financial condition.

We are dependent on ocean transportation to deliver our products in a cost-efficient manner. If we are unable to use ocean transportation to deliver our products, our business and financial condition could be materially and adversely impacted.

We rely on commercial ocean transportation for the delivery of a large percentage of our products to our customers in North America, Europe, Australia and other markets. We also rely on more expensive air transportation when ocean transportation is not available or compatible with the delivery time requirements of our customers. Our ability to deliver our products via ocean transportation could be adversely impacted by shortages in available cargo capacity, changes by carriers and transportation companies in policies and practices, such as scheduling, pricing, payment terms and frequency of service or increases in the cost of fuel, taxes and labor; and other factors, such as labor strikes and work stoppages, not within our control. If we are unable to use ocean transportation, or are otherwise required to continue to substitute more expensive air transportation to meet delivery time requirements, our financial condition and results of operations could be materially and adversely impacted. Material interruptions in service or stoppages in transportation, whether caused by strike, work stoppage, lock-out, slowdown or otherwise, could materially and adversely impact our business, results of operations and financial condition.

The market price of our common stock may be volatile or may decline regardless of our operating performance.

The market price of our common stock has been and could be subject to wide fluctuations in response to, among other things, the risk factors described in this Annual Report on Form 10-K, and other factors beyond our control, such as fluctuations in the valuation of companies perceived by investors to be comparable to us. Furthermore, the stock markets have experienced price and volume fluctuations that have affected and continue to affect the market prices of equity securities of many companies. These fluctuations often have been unrelated or disproportionate to the operating performance of those companies. These broad market and industry fluctuations, as well as general economic, political and market conditions, such as recessions, interest rate changes or international currency fluctuations, may negatively affect the market price of our common stock. In the past, many companies that have experienced volatility in the market price of their stock have been subject to securities class action litigation. We may become the target of this type of litigation in the future. Securities litigation against us could result in substantial costs and divert our management’s attention from other business concerns, which could seriously harm our business.

Our financial results may vary significantly from quarter to quarter due to a number of factors, which may lead to volatility in our stock price.

Our quarterly revenue and results of operations have varied in the past and may continue to vary significantly from quarter to quarter. This variability may lead to volatility in our stock price as research analysts and investors respond to these quarterly fluctuations. These fluctuations are due to numerous factors, including:

· seasonal and other fluctuations in demand for our products;

· the timing, volume and product mix of sales of our products, which may have different average selling prices or profit margins;

· changes in our pricing and sales policies or the pricing and sales policies of our competitors;

· our ability to design, manufacture and deliver products to our customers in a timely and cost-effective manner and that meet customer requirements;
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· our ability to manage our relationships with our contract manufacturers, customers and suppliers;

· quality control or yield problems in our manufacturing operations;

· the anticipation, announcement or introductions of new or enhanced products by our competitors and ourselves;

· reductions in the retail price of electricity;

· changes in laws, regulations and policies applicable to our business and products, particularly those relating to government incentives for solar energy applications;

· the impact of tariffs on the solar industry in general and our products in particular;

· unanticipated increases in costs or expenses;

· the amount and timing of operating costs and capital expenditures related to the maintenance and expansion of our business operations;

· the impact of government-sponsored programs on our customers;

· our exposure to the credit risks of our customers, particularly in light of the fact that some of our customers are relatively new entrants to the solar market without long operating or credit histories;

· our ability to estimate future warranty obligations due to product failure rates, claim rates or replacement costs;

· our ability to forecast our customer demand and manufacturing requirements, and manage our inventory;

· fluctuations in our gross profit;

· our ability to predict our revenue and plan our expenses appropriately;

· fluctuations in foreign currency exchange rates;

· announcement of acquisitions or dispositions of our assets or business operations;

· changes in our management; and

· analyst reports or other news articles.

The above factors are difficult to forecast, and these, as well as other factors, could materially and adversely affect our quarterly and annual results of operations. Any failure to adjust spending quickly enough to compensate for a revenue shortfall could magnify the adverse impact of this revenue shortfall on our results of operations. Moreover, our results of operations may not meet our announced guidance or the expectations of research analysts or investors, in which case the price of our common stock could decrease significantly. There can be no assurance that we will be able to successfully address these risks.

If research analysts do not publish research about our business or if they issue unfavorable commentary or downgrade our common stock, our stock price and trading volume could decline.

The trading market for our common stock depends in part on the research and reports that research analysts publish about us and our business. The price of our common stock could decline if one or more research analysts downgrade our stock or if those analysts issue other unfavorable commentary or cease publishing reports about us or our business. If one or more of the research analysts ceases coverage of our company or fails to publish reports on us regularly, demand for our common stock could decrease, which could cause our stock price or trading volume to decline.
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Techniques employed by manipulative short sellers may drive down the market price of our common stock.

Short selling is the practice of selling securities that the seller does not own, but rather has borrowed from a third party with the intention of buying identical securities back at a later date to return to the lender. Short sellers hope to profit from a decline in the value of the securities between the sale of the borrowed securities and the purchase of the replacement shares, as the short seller expects to pay less in that purchase than it received in the sale. As it is in the short seller’s best interests for the price of the stock to decline, some short sellers publish, or arrange for the publication of, negative opinions regarding the issuer and its business prospects in order to create negative market momentum and generate profits for themselves after selling a stock short. The use of the Internet, social media, and blogging have allowed short sellers to publicly attack a company’s credibility, strategy and veracity by means of so-called “research reports” that mimic the type of investment analysis performed by legitimate securities research analysts. These short attacks have in the past led to stock price declines and significant selling activity in our common stock. Issuers with limited trading volumes or substantial retail shareholder bases can be particularly susceptible to higher volatility levels, and can be particularly vulnerable to such short attacks.

Short seller publications are not regulated by any governmental, self-regulatory organization or other official authority in the U.S., are not subject to the certification requirements imposed by the SEC in Regulation AC (Regulation Analyst Certification) and, accordingly, the opinions they express may be based on distortions of actual facts or, in some cases, outright fabrications. In light of the limited risks involved in publishing such information, and the significant profits that can be made from running successful short attacks, short sellers will likely continue to issue such reports. Such short-seller attacks may cause our stock to suffer a decline in market price.

If we fail to meet the continued listing standards of Nasdaq, our common stock may be delisted, which could have a material adverse effect on the liquidity and market price of our common stock.

Our common stock is currently traded on the Nasdaq Global Market. The Nasdaq Stock Market LLC (“Nasdaq”) has requirements that a company must meet in order to remain listed. There can be no assurance that we will continue to meet these requirements in the future. If we fail to meet any such requirements, Nasdaq may initiate delisting processes. If our common stock were to be delisted, the liquidity of our common stock would be adversely affected, and the market price of our common stock could decrease.

Our affiliated stockholders, executive officers and directors own a significant percentage of our stock, and they may take actions that our other stockholders may not view as beneficial.

Our affiliated stockholders, executive officers and directors collectively own a significant percentage of our common stock. This significant concentration of share ownership may adversely affect the trading price for our common stock because investors often perceive disadvantages in owning stock in companies with controlling stockholders. Also, as a result, these stockholders, acting together, may be able to control our management and affairs and matters requiring stockholder approval, including the election of directors and approval of significant corporate transactions, such as mergers, consolidations or the sale of substantially all of our assets. Consequently, this concentration of ownership may have the effect of delaying or preventing a change in control, including a merger, consolidation or other business combination involving us, or discouraging a potential acquirer from making a tender offer or otherwise attempting to obtain control, even if this change in control would benefit our other stockholders.

Sales of a substantial number of shares of our common stock in the public market by our existing stockholders could cause our stock price to fall.

Sales of a substantial number of shares of our common stock in the public market or the perception that these sales might occur, could depress the market price of our common stock and could impair our ability to raise capital through the sale of additional equity securities. We are unable to predict the effect that sales may have on the prevailing market price of our common stock. All of the outstanding shares of our common stock are eligible for sale in the public market, subject in some cases to agreed limits on sale volumes and the volume limitations and manner of sale requirements of Rule 144 under the Securities Act. Sales of stock by our stockholders could have a material adverse effect on the trading price of our common stock.
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Certain holders of our securities are entitled to rights with respect to the registration of their shares under the Securities Act. Registration of these shares under the Securities Act would result in the shares becoming freely tradable without restriction under the Securities Act. For instance, in December, we filed a resale registration statement related to 7.5 million shares of our common stock that were issued to SunPower upon the closing of the APA transaction. Any sales of securities by SunPower or other stockholders with registration rights could have a material adverse effect on the trading price of our common stock.

We currently do not intend to pay dividends on our common stock and, consequently, your only opportunity to achieve a return on your investment is if the price of our common stock appreciates.

We currently do not plan to declare dividends on shares of our common stock in the foreseeable future. In addition, our term loan agreement restricts our ability to pay dividends. Consequently, an investor’s only opportunity to achieve a return on its investment in our company will be if the market price of our common stock appreciates and the investor sells its shares at a profit.

Our charter documents and Delaware law could prevent a takeover that stockholders consider favorable and could also reduce the market price of our stock.

Our certificate of incorporation and our bylaws contain provisions that could delay or prevent a change in control of our company. These provisions could also make it more difficult for stockholders to elect directors and take other corporate actions, including effecting changes in our management. These provisions include:

· providing for a classified board of directors with staggered, three-year terms, which could delay the ability of stockholders to change the membership of a majority of our board of directors;

· not providing for cumulative voting in the election of directors, which limits the ability of minority stockholders to elect director candidates;

· authorizing our board of directors to issue, without stockholder approval, preferred stock rights senior to those of common stock, which could be used to significantly dilute the ownership of a hostile acquiror;

· prohibiting stockholder action by written consent, which forces stockholder action to be taken at an annual or special meeting of our stockholders;

· requiring the affirmative vote of holders of at least 66 2/3% of the voting power of all of the then outstanding shares of voting stock, voting as a single class, to amend provisions of our certificate of incorporation relating to the management of our business, our board of directors, stockholder action by written consent, advance notification of stockholder nominations and proposals, forum selection and the liability of our directors, or to amend our bylaws, which may inhibit the ability of stockholders or an acquiror to effect such amendments to facilitate changes in management or an unsolicited takeover attempt;

· requiring special meetings of stockholders may only be called by our chairman of the board, if any, our chief executive officer, our president or a majority of our board of directors, which could delay the ability of our stockholders to force consideration of a proposal or to take action, including the removal of directors; and

· requiring advance notification of stockholder nominations and proposals, which may discourage or deter a potential acquiror from conducting a solicitation of proxies to elect the acquiror’s own slate of directors or otherwise attempting to obtain control of us.

In addition, the provisions of Section 203 of the Delaware General Corporate Law may prohibit large stockholders, in particular those owning 15% or more of our outstanding common stock, from engaging in certain business combinations, without approval of substantially all of our stockholders, for a certain period of time.

These provisions in our certificate of incorporation, our bylaws and under Delaware law could discourage potential takeover attempts, reduce the price that investors might be willing to pay for shares of our common stock in the future and result in the market price being lower than it would be without these provisions.

Item 1B. Unresolved Staff Comments

None.
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Item 2. Properties

Our corporate headquarters occupy approximately 23,000 square feet in Fremont, California under a lease that expires in November 2023 and accommodates our executive offices, sales, marketing, operations, finance and administrative activities. We also occupy office buildings in Petaluma, California under leases that expires in April 2022 and accommodate our principal engineering activities. In addition, we occupy office space in Boise, Idaho, France, the Netherlands, Australia, New Zealand and India. At this time, we believe our facilities are adequate for our near term operational and business needs.

Item 3. Legal Proceedings

From time to time, we may be involved in litigation relating to claims arising out of our operations. We are not currently involved in any material legal proceedings, and our management believes there are currently no claims or actions pending against us, the ultimate disposition of which could have a material adverse effect on our operations, financial condition, or cash flows. We may, however, be involved in material legal proceedings in the future. Such matters are subject to uncertainty and there can be no assurance that such legal proceedings will not have a material adverse effect on our business, results of operations, financial position or cash flows.

Item 4. Mine Safety Disclosures

Not applicable.

PART II

Item 5. Market for the Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity Securities Common Stock
Our common stock has been traded on The Nasdaq Global Market under the symbol “ENPH” since March 30, 2012.

Holders

As of March 6, 2019, there were approximately 26 holders of record of our common stock, one of which was Cede & Co., a nominee for Depository Trust Company (“DTC”). All of the shares of our common stock held by brokerage firms, banks and other financial institutions as nominees for beneficial owners are deposited into participant accounts at DTC and are therefore considered to be held of record by Cede & Co. as one stockholder.

Dividend Policy

We have never paid any cash dividends on our common stock. We currently anticipate that we will retain any available funds to finance the growth and operation of our business and we do not anticipate paying any cash dividends in the foreseeable future.

Recent Sales of Unregistered Securities

Except as previously reported in our quarterly reports on Form 10-Q and current reports on Form 8-K filed with the SEC during the year ended December 31, 2018, there were no unregistered sales of equity securities by us during the year ended December 31, 2018.


– 35 –

Table of Contents


Stock Performance Graph

This section is not “soliciting material” and is not deemed “filed” for purposes of Section 18 of the Securities and Exchange Act of 1934 (the Exchange Act) or otherwise subject to the liabilities of that section, nor shall it be deemed incorporated by reference in any filing under the Securities Act of 1933 or the Exchange Act, regardless of any general incorporation language in such filing.

The graph depicted below shows a comparison of cumulative total stockholder returns for our common stock, the Russell 2000 and the Guggenheim Solar Index for the period from December 31, 2013 to December 31, 2018. An investment of $100 is assumed to have been made in our common stock and in each index on December 31, 2013, all dividends were reinvested, and the relative performance of the investments are tracked through December 31, 2018. The information shown is historical and stockholder returns over the indicated period should not be considered indicative of future stockholder returns or future performance.
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	Enphase Energy, Inc.
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	16
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	38
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	$
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Item 6. Selected Consolidated Financial Data

The information set forth below for the five years ended December 31, 2018 is not necessarily indicative of results of future operations, and should be read in conjunction with Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations,” and the consolidated financial statements and related notes thereto included in Item 8. “Financial Statements and Supplementary Data,” of this Annual Report on Form 10-K to fully understand the factors that may affect the comparability of the information presented below.

	
	
	
	
	
	
	
	
	
	Years Ended December 31,
	
	
	
	
	

	
	
	
	
	
	2018*
	
	
	
	2017
	
	
	2016
	
	
	2015
	
	
	2014
	

	
	
	
	
	
	
	
	
	
	(in thousands, except per share data)
	
	
	
	

	Consolidated Statement of Operations Data:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Net revenues
	
	$
	316,159
	$
	286,166
	
	$
	322,591
	
	$
	357,249
	$
	343,904
	

	Cost of revenues
	
	
	
	221,714
	
	
	
	230,123
	
	
	264,583
	
	
	249,032
	
	
	230,861
	

	Gross profit
	
	
	
	94,445
	
	
	
	56,043
	
	
	
	58,008
	
	
	108,217
	
	
	113,043
	

	Operating expenses:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Research and development
	
	
	
	32,587
	
	
	
	33,157
	
	
	
	50,703
	
	
	50,819
	
	
	45,386
	

	Sales and marketing
	
	
	
	27,047
	
	
	
	23,126
	
	
	
	38,810
	
	
	45,877
	
	
	41,003
	

	General and administrative
	
	
	
	29,086
	
	
	
	22,221
	
	
	
	27,418
	
	
	30,830
	
	
	31,083
	

	Restructuring and other charges
	
	
	
	4,129
	
	
	
	16,917
	
	
	
	3,777
	
	
	—
	
	
	—
	

	Total operating expenses
	
	
	
	92,849
	
	
	
	95,421
	
	
	120,708
	
	
	127,526
	
	
	117,472
	

	Income (loss) from operations
	
	
	
	1,596
	
	
	
	(39,378)
	
	
	
	(62,700)
	
	
	(19,309)
	
	
	(4,429)
	

	Other income (expense), net:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Interest expense
	
	
	
	(9,635)
	
	
	
	(7,936)
	
	
	
	(2,773)
	
	
	(501)
	
	
	(1,863)
	

	Other income (expense)
	
	
	
	(2,190)
	
	
	
	1,973
	
	
	
	(514)
	
	
	(893)
	
	
	(994)
	

	Total other expense, net
	
	
	
	(11,825)
	
	
	
	(5,963)
	
	
	
	(3,287)
	
	
	(1,394)
	
	
	(2,857)
	

	Loss before income taxes
	
	
	
	(10,229)
	
	
	
	(45,341)
	
	
	
	(65,987)
	
	
	(20,703)
	
	
	(7,286)
	

	Benefit from (provision for) income taxes
	
	
	
	(1,398)
	
	
	
	149
	
	
	
	(1,475)
	
	
	(1,379)
	
	
	(766)
	

	Net loss attributable to common stockholders
	
	
	$
	(11,627)
	
	
	$
	(45,192)
	
	$
	
	(67,462)
	
	$
	(22,082)
	
	$
	(8,052)
	

	Net loss per share attributable to common stockholders,
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	basic and diluted
	
	
	$
	(0.12)
	
	
	$
	(0.54)
	
	$
	
	(1.34)
	
	$
	(0.49)
	
	$
	(0.19)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Shares used in computing net loss per share attributable
	99,619
	
	
	
	82,939
	
	
	
	50,519
	
	
	44,632
	
	
	42,903
	

	to common stockholders, basic and diluted
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	As of December 31,
	
	
	
	
	
	

	
	
	
	2018*
	
	2017
	
	
	2016
	
	
	
	2015
	
	
	2014
	

	
	
	
	
	
	
	
	
	
	(in thousands)
	
	
	
	
	
	

	Consolidated Balance Sheet Data:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Cash and cash equivalents
	$
	106,237
	$
	29,144
	$
	
	
	17,764
	$
	
	
	28,452
	$
	42,032
	

	Total assets
	
	339,937
	
	169,147
	
	
	163,576
	
	
	
	165,528
	
	
	152,192
	

	Warranty obligations
	
	31,294
	
	29,816
	
	
	
	31,414
	
	
	
	30,547
	
	
	33,940
	

	Debt
	
	109,783
	
	49,751
	
	
	
	33,900
	
	
	
	17,000
	
	
	—
	

	Total stockholders’ equity (deficit)
	
	7,776
	
	(9,126)
	
	
	1,300
	
	
	
	41,449
	
	
	46,952
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Additional Data:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Working capital
	$
	75,141
	$
	38,705
	$
	
	
	35,092
	$
	
	
	48,920
	$
	56,190
	

	Gross margin percentage
	
	29.9
	%
	19.6
	%
	
	
	18.0
	%
	
	
	30.3  %
	
	
	32.9  %
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



· Amounts include the impact of the adoption of Accounting Standards Codification (“ASC”) No. 606, “Revenue Recognition,” on January 1, 2018. See Note 3, “Revenue Recognition” (“ASC 606” or “Topic 606”) of the notes to consolidated financial statements included in Item 8 of this Form 10-K.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Forward-Looking Statements

The following discussion and analysis of our financial condition and results of operations should be read together with our consolidated financial statements and related notes appearing elsewhere in this Annual Report on Form 10-K. This discussion contains forward-looking statements reflecting our current expectations and involves risks and uncertainties. In some cases, you can identify forward-looking statements by terminology such as “may,” “will,” “should,” “expect,” “plan,” “anticipate,” “believe,” “estimate,” “predict,” “intend,” “potential” or “continue” or the negative of these terms or other comparable terminology. For example, statements regarding our expectations as to future financial performance, expense levels and liquidity sources are forward-looking statements. Our actual results and the timing of events may differ materially from those discussed in our forward-looking statements as a result of various factors, including those discussed below and those discussed in the section entitled “Risk Factors” and elsewhere in this report.

Overview and 2018 Highlights

We are a global energy technology company, delivering smart, easy-to-use solutions that connect solar generation, storage and communications management on one intelligent platform. We revolutionized solar with our microinverter technology and produce the world’s only truly integrated solar-plus-storage solution. We have shipped more than 19 million microinverters, representing over 4 gigawatts of solar PV generating capacity, and more than 855,000 Enphase residential and commercial systems have been deployed in over 125 countries.

We sell our solutions primarily to distributors who resell them to solar installers. We also sell directly to large installers, OEMs, strategic partners and homeowners. Over the last three years, revenues generated from the U.S. market have represented 69% to 80% of our total revenue.

Our first commercial shipment occurred in mid-2008. Our net revenues were $316.2 million, $286.2 million and $322.6 million for 2018, 2017 and 2016, respectively. We incurred net losses of $11.6 million, $45.2 million and $ 67.5 million for 2018, 2017 and 2016, respectively. As of December 31, 2018, we had $106.2 million in cash and cash equivalents and working capital of $75.1 million.

Our 2018 priorities included focusing on customer service and achieving our financial operating model. Quality and customer service are the cornerstones of our strategy and were instrumental in our turnaround in financial performance in 2018. We began by focusing on call center metrics in the U.S., Europe and Australia, and reduced the average wait time from over 10 minutes in 2017 to approximately 2 minutes by the end of 2018. We introduced self-service tools such as the Service-On-The-Go™ that allow our installers and partners to submit requests from their phone in less than 60 seconds.

Our financial operating model sets gross margin, operating expense and operating income targets expressed as a percentage of net revenue. Our financial operating model explicitly focuses on profitability rather than market share. We are pleased with the progress towards achieving our financial operating model targets for gross margin, operating expenses and operating income, which we achieved through a combination of disciplined planning and rigorous execution.

The launch of IQ 7 worldwide, the smallest, lightest and most powerful microinverter we have ever made, was a key factor in improving gross margin. Every region of the world where our products are sold is now using this seventh-generation microinverter. In the fourth quarter of 2018, 84% of our microinverter shipments were IQ 7. We systematically rolled out high-power and high-efficiency variants of the IQ 7 microinverters in 2018. Selling these variants simultaneously improved gross margin and delivered a better price per watt for the installer.

As of December 31, 2018, we had $106.2 million in cash, as compared to $29.1 million as of December 31, 2017. In February 2018, we raised $20.0 million through a private placement of common stock and also reached an agreement with our lender to defer approximately 50% of the principal payments due in 2018 under our term loans. The amount deferred in 2018 was amortized over the remaining term of the loan. On January 28, 2019, we repaid in full the remaining principal amount of the term loans of $39.5 million plus accrued interest and fees. In August 2018, we sold $65.0 million aggregate principal amount of convertible senior notes due 2023 in a private placement and received net proceeds of $ 62.4 million, after deducting the underwriters’ fees and other issuance costs. See Note 11. “Debt,” and Note 13. “Sale of Common Stock,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K for further information.
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On August 9, 2018, we completed the purchase of assets primarily relating to SunPower’s microinverter business (the “Business”). Upon the closing of the transactions under the APA on August 9, 2018, we acquired intellectual property, technology and other assets primarily relating to the Business and assumed certain intellectual property and customer relationship of the Business for the following consideration:

(i) $25.0 million payable in cash; and (ii) 7.5 million shares of our common stock issued to SunPower at closing. In addition, as conditions to the closing, we and SunPower entered into (i) a MSA under which SunPower is obligated to exclusively procure module level power electronics and related equipment for use in the U.S. residential market from us for a period of five years and (ii) a stockholders agreement to establish certain SunPower rights and obligations related to the shares issued, including SunPower’s right to appoint one person to our board of directors, certain additional transfer restrictions on the shares, and voting, standstill and other undertakings by SunPower. See Note 20. “Acquisition,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K for further information.

2019 Outlook

We believe our solid execution in 2018 positions us well to take advantage of future growth opportunities, and we need to maintain our focus in order to capitalize on such opportunities. Our top three priorities for 2019 are customer experience, improvement of internal business processes and continued focus on the vectors for profitable top line growth.

Customer Experience. Quality and Customer Service constitute customer experience. On the service front, our installer, distributor and module partners are our first line of association with our ultimate customer, the homeowner and business user. Our goals are to partner better with these service providers so that we can provide exceptional serve to our homeowner. We are convinced that continued customer experience improvements can be a competitive advantage for us.

Improve Internal Business Processes. There are three critical business processes we are focusing on this year: Operational Business Process for streamlining the Quote to Cash Cycle; New Product Business Process for launching new product predictably; and Human Resource Business Process for talent management. These processes are critical in improving every aspect of our company for sustainable long-term profitable growth.

Profitable Top Line Growth. Our four vectors for our goal of achieving profitable top line growth are IQ 7 regional expansion, high-power and high-performance products, ACMs, and Ensemble Solar and Storage technology.

· Our IQ 7 transition is nearly complete. Component shortages in 2018 limited our ability to meet customer demand, and we expect these shortages to alleviate in 2019 allowing us to fully realize the financial benefits of this product in the second half of 2019.

· We expect to introduce high-power products, including IQ 7A, which cater to 375-450W DC panels, much like the IQ 7+ and IQ 7X which cater to 325-400W DC panels in 2019. In early 2019, we have started sampling the IQ 7A product in limited quantities to one of our lead customers.

· Enphase Energized ACMs represent a significant part of our strategy to achieve profitable top line growth. This plug and play solution allow installers to be more competitive through improved logistics, reduced installation time, faster inspection and training. In the fourth quarter of 2018, we began volume shipments of our IQ 7XS™, with a continued ramp in 2019.

· Ensemble Solar and Storage technology represents a complete system that provides homeowners with new levels of choice and energy independence. We expect to release Ensemble grid-agnostic products in a phased manner starting in the fourth quarter of 2019. While there will be limited financial contribution from Ensemble in 2019, we will be preparing the market, aligning customers and educating homeowners for an expected robust 2020 with this technology.

Components of Consolidated Statements of Operations

Net Revenues

We primarily generate net revenues from sales of our solutions and related accessories, which can include our AC Battery storage systems, our Envoy communications gateway and Enlighten cloud-based monitoring service as well as other accessories.


– 39 –

Table of Contents


Our revenue is affected by changes in the volume and average selling prices of our solutions and related accessories, supply and demand, sales incentives, and competitive product offerings. Our revenue growth is dependent on our ability to compete effectively in the marketplace by remaining cost competitive, developing and introducing new products that meet the changing technology and performance requirements of our customers, the diversification and expansion of our revenue base, and our ability to market our products in a manner that increases awareness for microinverter technology and differentiates us in the marketplace.

Cost of Revenues and Gross Profit

Cost of revenues is comprised primarily of product costs, warranty, manufacturing personnel and logistics costs, freight costs, depreciation and amortization of test equipment and hosting services costs. Our product costs are impacted by technological innovations, such as advances in semiconductor integration and new product introductions, economies of scale resulting in lower component costs, and improvements in production processes and automation. Certain costs, primarily personnel and depreciation and amortization of test equipment, are not directly affected by sales volume.

We outsource our manufacturing to third-party contract manufacturers and generally negotiate product pricing with them on a quarterly basis. We believe our contract manufacturing partners have sufficient production capacity to meet the anticipated demand for our products for the foreseeable future. However, shortages in the supply of certain key raw materials could adversely affect our ability to meet customer demand for our products. We contract with third parties, including one of our contract manufacturers, to serve as our logistics providers by warehousing and delivering our products in the U.S., Europe and Asia.

Gross profit may vary from quarter to quarter and is primarily affected by our average selling prices, product cost, product mix, warranty costs and sales volume fluctuations resulting from seasonality.

Operating Expenses

Operating expenses consist of research and development, sales and marketing, general and administrative and restructuring expenses. Personnel-related costs are the most significant component of each of these expense categories other than restructuring expense and include salaries, benefits, payroll taxes, sales commissions, incentive compensation and stock-based compensation.

Research and development expense include personnel-related expenses, third-party design and development costs, testing and evaluation costs, depreciation expense and other indirect costs. Research and development employees are primarily engaged in the design and development of power electronics, semiconductors, powerline communications, networking and software functionality, and storage. We devote substantial resources to research and development programs that focus on enhancements to, and cost efficiencies in, our existing products and timely development of new products that utilize technological innovation to drive down product costs, improve functionality, and enhance reliability. We intend to continue to invest appropriate resources in our research and development efforts because we believe they are critical to maintaining our competitive position.

Sales and marketing expense include personnel-related expenses, travel, trade shows, marketing, customer support and other indirect costs. We expect to continue to make the necessary investments to enable us to execute our strategy to increase our market penetration geographically and enter into new markets by expanding our customer base of distributors, large installers, OEMs and strategic partners. We currently offer solutions targeting the residential and commercial markets in the U.S., Canada, Mexico and Central American markets, Europe, Australia, New Zealand, India and certain other Asian markets. We expect to continue to expand the geographic reach of our product offerings and explore new sales channels in addressable markets in the future.

General and administrative expense include personnel-related expenses for our executive, finance, human resources, information technology and legal organization, facilities costs, and fees for professional services. Fees for professional services consist primarily of outside legal, accounting and information technology consulting costs.
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Restructuring charges are the net charges resulting from restructuring initiatives implemented in 2016‑2017 (the “2016 Plan”) and 2018 (the “2018 Plan”) to improve operational performance and reduce overall operating expenses. Under the 2016 Plan, costs included in restructuring primarily consisted of fees paid to management consultants engaged to assist us in making organizational and structural changes to improve operational efficiencies and reduce expenses, severance for workforce reduction actions, non-cash charges related to the disposition of assets and impairment of property and equipment, and the establishment of lease loss reserves. The net charge for the 2016 Plan included a gain on the divestiture of our services business. Charges related to our 2016 Plan were largely completed in 2017. Under the 2018 Plan, costs included in restructuring primarily consisted of employee severance and one-time benefits, workforce reorganization charges, non-cash charges related to impairment of property and equipment, and the establishment of lease loss reserves. See Note 10. “Restructuring,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K for additional information.

Other Expense, Net

Other expense, net primarily consists of interest expense and commitment fees under our term loans and convertible notes, and non-cash interest expense related to the amortization of deferred financing costs. Other expense, net also includes gains or losses upon conversion of foreign currency transactions into U.S. dollars.

Income Tax Benefit (Provision)

We are subject to income taxes in the countries where we sell our products. Historically, we have primarily been subject to taxation in the U.S. because we have sold the majority of our products to customers in the U.S. As we have expanded the sale of products to customers outside the U.S., we have become subject to taxation based on the foreign statutory rates in the countries where these sales took place. As sales in foreign jurisdictions increase in the future, our effective tax rate may fluctuate accordingly. As of December 31, 2018, due to the history of losses we have generated in the U.S. since inception, we believe that it is more-likely-than-not that all of our U.S. and state deferred tax assets will not be realized.

Summary Consolidated Statements of Operations

The following table sets forth a summary of our consolidated statements of operations for the periods presented (in thousands):

	
	
	
	Years Ended December 31,
	

	
	
	
	2018*
	
	
	2017
	
	
	2016

	Net revenues
	$
	316,159
	
	$
	286,166
	
	$
	322,591

	Cost of revenues
	
	221,714
	
	
	230,123
	
	
	264,583

	Gross profit
	
	94,445
	
	
	56,043
	
	
	58,008

	Operating expenses:
	
	
	
	
	
	
	
	

	Research and development
	
	32,587
	
	
	33,157
	
	
	50,703

	Sales and marketing
	
	27,047
	
	
	23,126
	
	
	38,810

	General and administrative
	
	29,086
	
	
	22,221
	
	
	27,418

	Restructuring charges
	
	4,129
	
	
	16,917
	
	
	3,777

	Total operating expenses
	
	92,849
	
	
	95,421
	
	
	120,708

	Income (loss) from operations
	
	1,596
	
	
	(39,378)
	
	
	(62,700)

	Other expense, net
	
	(11,825)
	
	
	(5,963)
	
	
	(3,287)

	Loss before income taxes
	
	(10,229)
	
	
	(45,341)
	
	
	(65,987)

	Income tax benefit (provision)
	
	(1,398)
	
	
	149
	
	
	(1,475)

	Net loss
	$
	(11,627)
	
	$
	(45,192)
	
	$
	(67,462)

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	



· Amounts include the impact of the adoption of Accounting Standards Codification (“ASC”) No. 606, “Revenue Recognition,” on January 1, 2018. See Note 3, “Revenue Recognition” (“ASC 606” or “Topic 606”) of the notes to consolidated financial statements included in Item 8 of this Form 10-K.
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Comparison of 2018, 2017 and 2016

Net Revenues

	
	
	
	Years Ended
	
	
	
	
	
	
	
	Years Ended
	
	
	
	
	

	
	
	
	December 31,
	
	Change in
	
	
	
	December 31,
	
	Change in
	

	
	
	
	2018*
	
	2017
	
	
	$
	%
	
	
	2017
	
	2016
	
	
	$
	%

	
	
	
	
	
	
	
	
	(In thousands, except percentages)
	
	
	
	
	
	

	Net revenues
	$
	316,159
	$
	286,166
	
	$
	29,993
	10%  $
	286,166
	$
	322,591
	
	$
	(36,425)
	(11) %

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



· Amounts include the impact of the adoption of Accounting Standards Codification (“ASC”) No. 606, “Revenue Recognition,” on January 1, 2018. See Note 3, “Revenue Recognition” (“ASC 606” or “Topic 606”) of the notes to consolidated financial statements included in Item 8 of this Form 10-K.

2018 Compared to 2017. Net revenues increased by 10% in 2018, as compared to 2017, due primarily to an increase in the average selling price per inverter combined with $ 5.3 million of revenue earned under a joint development agreement. We sold 2.8 million microinverter units in 2018, as compared to 2.9 million units in the same period in 2017. The impact of the lower sales volume was more than offset by an increase in average selling price per microinverter due to the transition to our IQ series of microinverters and pricing management. See Note 3. “Revenue Recognition,” of the notes to consolidated financial statements.

2017 Compared to 2016. Net revenues decreased by 11% to $286.2 million in 2017, as compared to 2016. The number of microinverter units sold decreased by 6% to approximately 2.9 million units in 2017 in part due to our efforts to improve gross margins, which included foregoing low-margin sales. Net revenues decreased year-over-year primarily due to the lower volume combined with a decline in the average selling prices of our products. The decrease in net revenues was partially offset by the recognition of $2.2 million of deferred revenue resulting from a change in estimate of the service period related to sales of our Envoy product.

Cost of Revenues and Gross Margin

	
	
	
	Years Ended
	
	
	
	
	
	
	
	Years Ended
	
	
	
	
	

	
	
	
	December 31,
	
	Change in
	
	
	
	December 31,
	
	Change in
	

	
	
	
	2018*
	
	2017
	
	
	$
	%
	
	
	2017
	
	2016
	
	
	$
	%

	
	
	
	
	
	
	
	
	(In thousands, except percentages)
	
	
	
	
	
	

	Cost of revenues
	$
	221,714
	$
	230,123
	
	$
	(8,409)
	(4)%  $
	230,123
	$
	264,583
	
	$
	(34,460)
	(13)%

	Gross profit
	
	94,445
	
	56,043
	
	
	38,402
	69 %
	
	
	56,043
	
	58,008
	
	
	(1,965)
	(3)%

	Gross margin
	
	29.9%
	
	19.6%
	
	
	
	
	
	
	19.6%
	
	18.0%
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



· Amounts include the impact of the adoption of Accounting Standards Codification (“ASC”) No. 606, “Revenue Recognition,” on January 1, 2018. See Note 3, “Revenue Recognition” (“ASC 606” or “Topic 606”) of the notes to consolidated financial statements included in Item 8 of this Form 10-K.

2018 Compared to 2017. Cost of revenues decreased by 4% in 2018, as compared to 2017, primarily due to an 11% decrease in the average product cost. Gross margin increased by 10.3 percentage points for 2018, as compared to 2017. The increase in gross margin was primarily attributable to increased product margins as a result of the transition to our IQ 7 microinverter as well as our other product cost management efforts. The improvement in margin due to the $5.3 million in revenue under a joint development arrangement was offset by an increase in other cost of goods sold, including increased expedite fees and logistics costs associated with supply constraints due to industry wide component shortages. Our ability to reduce product costs and the timing of product cost reductions relative to declines in the selling prices of our products can have a significant impact on our gross margin.

2017 Compared to 2016. Cost of revenues decreased by 13% in 2017, as compared to 2016, and was primarily attributable to the transition in 2017 to our next generation IQ microinverters, which have a lower cost profile than the previous generation, as well as the decline in sales volume. Gross margin increased by 1.6 percentage points to 19.6% in 2017, as compared to 18.0% in 2016. The primary drivers of the gross margin increase were lower warranty expense and logistics costs as a percentage of net revenues in 2017 as compared to 2016.
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Research and Development

	
	
	Years Ended
	
	
	
	
	
	
	
	Years Ended
	
	
	
	
	

	
	
	December 31,
	
	Change in
	
	
	
	December 31,
	
	Change in
	

	
	
	2018
	
	2017
	
	
	$
	%
	
	
	2017
	
	2016
	
	
	$
	%

	
	
	
	
	
	
	
	(In thousands, except percentages)
	
	
	
	
	
	

	Research and
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	development
	$
	32,587
	$
	33,157
	
	$
	(570)
	(2)%  $
	33,157
	$
	50,703
	
	$
	(17,546)
	(35)%

	Percentage of net
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	revenues
	
	10%
	
	12%
	
	
	
	
	
	
	12%
	
	16%
	
	
	
	



2018 Compared to 2017. Research and development expense decreased by $0.6 million in 2018, as compared to the same period in

2017. The decrease is due to lower personnel-related expenses, equipment costs and professional expenses associated with the development, introduction and qualification of new products. The decrease was partially offset by higher engineering expenses. The decrease in personnel-related expenses was primarily due to a cumulative decrease in labor costs associated with moving certain functions to lower cost locations as part of restructuring actions taken in 2017 and 2018. The decrease in personnel-related expenses was partially offset by higher bonus compensation, stock-based compensation expense and travel expenses. The amount of research and development expenses may fluctuate from period to period due to the differing levels and stages of development activity.

2017 Compared to 2016. Research and development expenses decreased by $17.5 million in 2017, as compared to 2016. The decrease was primarily due to the implementation of our restructuring initiative that eliminated non-core projects resulting in an $11.5 million reduction in research and development personnel related expenses and a $5.9 million reduction in lab parts, product prototypes and professional fees.

Sales and Marketing

	
	
	Years Ended
	
	
	
	
	
	
	
	Years Ended
	
	
	
	
	

	
	
	December 31,
	
	Change in
	
	
	
	December 31,
	
	
	
	Change in
	

	
	
	2018
	
	2017
	
	
	$
	%
	
	
	2017
	
	2016
	
	
	$
	%

	
	
	
	
	
	
	
	(In thousands, except percentages)
	
	
	
	
	
	

	Sales and marketing
	$
	27,047
	$
	23,126
	
	$
	3,921
	17%  $
	23,126
	$
	38,810
	
	$
	(15,684)
	(40)%

	Percentage of net
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	revenues
	
	9%
	
	8%
	
	
	
	
	
	
	8%
	
	12%
	
	
	
	



2018 Compared to 2017. Sales and marketing expense increased by $3.9 million in 2018, as compared to 2017. The increase was primarily due to higher personnel related expenses, professional fees, equipment costs, advertising and marketing expenses and bad debt expenses. The increase was partially offset by lower facilities costs. The increase in personnel-related expenses include higher stock-based compensation expense, payroll expenses due to increasing our sales team and recruiting fees. The increase in personnel-related expenses was partially offset by lower spending on contractors and temporary employees, bonus compensation and benefits.

2017 Compared to 2016. Sales and marketing expenses decreased by $15.7 million in 2017, as compared to 2016. The decrease was primarily due to the implementation of our restructuring initiative resulting in an $ 8.5 million decrease in compensation costs as a result of lower headcount and a $1.2 million decrease in travel and entertainment expenses as a result of cost savings initiatives. Bad debt expense was reduced by $2.6 million in 2017 as compared to 2016, and advertising and professional fees were reduced by $2.8 million.
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General and Administrative

	
	
	Years Ended
	
	
	
	
	
	
	
	Years Ended
	
	
	
	
	

	
	
	December 31,
	
	Change in
	
	
	
	December 31,
	
	
	
	Change in
	

	
	
	2018
	
	2017
	
	
	$
	%
	
	
	2017
	
	2016
	
	
	$
	%

	
	
	
	
	
	
	
	(In thousands, except percentages)
	
	
	
	
	
	

	General and
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	administrative
	$
	29,086
	$
	22,221
	
	$
	6,865
	31%  $
	22,221
	$
	27,418
	
	$
	(5,197)
	(19)%

	Percentage of net
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	revenues
	
	9%
	
	8%
	
	
	
	
	
	
	8%
	
	8%
	
	
	
	



2018 Compared to 2017. General and administrative expense increased by $6.9 million in 2018, as compared to 2017. The increase was primarily due to higher personnel-related expenses, additional consulting and advisory fees due to our first year of SOX compliance efforts, $1.8 million paid to resolve a dispute with a supplier, and $0.8 million of acquisition-related expenses. The increase was partially offset by lower legal fees and equipment costs. The increase in personnel-related expenses was primarily attributable to higher stock-based compensation expense, higher spending on contractors and temporary employees, salary and bonus compensation and travel expenses. The increase in personnel-related expenses was partially offset by lower employee recruitment costs.

2017 Compared to 2016. General and administrative expenses decreased by $5.2 million in 2017, as compared to 2016. The decrease was primarily due to the implementation of our restructuring initiative that eliminated non-core projects resulting in a $4.9 million reduction in general and administrative personnel related expenses, a $0.8 million reduction in facilities related expenses and a $1.0 million reduction in depreciation expense as a result of a lower fixed asset base. These decreases were partially offset by a $1.7 million increase in accounting and legal fees.

Restructuring and Other Charges

	
	
	Years Ended
	
	
	
	
	
	
	
	Years Ended
	
	
	
	
	

	
	
	December 31,
	
	Change in
	
	
	
	December 31,
	
	
	
	Change in
	

	
	
	2018
	
	2017
	
	
	$
	%
	
	
	2017
	
	2016
	
	
	$
	%

	
	
	
	
	
	
	
	(In thousands, except percentages)
	
	
	
	
	
	

	Restructuring charges   $
	4,129
	$
	16,917
	
	$
	(12,788)
	(76)%  $
	16,917
	$
	3,777
	
	$
	13,140
	348%

	Percentage of net
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	revenues
	1%
	
	6%
	
	
	
	
	
	
	6%
	
	1%
	
	
	
	



2018 Compared to 2017. We implemented a restructuring plan in the third quarter of 2018 to lower our operating expenses. This plan included a realignment of our global workforce to lower cost locations and a relocation of our corporate headquarters. Restructuring charges for 2018 primarily included $2.2 million in cash-based severance and related benefits, $1.6 million in charges for assets impairment, and $0.3 million for lease loss reserves. We expect to incur additional restructuring charges in the near-term under this restructuring plan.

2017 Compared to 2016. We implemented a restructuring plan in the third quarter of 2016 to lower our operating expenses and cost of revenues that included reductions in our global workforce and the elimination of certain non-core projects. In 2017 we engaged a management consulting firm to assist us in making organizational and structural changes to improve operational efficiencies and reduce expenses.
Restructuring charges in 2017 include $12.1 million of consulting services, $2.8 million in cash-based severance and related benefits and $2.0 million in charges for asset impairments and lease loss reserves.
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Other Income (Expense), Net

	
	
	Years Ended
	
	
	
	
	
	
	
	Years Ended
	
	
	
	
	

	
	
	December 31,
	
	Change in
	
	
	
	December 31,
	
	Change in
	

	
	
	2018
	
	2017
	
	
	$
	%
	
	
	2017
	
	2016
	
	
	$
	%

	
	
	
	
	
	
	
	(In thousands, except percentages)
	
	
	
	
	
	

	Other expense, net
	$
	(11,825)
	$
	(5,963)
	
	$
	(5,862)
	98%  $
	(5,963)
	$
	(3,287)
	
	$
	(2,676)
	81%



2018 Compared to 2017. Other expense, net for 2018 includes $10.7 million of interest expense related to our term loan and convertible notes and a $2.5 million loss due foreign currency exchange and remeasurement, partially offset by $1.1 million of interest income related to higher cash balances and $0.4 million of valuation adjustments on our term loan.

2017 Compared to 2016. Other expense increased by $2.7 million in 2017, as compared to 2016, primarily due to a $5.2 million increase in net interest expense, which was partially offset by a $2.5 million increase in other income related to foreign exchange rates.

Income Tax Benefit (Provision)

	
	
	Years Ended
	
	
	
	
	
	
	
	Years Ended
	
	
	
	
	

	
	
	December 31,
	
	
	
	Change in
	
	
	
	December 31,
	
	Change in
	

	
	
	2018
	
	2017
	
	
	$
	%
	
	
	2017
	
	2016
	
	
	$
	%

	
	
	
	
	
	
	
	(In thousands, except percentages)
	
	
	
	
	
	

	Income tax benefit
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	(provision)
	$
	(1,398)
	$
	149
	
	$
	(1,547)
	**  $
	149
	$
	(1,475)
	
	$
	1,624
	(110)%

	Effective tax rate
	
	(13.67)%
	
	0.33%
	
	
	
	
	
	
	0.33%
	
	(2.24)%
	
	
	
	


[image: ]

· Not meaningful

2018 Compared to 2017. On December 22, 2017, the U.S. enacted the Tax Cuts and Jobs Act (the “Act”), which significantly changed U.S. tax law. The Act lowered our U.S. statutory federal income tax rate from 35% to 21% effective January 1, 2018, while also imposing a deemed repatriation tax on previously deferred foreign income. By operation of law, we applied a U.S. statutory federal income tax rate of 21% for 2018. The effective tax rate in 2018 of (13.67)% was lower than the 2018 statutory U.S. federal income tax rate due primarily to Global Low-Taxed Intangible Income (“GILTI”) inclusion, foreign taxes and compensation deduction limitations. The change in effective tax rate in 2018, compared to 2017, was primarily due to changes in valuation allowances, and foreign taxes having a greater impact on the effective tax rate and an increase in non-deductible expenses, both a result of the Act.

The income tax provision of $1.4 million in 2018, compared to the income tax benefit of $0.1 million in 2017, was primarily due to increased foreign taxes and decreased benefit from tax reform.

2017 Compared to 2016. The Company’s effective tax rates of 0.33% and (2.24)% in 2017 and 2016, respectively, differed from the statutory rate of 34% in 2017 and 2016, due primarily to changes in valuation allowance needs, foreign taxes and impact of tax reform in 2017. The income tax benefit of $0.1 million in 2017, compared to the income tax provision of $1.5 million in 2016, was primarily due to changes in foreign taxes and benefit from tax reform in 2017.

Liquidity and Capital Resources

Sources of Liquidity

As of December 31, 2018, we had $106.2 million in cash and cash equivalents and working capital of $75.1 million. Cash and cash equivalents held in the U.S. were $93.7 million and consisted primarily of U.S. Government money market mutual funds and non-interest-bearing checking deposits, with the remainder held in various foreign subsidiaries. We consider amounts held outside the U.S. to be accessible and have provided for the estimated U.S. income tax liability associated with our foreign earnings.
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Convertible Debt. In August 2018, we sold $65.0 million aggregate principal amount of convertible senior notes due 2023 (the “Convertible Notes”). The Notes are senior, unsecured and bear interest at a rate of 4.0% per year, payable semi-annually on February 1 and August 1 of each year, beginning on February 1, 2019. The Convertible Notes will mature on August 1, 2023, unless earlier repurchased by us or converted at the option of the holders. We may not redeem the Convertible Notes prior to the maturity date, and no sinking fund is provided for the Notes. As of December 31, 2018, $ 65.0 million aggregate principal amount of the Notes was outstanding. See Note 11. “Debt,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K.

In February 2018, we entered into a securities purchase agreement with an investor pursuant to which we, in a private placement, issued and sold to the investor 9,523,809 shares of our common stock, at a price per share of $2.10, resulting in gross proceeds of $20.0 million.

Term Loans. In July 2016, we entered into a loan and security agreement with lenders that are affiliates of Tennenbaum Capital Partners, LLC, which was subsequently amended and modified in 2017 and 2018 (“Term Loans”). As of December 31, 2018, we have

$41.5 million outstanding on our term loans. As of December 31, 2018, we were in compliance with all financial and other covenants under the term loan agreement. On January 28, 2019, we repaid in full the remaining principal amount of the Term Loans of $39.5 million plus accrued interest and fees. See Note 11. “Debt,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K for further discussion on the Term Loans.

We believe that our existing cash and cash equivalents and cash flows from our operating activities will be sufficient to meet our anticipated cash needs for at least the next 12 months.

Cash Flows. The following table summarizes our cash flows for the periods presented (in thousands):

	
	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	
	2017
	
	
	2016

	Net cash provided by (used in) operating activities
	$
	16,132
	$
	(28,442)
	
	$
	(32,953)

	Net cash used in investing activities
	
	(19,151)
	
	
	(4,121)
	
	
	(11,795)

	Net cash provided by financing activities
	
	80,614
	
	
	
	43,297
	
	
	34,375



Cash Flows from Operating Activities

For 2018, net cash provided by operating activities of $ 16.1 million was primarily due to adjustments for non-cash items more than offsetting the net loss of $11.6 million. The net cash provided from changes in operating assets and liabilities in 2018 was a $23.1 million increase in accounts payable and accrued liabilities, a $9.7 million decrease in inventory and a $ 1.5 million increase in warranty obligations. Offsetting the cash provided was a $13.5 million increase in accounts receivable, a $10.0 million increase in intangible assets related to our acquisition of SunPower’s microinverter business, a $6.1 million decrease in deferred revenues and a $3.1 million increase in contract assets.

For 2017, net cash used in operating activities was $28.4 million, primarily resulted from a net loss of $45.2 million. The net loss was partially offset by non-cash charges including stock-based compensation of $6.7 million, depreciation and amortization of $9.0 million, asset impairment and non-cash restructuring charges of $1.1 million, and a provision for doubtful accounts of $0.5 million. Changes in net operating assets and liabilities used cash of $1.4 million.

The primary uses of cash from changes in net operating assets and liabilities in 2017 were a $6.5 million decrease in accounts payable and accrued liabilities, a $4.8 million increase in accounts receivable and a $1.6 million decrease in warranty obligations. Offsetting these uses of cash was a decrease in inventory of $6.0 million and an increase in deferred revenue of $5.3 million.

For 2016, net cash used in operating activities was $33.0 million, primarily resulted from a net loss of $67.5 million. The net loss was partially offset by non-cash charges including stock-based compensation of $10.3 million, depreciation and amortization of $10.6 million, asset impairment and restructuring charges of $3.2 million, and an increase in the provision for doubtful accounts of $3.1 million. In addition, the effect of changes in net operating assets and liabilities provided cash of $7.2 million.
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The primary sources of cash from changes in net operating assets and liabilities in 2016 were an $11.3 million increase in deferred revenue related to our Enlighten service and deferred product revenue, an $8.8 million decrease in inventory, and an $8.9 million increase in accounts payable and accrued liabilities. Offsetting these sources of cash was an increase in accounts receivable of $18.0 million and an increase in other assets of $4.8 million. The increase in accounts receivable was due to higher sales in the fourth quarter of 2016 as compared to the same period in 2015, and the increase in other assets was primarily attributable to an increase in customer financing receivables.

Cash Flows from Investing Activities

For 2018, net cash used in investing activities of $19.2 million primarily resulted from a $15.0 million payment related to the acquisition of SunPower’s microinverter business and $4.2 million for purchases of test and assembly equipment and capitalized costs related to internal-use software.

For 2017, net cash used in investing activities of $ 4.1 million primarily resulted from purchases of test and assembly equipment, license fees for certain technology related to ASIC development and capitalized costs related to internal-use software.

For 2016, net cash used in investing activities of $11.8 million primarily resulted from purchases of test and assembly equipment, capitalized costs related to internal-use software and license fees for certain technology related to ASIC development, partially offset by $1.1 million in proceeds from the sale of our services business.

Cash Flows from Financing Activities

For 2018, net cash provided by financing activities of $ 80.6 million primarily consisted of $62.4 million in net proceeds from issuance of convertible debt, $19.8 million in net proceeds from a private securities placement, $5.6 million in net proceeds from the sale of certain long-term financing receivables and $2.8 million in proceeds from exercises of stock options, partially offset by debt payments totaling $10.0 million.

For 2017, net cash provided by financing activities of $43.3 million primarily consisted of $24.2 million additional net proceeds from amending our term loan with TCP and $27.0 million in net proceeds from the issuance of common stock and $2.8 million in proceeds from the sale of certain financing receivables offset by the $10.1 million repayment associated with the termination of our revolving credit facility with Wells Fargo Bank.

For 2016, net cash provided by financing activities of $34.4 million primarily consisted of $24.2 million net proceeds from our term loan and $17.8 million in proceeds from the issuance of common stock offset by $6.9 million net reduction in borrowings under our Revolver and $0.7 million in debt issuance and equity offering costs.
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Contractual Obligations

The following table summarizes our outstanding contractual obligations as of December 31, 2018:

	
	
	
	
	
	
	
	Payments Due by Period
	
	
	
	
	

	
	
	
	Total
	
	Less Than 1 Year
	
	
	
	2-3 Years
	
	4-5 Years
	More Than 5 Years

	
	
	
	
	
	
	
	
	
	
	(in thousands)
	
	
	
	
	

	Operating leases
	$
	13,631
	
	$
	3,284
	$
	6,340
	
	$
	2,755
	
	$
	1,252

	Term loans (1)
	
	41,524
	
	
	25,317
	
	
	
	16,207
	
	
	—
	
	—

	Estimated interest and fees related to term
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	loans (1)
	
	5,965
	
	
	4,445
	
	
	
	1,520
	
	
	—
	
	—

	Convertible Note due 2023 principal and interest
	
	78,000
	
	
	2,600
	
	
	
	5,200
	
	
	70,200
	
	
	—

	Purchase obligations (2)
	
	41,104
	
	
	41,104
	
	
	
	—
	
	
	—
	
	
	—

	Total
	$
	180,224
	
	$
	76,750
	$
	29,267
	
	$
	72,955
	
	$
	1,252

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



(1) On January 28, 2019, we repaid in full the remaining principal amount of the Term Loans of $39.5 million plus accrued interest and fees. See Note 11. “Debt,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K.

(2) Purchase obligations include amounts related to component inventory that our primary contract manufacturer procures on our behalf in accordance with our production forecast as well as other inventory related purchase commitments. The timing of purchases in future periods could differ materially from estimates presented above due to fluctuations in demand requirements related to varying sales levels as well as changes in economic conditions.

As of 2018, the liability recorded for uncertain tax positions, including associated interest and penalties, was approximately $1.3 million. Since the ultimate amount and timing of cash settlements cannot be predicted due to the high degree of uncertainty, liabilities for uncertain tax positions are excluded from the contractual obligations table. See Note 15. “Income Taxes,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K.

Off-Balance Sheet Arrangements

As of December 31, 2018, we did not have any off-balance sheet arrangements, as defined in Item 303(a)(4)(ii) of SEC Regulation S-K.

Critical Accounting Policies

The preparation of our consolidated financial statements and related notes requires us to make judgments, estimates and assumptions that affect the reported amounts of assets, liabilities, revenue and expenses, and related disclosure of contingent assets and liabilities. We have based our estimates on historical experience and on various other assumptions that are believed to be reasonable under the circumstances, the results of which form the basis for making judgments about the carrying values of assets and liabilities that are not readily apparent from other sources. Actual results may differ from these estimates under different assumptions or conditions.

For a description of our significant accounting policies, see Note 2. “Summary of Significant Accounting Policies,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K. An accounting policy is considered to be critical if it requires an accounting estimate to be made based on assumptions about matters that are highly uncertain at the time the estimate is made, and if different estimates that reasonably could have been used, or changes in the accounting estimates that are reasonably likely to occur periodically, could materially impact the consolidated financial statements. We believe the following critical accounting policies reflect the more significant estimates and assumptions used in the preparation of our consolidated financial statements.

Revenue Recognition

We generate revenue from sales of our solutions, which include microinverter units and related accessories, an Envoy communications gateway, the cloud-based Enlighten monitoring service, and AC Battery storage solutions to distributors, large installers, OEMs and strategic partners.
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On January 1, 2018, we adopted Accounting Standards Codification (“ASC”) No. 606, “Revenue Recognition” (“ASC 606” or “Topic 606”) and applied the modified retrospective method to all contracts that were not completed as of January 1, 2018. The most significant impacts upon adoption of Topic 606 were how we account for revenue related to our Envoy communications device and related Enlighten service and the timing of when certain sales incentives are recognized. The full consideration for these products represents a single performance obligation and is deferred and recognized over the estimated service period.

Revenues are recognized when control of the promised goods or services are transferred to our customers in an amount that reflects the consideration that is expected to be received in exchange for those goods or services. We generate all of our revenues from contracts with our customers. A description of principal activities from which we generate revenues are as follows.

· Products Delivered at a Point in Time. We sell our products to customers in accordance with the terms of the related customer contracts. We generate revenues from sales of our solutions, which include microinverter units and related accessories, an Envoy communications gateway and Enlighten service, communications accessories and AC Battery storage solutions to distributors, large installers, OEMs and strategic partners. Microinverter units, microinverter accessories, and AC Battery storage solutions are delivered to customers at a point in time, and we recognize revenue for these products when we transfer control of the product to the customer, which is generally upon shipment.

· Products Delivered Over Time. The sale of an Envoy communications gateway includes our Enlighten cloud-based monitoring service. The full consideration for these products represents a single performance obligation and is deferred at the sale date and recognized over the estimated service period. We also sell certain communication accessories that are delivered over time. The revenue from these products is recognized over the related service period.

We previously sold Envoy communications device to certain customers under a long-term financing arrangement. Under this financing arrangement, we net the unbilled receivables against deferred revenue.

We record certain contra revenue promotions as variable consideration and recognizes these promotions at the time the related revenue is recorded.

We record upfront contract acquisition costs, such as sales commissions, to be capitalized and amortized over the estimated life of the asset. For contracts that have a duration of less than one year, we follow the Topic 606 practical expedient and expense these costs when incurred. Commissions related to our sale of monitoring hardware and service are capitalized and amortized over the period of the associated revenue.

See Note 3. “Revenue Recognition,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K for additional information related to revenue recognition.

Inventory

Inventory is valued at the lower of cost or market. Market is current replacement cost (by purchase or by reproduction, dependent on the type of inventory). In cases where market exceeds net realizable value (i.e., estimated selling price less reasonably predictable costs of completion and disposal), inventories are stated at net realizable value. Market is not considered to be less than net realizable value reduced by an allowance for an approximately normal profit margin. We determine cost on a first-in first-out basis. Certain factors could affect the realizable value of its inventory, including customer demand and market conditions. Management assesses the valuation on a quarterly basis and writes down the value for any excess and obsolete inventory based upon expected demand, anticipated sales price, effect of new product introductions, product obsolescence, customer concentrations, product merchantability and other factors. Inventory write-downs are equal to the difference between the cost of inventories and market. The impact of changes in the inventory valuation allowance for 2018, 2017 and 2016 were not material.
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Warranty Obligations

Microinverters Sold Through December 31, 2013

Our warranty accrual provides for the replacement of microinverter units that fail during the product’s warranty term (15 years for first and second generation microinverters and up to 25 years for third and fourth generation microinverters). On a quarterly basis, we employ a consistent, systematic and rational methodology to assess the adequacy of our warranty liability. This assessment includes updating all key estimates and assumptions for each generation of product, based on historical results, trends and the most current data available as of the filing date. The key estimates and assumptions used in the warranty liability are thoroughly reviewed by management on a quarterly basis. The key estimates used by us to estimate our warranty liability are: (1) the number of units expected to fail over time (i.e., failure rate); (2) the number of failed units expected to result in warranty claims over time (i.e., claim rate); and (3) the per unit cost of replacement units, including outbound shipping and limited labor costs, expected to be incurred to replace failed units over time (i.e., replacement cost).

Estimated Failure Rates — Our Quality and Reliability department has primary responsibility to determine the estimated failure rates for each generation of microinverter. To establish initial failure rate estimates for each generation of microinverter, our quality engineers use a combination of industry standard Mean Time Between Failure (“MTFB”) estimates for individual components contained in that generation of microinverters, third party data collected on similar equipment deployed in outdoor environments similar to those in which our microinverters are installed, and rigorous long term reliability and accelerated life cycle testing which simulates the service life of the microinverter in a short period of time. As units are deployed into operating environments, we continue to monitor product performance through our Enlighten monitoring platform. It typically takes three to nine months between the date of sale and date of end-user installation. Consequently, our ability to monitor actual failures of units sold similarly lags by three to nine months. When a microinverter fails and is returned, we perform diagnostic root cause failure analysis to understand and isolate the underlying mechanism(s) causing the failure. We then use the results of this analysis (combined with the actual, cumulative performance data collected on those units prior to failure through Enlighten) to draw conclusions with respect to how or if the identified failure mechanism(s) will impact the remaining units deployed in the installed base.

Estimated Claim Rates — Warranty claim rate estimates are based upon assumptions with respect to expected customer behavior over the warranty period. As the vast majority of our microinverters have been sold to end users for residential applications, we believe that warranty claim rates will be affected by changes over time in residential home ownership because we expect that subsequent homeowners are less likely to file claims than the homeowners who originally purchase the microinverters.

Estimated Replacement Costs — Three factors are considered in our analysis of estimated replacement cost: (1) the estimated cost of replacement microinverters; (2) the estimated cost to ship replacement microinverters to end users; and (3) the estimated labor reimbursement expected to be paid to third party installers performing replacement services for the end user. Because our warranty provides for the replacement of defective microinverters over long periods of time (between 15 and 25 years, depending on the generation of product purchased), the estimated per unit cost of current and future product generations is considered in the estimated replacement cost. Estimated costs to ship replacement units are based on observable, market-based shipping costs paid by us to third party freight carriers. We have a separate program that allows third-party installers to claim fixed-dollar reimbursements for labor costs they incur to replace failed microinverter units for a limited time from the date of original installation. Included in our estimated replacement cost is an analysis of the number of fixed-dollar labor reimbursements expected to be claimed by third party installers over the limited offering period.

In addition to the key estimates noted above, we also compare actual warranty results to expected results and evaluate any significant differences. We may make additional adjustments to the warranty provision based on performance trends or other qualitative factors. If actual failure rates, claim rates, or replacement costs differ from our estimates in future periods, changes to these estimates may be required, resulting in increases or decreases in our warranty obligations. Such increases or decreases could be material.
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Fair Value Option for Microinverters Sold Since January 1, 2014

Our warranty obligations related to microinverters sold since January 1, 2014 provide us the right, but not the requirement, to assign our warranty obligations to a third-party. Under ASC 825, “Financial Instruments” (also referred to as the “fair value option”), an entity may choose to elect the fair value option for such warranties at the time it first recognizes the eligible item. We made an irrevocable election to account for all eligible warranty obligations associated with microinverters sold since January 1, 2014 at fair value. This election was made to reflect the underlying economics of the time value of money for an obligation that will be settled over an extended period of up to 25 years.

We estimate the fair value of warranty obligations by calculating the warranty obligations in the same manner as for sales prior to January 1, 2014 and applying an expected present value technique to that result. The expected present value technique, an income approach, converts future amounts into a single current discounted amount. In addition to the key estimates of failure rates, claim rates and replacement costs, we used certain inputs that are unobservable and significant to the overall fair value measurement. Such additional assumptions included compensation comprised of a profit element and risk premium required of a market participant to assume the obligation and a discount rate based on our credit-adjusted risk-free rate. See Note 9. “Fair Value Measurements,” of the notes to consolidated financial statements included in Item 8 of this Form 10-K for additional information.

Business Combinations

Assets acquired and liabilities assumed as part of a business acquisition are generally recorded at their fair value at the date of acquisition. The excess of purchase price over the fair value of assets acquired and liabilities assumed is recorded as goodwill. Determining fair value of identifiable assets, particularly intangibles, and liabilities acquired also requires us to make estimates, which are based on all available information and in some cases assumptions with respect to the timing and amount of future revenues and expenses associated with an asset. Accounting for business acquisitions requires us to make judgments as to whether a purchase transaction is a multiple element contract, meaning that it includes other transaction components. This judgment and determination affect the amount of consideration paid that is allocable to assets and liabilities acquired in the business purchase transaction.

Adoption of New and Recently Issued Accounting Pronouncements

Refer to Note 2. “Summary of Significant Accounting Policies” of the notes to consolidated financial statements included in Item 8 of this Form 10-K for a discussion of adoption of new and recently issued accounting pronouncements.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Foreign Currency Exchange Risk

We operate and conduct business in foreign countries where our foreign entities use the local currency as their respective functional currency and, as a result, are exposed to movements in foreign currency exchange rates. More specifically, we face foreign currency exposure primarily from the effect of fluctuating exchange rates on payables and receivables relating to transactions that are denominated in Euros, Indian Rupee and Australian and New Zealand Dollars. These payables and receivables primarily arise from sales to customers and intercompany transactions. We also face currency exposure that arises from translating the results of our European, Indian, Australian and New Zealand operations, including sales and marketing and research and development expenses, to the U.S. dollar at exchange rates that have fluctuated from the beginning of a reporting period.

We have utilized foreign currency forward contracts to reduce the impact of foreign currency fluctuations related to anticipated cash receipts from expected future revenues denominated in Euros and intercompany transaction gains or losses. The contracts we enter into typically have maturities of less than one year. We do not enter into derivative financial instruments for trading or speculative purposes. Any foreign currency forward contracts are accounted for as derivatives whereby the fair value of the contracts is reported as other current assets or current liabilities, and gains and losses resulting from changes in the fair value are reported in other income (expense), net, in the accompanying consolidated statements of operations. We were not party to any foreign currency contracts as of December 31, 2017, and we did not enter into any foreign currency forward contracts during 2018.
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As of December 31, 2018 and 2017, we had no outstanding foreign currency forward contracts with maturities of less than one year. In each year ended December 31, 2018 and 2017, we recorded no net gains related to foreign currency forward contracts. In year ended December 31, 2016, we recorded $0.1 million net gains related to foreign currency forward contracts.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM



To the Stockholders and Board of Directors of Enphase Energy, Inc.:

Opinion on the Financial Statements

We have audited the accompanying consolidated balance sheets of Enphase Energy, Inc. and subsidiaries (the “Company”) as of December 31, 2018 and 2017, the related consolidated statements of operations, comprehensive loss, stockholders’ equity, and cash flows for each of the three years in the period ended December 31, 2018, and the related notes (collectively referred to as the “financial statements”). In our opinion, the financial statements present fairly, in all material respects, the financial position of the Company as of December 31, 2018 and 2017, and the results of its operations and its cash flows for each of the three years in the period ended December 31, 2018, in conformity with accounting principles generally accepted in the United States of America.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States) (PCAOB), the Company’s internal control over financial reporting as of December 31, 2018, based on criteria established in Internal Control - Integrated Framework (2013) issued by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated March 15, 2019, expressed an unqualified opinion on the Company’s internal control over financial reporting.

Change in Accounting Principle

As discussed in Note 2 to the financial statements, effective January 1, 2018, the Company adopted Revenue From Contracts With Customers (Topic 606), using the modified retrospective approach.

Basis for Opinion

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

We conducted our audits in accordance with the standards of the PCAOB. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement, whether due to error or fraud. Our audits included performing procedures to assess the risks of material misstatement of the financial statements, whether due to error or fraud, and performing procedures that respond to those risks. Such procedures included examining, on a test basis, evidence regarding the amounts and disclosures in the financial statements. Our audits also included evaluating the accounting principles used and significant estimates made by management, as well as evaluating the overall presentation of the financial statements. We believe that our audits provide a reasonable basis for our opinion.


/s/ DELOITTE & TOUCHE LLP

San Francisco, California

March 15, 2019

We have served as the Company’s auditor since 2010.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Stockholders and Board of Directors of Enphase Energy, Inc.:

Opinion on Internal Control over Financial Reporting

We have audited the internal control over financial reporting of Enphase Energy, Inc. and subsidiaries (the “Company”) as of December 31, 2018, based on criteria established in Internal Control - Integrated Framework (2013) issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of December 31, 2018, based on criteria established in Internal Control - Integrated Framework (2013) issued by COSO.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States) (PCAOB), the consolidated financial statements as of and for the year ended December 31, 2018, of the Company and our report dated March 15, 2019 expressed an unqualified opinion on those financial statements and included an explanatory paragraph regarding the Company’s adoption of a new accounting standard.

Basis for Opinion

The Company’s management is responsible for maintaining effective internal control over financial reporting and for its assessment of the effectiveness of internal control over financial reporting, included in the accompanying Management’s Report on Internal Control over Financial Reporting. Our responsibility is to express an opinion on the Company’s internal control over financial reporting based on our audit. We are a public accounting firm registered with the PCAOB and are required to be independent with respect to the Company in accordance with the U.S. federal securities laws and the applicable rules and regulations of the Securities and Exchange Commission and the PCAOB.

We conducted our audit in accordance with the standards of the PCAOB. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over financial reporting was maintained in all material respects. Our audit included obtaining an understanding of internal control over financial reporting, assessing the risk that a material weakness exists, testing and evaluating the design and operating effectiveness of internal control based on the assessed risk, and performing such other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

Definition and Limitations of Internal Control over Financial Reporting

A company's internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles. A company's internal control over financial reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company's assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

/s/ DELOITTE & TOUCHE LLP

San Francisco, California

March 15, 2019


– 55 –

Table of Contents


ENPHASE ENERGY, INC.

CONSOLIDATED BALANCE SHEETS

(In thousands, except par value)
[image: ]




ASSETS

Current assets:
[image: ]

Cash and cash equivalents	$

Accounts receivable, net of allowances of $2,138 and $2,378 at December 31, 2018 and December 31, 2017, respectively
[image: ]

Inventory

Prepaid expenses and other assets
[image: ]

Total current assets

Property and equipment, net
[image: ]

Intangible assets, net

Goodwill
[image: ]

Other assets

Total assets	$
[image: ]

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current liabilities:
[image: ]

Accounts payable	$

Accrued liabilities
[image: ]

Deferred revenues, current

Warranty obligations, current (includes $4,288 and $2,240 measured at fair value at December 31, 2018 and December 31, 2017, respectively)
[image: ]

Debt, current

Total current liabilities
[image: ]

Long-term liabilities:

Deferred revenues, noncurrent
[image: ]

Warranty obligations, noncurrent (includes $7,469 and $7,551 measured at fair value at December 31, 2018 and December 31, 2017, respectively)

Other liabilities
[image: ]

Debt, noncurrent

Total liabilities
[image: ]

Commitments and contingent liabilities (Note 12)

Stockholders’ equity (deficit):
[image: ]

Preferred stock, $0.00001 par value, 10,000 shares authorized; none issued and outstanding

Common stock, $0.00001 par value, 150,000 shares and 125,000 shares authorized; and 107,035 and 85,914 shares issued and outstanding at December 31, 2018 and December 31, 2017, respectively
[image: ]

Additional paid-in capital

Accumulated deficit
[image: ]

Accumulated other comprehensive income (loss)

Total stockholders’ equity (deficit)
[image: ]

Total liabilities and stockholders’ equity (deficit)	$

See Notes to Consolidated Financial Statements.













December 31,
[image: ]

2018	2017



	106,237
	$
	29,144

	78,938
	
	65,346

	16,267
	
	25,999

	20,860
	
	9,957

	222,302
	
	130,446

	20,998
	
	26,483

	35,306
	
	515

	24,783
	
	3,664

	36,548
	
	8,039

	339,937
	$
	169,147

	
	
	

	48,794
	$
	28,747

	29,010
	
	22,447

	33,119
	
	15,691

	8,083
	
	7,427

	28,155
	
	17,429

	147,161
	
	91,741

	76,911
	
	29,941

	23,211
	
	22,389

	3,250
	
	1,880

	81,628
	
	32,322

	332,161
	
	178,273

	—
	
	—

	1
	
	1

	353,335
	
	287,256

	(346,302)
	
	(295,727)


[image: ][image: ][image: ][image: ]

742 (656)

7,776(9,126)
[image: ]

339,937	$	169,147
[image: ]
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ENPHASE ENERGY, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share data)


	
	
	Years Ended December 31,
	
	

	
	
	2018
	
	
	2017
	
	
	2016
	

	Net revenues
	$
	316,159
	
	$
	286,166
	
	$
	322,591
	

	Cost of revenues
	
	221,714
	
	
	230,123
	
	
	264,583
	

	Gross profit
	
	94,445
	
	
	56,043
	
	
	58,008
	

	Operating expenses:
	
	
	
	
	
	
	
	
	

	Research and development
	
	32,587
	
	
	33,157
	
	
	50,703
	

	Sales and marketing
	
	27,047
	
	
	23,126
	
	
	38,810
	

	General and administrative
	
	29,086
	
	
	22,221
	
	
	27,418
	

	Restructuring charges
	
	4,129
	
	
	16,917
	
	
	3,777
	

	Total operating expenses
	
	92,849
	
	
	95,421
	
	
	120,708
	

	Income (loss) from operations
	
	1,596
	
	
	(39,378)
	
	
	(62,700)
	

	Other expense, net
	
	
	
	
	
	
	
	
	

	Interest expense
	
	(9,635)
	
	
	(7,936)
	
	
	(2,773)
	

	Other income (expense)
	
	(2,190)
	
	
	1,973
	
	
	(514)
	

	Total other expense, net
	
	(11,825)
	
	
	(5,963)
	
	
	(3,287)
	

	Loss before income taxes
	
	(10,229)
	
	
	(45,341)
	
	
	(65,987)
	

	Income tax benefit (provision)
	
	(1,398)
	
	
	149
	
	
	(1,475)
	

	Net loss
	$
	(11,627)
	
	$
	(45,192)
	
	$
	(67,462)
	

	Net loss per share:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Basic and diluted
	$
	(0.12)
	
	$
	(0.54)
	
	$
	(1.34)
	

	Shares used in per share calculation:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Basic and diluted
	
	99,619
	
	
	82,939
	
	
	50,519
	

	
	
	
	
	
	
	
	
	
	





See Notes to Consolidated Financial Statements.
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ENPHASE ENERGY, INC.

CONSOLIDATED STATEMENTS OF COMPREHENSIVE LOSS

(In thousands)


	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	2017
	
	
	2016

	Net loss
	$
	(11,627)
	
	$
	(45,192)
	
	$
	(67,462)

	Other comprehensive income (loss):
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Foreign currency translation adjustments
	
	1,398
	
	
	(364)
	
	
	(82)

	Comprehensive loss
	$
	(10,229)
	
	$
	(45,556)
	
	$
	(67,544)

	
	
	
	
	
	
	
	
	





See Notes to Consolidated Financial Statements.
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ENPHASE ENERGY, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

	
	
	Years Ended December 31,
	
	

	
	
	2018
	
	
	2017
	
	
	2016
	

	Cash flows from operating activities:
	
	
	
	
	
	
	
	
	

	Net loss
	$
	(11,627)
	
	$
	(45,192)
	
	$
	(67,462)
	

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

	Depreciation and amortization
	
	9,667
	
	
	9,004
	
	
	10,638
	

	Provision for doubtful accounts
	
	711
	
	
	476
	
	
	3,097
	

	Asset impairment
	
	1,601
	
	
	1,681
	
	
	3,190
	

	Gain on business divestiture
	
	—
	
	—
	
	(640)
	

	Amortization of debt issuance costs
	
	2,701
	
	
	1,673
	
	
	145
	

	Stock-based compensation
	
	11,432
	
	
	6,727
	
	
	10,326
	

	Deferred income tax expense (benefit)
	
	123
	
	
	(1,394)
	
	
	651
	

	Changes in operating assets and liabilities:
	
	
	
	
	
	
	
	
	

	Accounts receivable
	
	(13,515)
	
	
	(4,803)
	
	
	(18,017)
	

	Inventory
	
	9,732
	
	
	5,961
	
	
	8,840
	

	Prepaid expenses and other assets
	
	(3,130)
	
	
	(1,227)
	
	
	(4,759)
	

	Intangible assets
	
	(10,000)
	
	
	—
	
	—
	

	Accounts payable, accrued and other liabilities
	
	23,082
	
	
	(5,078)
	
	
	8,897
	

	Warranty obligations
	
	1,478
	
	
	(1,598)
	
	
	867
	

	Deferred revenues
	
	(6,123)
	
	
	5,328
	
	
	11,274
	

	Net cash provided by (used in) operating activities
	
	16,132
	
	
	(28,442)
	
	
	(32,953)
	

	Cash flows from investing activities:
	
	
	
	
	
	
	
	
	

	Purchases of property and equipment
	
	(4,151)
	
	
	(4,121)
	
	
	(12,167)
	

	Purchases of intangible assets
	
	—
	
	—
	
	(678)
	

	Business divestitures
	
	—
	
	—
	
	1,050
	

	Acquisition
	
	(15,000)
	
	
	—
	
	—
	

	Net cash used in investing activities
	
	(19,151)
	
	
	(4,121)
	
	
	(11,795)
	

	Cash flows from financing activities:
	
	
	
	
	
	
	
	
	

	Proceeds from issuance of common stock, net of issuance costs
	
	19,766
	
	
	26,425
	
	
	16,142
	

	Proceeds from debt, net of issuance costs
	
	68,024
	
	
	26,442
	
	
	23,989
	

	Proceeds from borrowings under revolving credit facility
	
	—
	
	—
	
	10,000
	

	Principal payments on debt
	
	(9,976)
	
	
	—
	
	—
	

	Payments under revolving credit facility
	
	—
	
	(10,100)
	
	
	(16,900)
	

	Proceeds from issuance of common stock under employee stock plans
	
	2,800
	
	
	530
	
	
	1,144
	

	Net cash provided by financing activities
	
	80,614
	
	
	43,297
	
	
	34,375
	

	Effect of exchange rate changes on cash
	
	(502)
	
	
	646
	
	
	(315)
	

	Net increase (decrease) in cash and cash equivalents
	
	77,093
	
	
	11,380
	
	
	(10,688)
	

	Cash and cash equivalents—Beginning of period
	
	29,144
	
	
	17,764
	
	
	28,452
	

	Cash and cash equivalents—End of period
	$
	106,237
	
	$
	29,144
	
	$
	17,764
	

	Supplemental cash flow disclosure:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Cash paid for interest
	$
	6,343
	
	$
	5,816
	
	$
	2,704
	

	Cash paid for income taxes
	$
	775
	
	$
	909
	
	$
	1,146
	

	Supplemental disclosures of non-cash investing and financing activities:
	
	
	
	
	
	
	
	
	

	Acquisition funded by issuance of common stock
	$
	19,219
	
	$
	—
	$
	—
	

	Offering and loan costs included in accrued liabilities
	$
	—
	$
	—
	$
	518
	

	Purchases of fixed assets included in accounts payable
	$
	895
	
	$
	551
	
	$
	700
	



See Notes to Consolidated Financial Statements.
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY (DEFICIT)

(In thousands)

	
	Common Stock
	
	
	
	
	
	
	
	Accumulated
	
	
	

	
	
	Additional
	
	
	
	
	Other
	
	Total
	

	
	
	
	
	
	
	
	Paid-In
	Accumulated
	
	Comprehensive
	Stockholders’
	

	
	Shares
	
	
	Amount
	
	
	Capital
	
	
	Deficit
	
	
	Income (Loss)
	
	Equity (Deficit)
	

	BALANCE—December 31, 2015
	45,821
	
	$
	—
	$
	224,732
	
	$
	(183,073)
	
	$
	(210)
	
	$
	41,449
	

	Issuance of common stock under employee stock plans
	1,498
	
	
	1
	
	
	1,144
	
	
	—
	
	—
	
	1,145
	

	Issuance of common stock, net of offering costs
	14,950
	
	
	—
	
	15,924
	
	
	—
	
	—
	
	15,924
	

	Stock-based compensation
	—
	
	—
	
	10,326
	
	
	—
	
	—
	
	10,326
	

	Net loss
	—
	
	—
	
	—
	
	(67,462)
	
	
	—
	
	(67,462)
	

	Foreign currency translation adjustment
	—
	
	—
	
	—
	
	—
	
	(82)
	
	
	(82)
	

	BALANCE—December 31, 2016
	62,269
	
	
	1
	
	
	252,126
	
	
	(250,535)
	
	
	(292)
	
	
	1,300
	

	Issuance of common stock under employee stock plans
	1,752
	
	
	—
	
	531
	
	
	—
	
	—
	
	531
	

	Issuance of common stock, net of offering costs
	21,893
	
	
	—
	
	26,425
	
	
	—
	
	—
	
	26,425
	

	Issuance of warrants
	—
	
	—
	
	1,447
	
	
	—
	
	—
	
	1,447
	

	Stock-based compensation
	—
	
	—
	
	6,727
	
	
	—
	
	—
	
	6,727
	

	Net loss
	—
	
	—
	
	—
	
	(45,192)
	
	
	—
	
	(45,192)
	

	Foreign currency translation adjustment
	—
	
	—
	
	—
	
	—
	
	(364)
	
	
	(364)
	

	BALANCE—December 31, 2017
	85,914
	
	
	1
	
	
	287,256
	
	
	(295,727)
	
	
	(656)
	
	
	(9,126)
	

	Cumulative-effect adjustment to accumulated deficit
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	related to the adoption of ASC 606 (see Note 3)
	—
	
	—
	
	—
	
	(38,948)
	
	
	—
	
	(38,948)
	

	Issuance of common stock under employee stock plans
	3,185
	
	
	—
	
	2,806
	
	
	—
	
	—
	
	2,806
	

	Issuance of common stock, net of offering costs
	9,524
	
	
	—
	
	19,766
	
	
	—
	
	—
	
	19,766
	

	Issuance of common stock related to acquisition
	7,500
	
	
	—
	
	32,319
	
	
	—
	
	—
	
	32,319
	

	Exercise of warrants
	912
	
	
	—
	
	—
	
	—
	
	—
	
	—
	

	Stock-based compensation
	—
	
	—
	
	11,188
	
	
	—
	
	—
	
	11,188
	

	Net loss
	—
	
	—
	
	—
	
	(11,627)
	
	
	—
	
	(11,627)
	

	Foreign currency translation adjustment
	—
	
	—
	
	—
	
	—
	
	1,398
	
	
	1,398
	

	BALANCE—December 31, 2018
	107,035
	
	$
	1
	
	$
	353,335
	
	$
	(346,302)
	
	$
	742
	
	$
	7,776
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	





See Notes to Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1.	DESCRIPTION OF BUSINESS AND BASIS OF PRESENTATION

Description of Business

Enphase Energy, Inc. (the “Company”) is a global energy technology company, delivering smart, easy-to-use solutions that connect solar generation, storage and communications management on one intelligent platform. The Company revolutionized solar with its microinverter technology and produce the world’s only truly integrated solar-plus-storage solution.

Basis of Presentation and Consolidation

The accompanying consolidated financial statements are prepared in accordance with accounting principles generally accepted in the United States (“U.S. GAAP”). The consolidated financial statements include the accounts of the Company and its wholly-owned subsidiaries. All intercompany balances and transactions have been eliminated in consolidation.

Use of Estimates

The preparation of the Company’s consolidated financial statements in conformity with U.S. GAAP requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of income and expenses during the reporting period. These estimates are based on information available as of the date of the financial statements; therefore, actual results could differ materially from management’s estimates using different assumptions or under different conditions.

2.	SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Revenue Recognition

The Company generates revenue from sales of its solutions, which include microinverter units and related accessories, an Envoy communications gateway, the cloud-based Enlighten monitoring service, and AC Battery storage solutions to distributors, large installers, original equipment manufacturers (“OEMs”) and strategic partners.

On January 1, 2018, the Company adopted Accounting Standards Codification (“ASC”) No. 606, “Revenue Recognition” (“ASC 606” or “Topic 606”) and applied the modified retrospective method to all contracts that were not completed as of January 1, 2018. The most significant impacts upon adoption of Topic 606 were how the Company accounts for revenue related to its Envoy™ communications device and related Enphase Enlighten Software™, or Enlighten, service and the timing of when certain sales incentives are recognized. The full consideration for these products represents a single performance obligation and is deferred and recognized over the estimated service period.

Revenues are recognized when control of the promised goods or services are transferred to the Company’s customers in an amount that reflects the consideration that is expected to be received in exchange for those goods or services. The Company generates all of its revenues from contracts with its customers. A description of principal activities from which the Company generates revenues follows.

· Products Delivered at a Point in Time. The Company sells its products to customers in accordance with the terms of the related customer contracts. The Company generates revenues from sales of its solutions, which include microinverter units and related accessories, an Envoy communications gateway and Enlighten service, communications accessories and AC Battery™ storage solutions to distributors, large installers, OEMs and strategic partners. Microinverter units, microinverter accessories, and AC Battery storage solutions are delivered to customers at a point in time, and the Company recognizes revenue for these products when the Company transfers control of the product to the customer, which is generally upon shipment.
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· Products Delivered Over Time. The sale of an Envoy communications gateway includes the Company’s Enlighten cloud-based monitoring service. The full consideration for these products represents a single performance obligation and is deferred at the sale date and recognized over the estimated service period. The Company also sells certain communication accessories that are delivered over time. The revenue from these products is recognized over the related service period.

The Company previously sold its Envoy communications device to certain customers under a long-term financing arrangement. Under this financing arrangement, the Company nets the unbilled receivables against deferred revenue.

The Company records certain contra revenue promotions as variable consideration and recognizes these promotions at the time the related revenue is recorded.

The Company records upfront contract acquisition costs, such as sales commissions, to be capitalized and amortized over the estimated life of the asset. For contracts that have a duration of less than one year, the Company follows the Topic 606 practical expedient and expenses these costs when incurred. Commissions related to the Company’s sale of monitoring hardware and service are capitalized and amortized over the period of the associated revenue.

See Note 3. “Revenue Recognition,” for additional information related to revenue recognition.

Cost of Revenues

The Company includes the following in cost of revenues: product costs, warranty, manufacturing personnel and logistics costs, freight costs, inventory write-downs, hosting services costs related to the Company’s Enlighten service offering, and depreciation and amortization of manufacturing test equipment. A description of principal activities from which the Company recognizes cost of revenue is as follows.

· Products Delivered at a Point in Time. Cost of revenue from these products is recognized when the Company transfers control of the product to the customer, which is generally upon shipment.

· Products Delivered Over Time. Cost of revenue from these products is recognized over the related service period.

Cash and Cash Equivalents

The Company considers all highly liquid investments, such as certificates of deposit and money market instruments with maturities of three months or less at the time of acquisition to be cash equivalents. For all periods presented, its cash balances consist of amounts held in non-interest-bearing deposits and money market accounts.

Fair Value of Financial Instruments

The carrying amounts of the Company’s cash and cash equivalents, accounts receivable, accounts payable and accrued liabilities approximate fair value because of the short maturity of those instruments.

Accounts Receivables and Contract Assets

The Company receives payments from customers based upon contractual billing schedules. Accounts receivable are recorded when the right to consideration becomes unconditional. Contract assets include deferred product costs and commissions associated with the deferred revenue and will be amortized along with the associated revenue.
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Allowance for Doubtful Accounts

The Company maintains allowances for doubtful accounts for uncollectible accounts receivable. Management estimates anticipated losses from doubtful accounts based on days past due, collection history and the financial health of customers. The following table sets forth activities in the allowance for doubtful accounts for the periods indicated (in thousands):

	
	
	
	
	
	December 31,
	
	

	
	2018
	
	
	
	2017
	
	
	2016

	Balance, at beginning of year
	$
	2,378
	
	$
	2,921
	
	$
	1,808

	Net charges to expenses
	
	711
	
	
	476
	
	
	3,097

	Write-offs, net of recoveries
	
	(951)
	
	
	(1,019)
	
	
	(1,984)

	Balance, at end of year
	$
	2,138
	
	$
	2,378
	
	$
	2,921

	
	
	
	
	
	
	
	
	



Inventory

Inventory is valued at the lower of cost or market. Market is current replacement cost (by purchase or by reproduction, dependent on the type of inventory). In cases where market exceeds net realizable value (i.e., estimated selling price less reasonably predictable costs of completion and disposal), inventories are stated at net realizable value. Market is not considered to be less than net realizable value reduced by an allowance for an approximately normal profit margin. The Company determines cost on a first-in first-out basis. Management assesses the valuation on a quarterly basis and writes down the value for any excess and obsolete inventory based upon expected demand, anticipated sales price, effect of new product introductions, product obsolescence, customer concentrations, product merchantability and other factors. Inventory write-downs are equal to the difference between the cost of inventories and market.

Long-Lived Assets

Property and equipment are stated at cost less accumulated depreciation. Cost includes amounts paid to acquire or construct the asset as well as any expenditure that substantially adds to the value of or significantly extends the useful life of an existing asset. Repair and maintenance costs are expensed as incurred. Depreciation and amortization are computed using the straight-line method over the estimated useful lives of the assets, which range from 3 to 10 years. Leasehold improvements are amortized over the shorter of the lease term or expected useful life of the improvements.

Internally used software, whether purchased or developed, is capitalized at cost and amortized on a straight-line basis over its estimated useful life. Costs associated with internally developed software are expensed until the point at which the project has reached the development stage. Subsequent additions, modifications or upgrades to internal-use software are capitalized only to the extent that they provide additional functionality. Software maintenance and training costs are expensed in the period in which they are incurred. The capitalization of software requires judgment in determining when a project has reached the development stage and the period over which the Company expects to benefit from the use of that software.

Property, plant and equipment, including capitalized software costs, are reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset (asset group) may not be recoverable. An impairment loss would be recognized when the carrying amount of an asset exceeds the estimated undiscounted future cash flows expected to result from the use of the asset and its eventual disposition. The amount of the impairment loss to be recorded is calculated by the excess of the asset’s carrying value over its fair value. Fair value is generally determined using a discounted cash flow analysis. The Company recorded asset impairment charges for specific assets that were no longer in use of approximately $1.6 million, $0.8 million and $2.6 million for the years ended 2018, 2017 and 2016, respectively. The fair value of the remaining assets is in excess of the carrying value.
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Business Combinations

Assets acquired and liabilities assumed as part of a business acquisition are generally recorded at their fair value at the date of acquisition. The excess of purchase price over the fair value of assets acquired and liabilities assumed is recorded as goodwill. Determining fair value of identifiable assets, particularly intangibles, and liabilities acquired also requires the Company to make estimates, which are based on all available information and in some cases assumptions with respect to the timing and amount of future revenues and expenses associated with an asset. Accounting for business acquisitions requires the Company to make judgments as to whether a purchase transaction is a multiple element contract, meaning that it includes other transaction components. This judgment and determination affect the amount of consideration paid that is allocable to assets and liabilities acquired in the business purchase transaction.

Goodwill

Goodwill results from the purchase consideration paid in excess of the fair value of the net assets recorded in connection with a business acquisition. Goodwill is not amortized but is assessed for potential impairment at least annually during the fourth quarter of each fiscal year or between annual tests if an event occurs or circumstances change that would indicate the carrying amount may be impaired. Goodwill is tested at the reporting unit level, which the Company has determined to be the same as the entity as a whole (entity level). Once goodwill has been assigned to a reporting unit, it is no longer associated with a particular acquisition; therefore, all of the activities within a reporting unit, whether acquired or organically grown, are available to support the goodwill value. Based on management’s goodwill impairment tests, there was no impairment of goodwill in any of the years presented.

Intangible Assets

Intangible assets include patents and other purchased intangible assets. Intangible assets with finite live are amortized on a straight-line basis, with estimated useful lives ranging from 3 to 9 years. Indefinite-lived intangible assets are tested for impairment annually and are also tested for impairment between annual tests if an event occurs or circumstances change that would indicate that the carrying amount may be impaired. Intangible assets with finite live are tested for impairment whenever events or circumstances indicate that the carrying amount of an asset (asset group) may not be recoverable. An impairment loss is recognized when the carrying amount of an asset exceeds the estimated undiscounted cash flows used in determining the fair value of the asset. The amount of the impairment loss to be recorded is calculated by the excess of the asset’s carrying value over its fair value. Fair value is generally determined using a discounted cash flow analysis. There was no impairment of intangible assets in any of the years presented.

Contract Liabilities

Contract liabilities are recorded as deferred revenue on the accompanying consolidated balance sheets and include payments received in advance of performance obligations under the contract and are realized when the associated revenue is recognized under the contract.

Warranty Obligations

Microinverters Sold Through December 31, 2013

The Company’s warranty accrual provides for the replacement of microinverter units that fail during the product’s warranty term (15 years for first and second generation microinverters and up to 25 years for third and fourth generation microinverters). On a quarterly basis, the Company employs a consistent, systematic and rational methodology to assess the adequacy of its warranty liability. This assessment includes updating all key estimates and assumptions for each generation of product, based on historical results, trends and the most current data available as of the filing date. The key estimates and assumptions used in the warranty liability are thoroughly reviewed by management on a quarterly basis. The key estimates used by the Company to estimate its warranty liability are: (1) the number of units expected to fail over time (i.e., failure rate); (2) the number of failed units expected to result in warranty claims over time (i.e., claim rate); and (3) the per unit cost of replacement units, including outbound shipping and limited labor costs, expected to be incurred to replace failed units over time (i.e., replacement cost).


– 64 –

Table of Contents

ENPHASE ENERGY, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS




Estimated Failure Rates — The Company’s Quality and Reliability department has primary responsibility to determine the estimated failure rates for each generation of microinverter. To establish initial failure rate estimates for each generation of microinverter, the Company’s quality engineers use a combination of industry standard Mean Time Between Failure (“MTBF”) estimates for individual components contained in its microinverters, third party data collected on similar equipment deployed in outdoor environments similar to those in which the Company’s microinverters are installed, and rigorous long term reliability and accelerated life cycle testing which simulates the service life of the microinverter in a short period of time. As units are deployed into operating environments, the Company continues to monitor product performance through its Enlighten monitoring platform. It typically takes three to nine months between the date of sale and date of end-user installation. Consequently, the Company’s ability to monitor actual failures of units sold similarly lags by three to nine months. When a microinverter fails and is returned, the Company performs diagnostic root cause failure analysis to understand and isolate the underlying mechanism(s) causing the failure. The Company then uses the results of this analysis (combined with the actual, cumulative performance data collected on those units prior to failure through Enlighten) to draw conclusions with respect to how or if the identified failure mechanism(s) will impact the remaining units deployed in the installed base.

Estimated Claim Rates — Warranty claim rate estimates are based upon assumptions with respect to expected customer behavior over the warranty period. As the vast majority of the Company’s microinverters have been sold to end users for residential applications, the Company believes that warranty claim rates will be affected by changes over time in residential home ownership because the Company expects that subsequent homeowners are less likely to file claims than the homeowners who originally purchase the microinverters.

Estimated Replacement Costs — Three factors are considered in the Company’s analysis of estimated replacement cost: (1) the estimated cost of replacement microinverters; (2) the estimated cost to ship replacement microinverters to end users; and (3) the estimated labor reimbursement expected to be paid to third party installers performing replacement services for the end user. Because the Company’s warranty provides for the replacement of defective microinverters over long periods of time (between 15 and 25 years, depending on the generation of product purchased), the estimated per unit cost of current and future product generations is considered in the estimated replacement cost. Estimated costs to ship replacement units are based on observable, market-based shipping costs paid by the Company to third party freight carriers. The Company has a separate program that allows third-party installers to claim fixed-dollar reimbursements for labor costs they incur to replace failed microinverter units for a limited time from the date of original installation. Included in the Company’s estimated replacement cost is an analysis of the number of fixed-dollar labor reimbursements expected to be claimed by third party installers over the limited offering period.

In addition to the key estimates noted above, the Company also compares actual warranty results to expected results and evaluates any significant differences. Management may make additional adjustments to the warranty provision based on performance trends or other qualitative factors. If actual failure rates, claim rates, or replacement costs differ from the Company’s estimates in future periods, changes to these estimates may be required, resulting in increases or decreases in the Company’s warranty obligations. Such increases or decreases could be material.

Fair Value Option for Microinverters Sold Since January 1, 2014

The Company’s warranty obligations related to microinverters sold since January 1, 2014 provide the Company the right, but not the requirement, to assign its warranty obligations to a third-party. Under ASC 825, “Financial Instruments” (also referred to as “fair value option”), an entity may choose to elect the fair value option for such warranties at the time it first recognizes the eligible item. The Company made an irrevocable election to account for all eligible warranty obligations associated with microinverters sold since January 1, 2014 at fair value. This election was made to reflect the underlying economics of the time value of money for an obligation that will be settled over an extended period of up to 25 years.
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The Company estimates the fair value of warranty obligations by calculating the warranty obligations in the same manner as for sales prior to January 1, 2014 and applying an expected present value technique to that result. The expected present value technique, an income approach, converts future amounts into a single current discounted amount. In addition to the key estimates of failure rates, claim rates and replacement costs, the Company used certain inputs that are unobservable and significant to the overall fair value measurement. Such additional assumptions included compensation comprised of a profit element and risk premium required of a market participant to assume the obligation and a discount rate based on the Company’s credit-adjusted risk-free rate. See Note 9. “Fair Value Measurements,” for additional information.

Warranty obligations initially recorded at fair value at the time of sale will be subsequently re-measured to fair value at each reporting date. In addition, the fair value of the liability will be accreted over the corresponding term of the warranty of up to 25 years using the interest method.

Warranty for Other Products

The Company offers a 5‑year warranty for its Envoy communications gateway and a 10‑year warranty on its AC Battery storage solution. The warranties provide the Company with the right, but not the obligation, to assign its warranty obligations to a third-party. As such, warranties for Envoy and AC Battery storage solution products are accounted for under the fair value method of accounting.

Research and Development Costs

The Company expenses research and development costs as incurred.

Stock-Based Compensation

Share-based payments are required to be recognized in the Company’s consolidated statements of operations based on their fair values and the estimated number of shares expected to vest. The Company measures stock-based compensation expense for all share-based payment awards, including stock options made to employees and directors, based on the estimated fair values on the date of the grant. The fair value of stock options granted is estimated using the Black-Scholes option valuation model. The fair value of restricted stock units granted is determined based on the price of the Company’s common stock on the date of grant. The fair value of non-market‑based performance stock units granted is determined based on the date of grant or when achievement of performance is probable. The fair value of market‑based performance stock units granted is determined using a Monte‑Carlo model based on the date of grant or when achievement of performance is probable.

Stock-based compensation for stock options and restricted stock units (“RSUs”) is recognized on a straight-line basis over the requisite service period. Stock-based compensation for performance stock units (“PSUs”) without market conditions is recognized when the performance condition is probable of being achieved, and then on a graded basis over the requisite service period. Stock-based compensation for PSUs with market conditions is recognized on a straight-line basis over the requisite service period. Additionally, the Company estimates its forfeiture rate annually based on historical experience and revise the estimates of forfeiture in subsequent periods if actual forfeitures differ from those estimates.

Comprehensive Income (Loss)

Comprehensive income (loss) consists of two components, net income (loss) and other comprehensive income (loss). Other comprehensive income (loss) refers to gains and losses that are recorded as an element of stockholders’ equity but are excluded from net income (loss). The Company’s other comprehensive income (loss) consists of foreign currency translation adjustments for all periods presented.

Income Taxes

The Company records income taxes using the asset and liability method, which requires the recognition of deferred tax assets and liabilities for the expected tax consequences of temporary differences between the tax bases of assets and liabilities for financial reporting purposes and amounts recognized for income tax purposes. In estimating future tax consequences, generally all expected future events other than enactments or changes in the tax law or rates are considered. Valuation allowances are provided when necessary to reduce deferred tax assets to the amount expected to be realized.
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The Company operates in various tax jurisdictions and is subject to audit by various tax authorities. The Company follows accounting for uncertainty in income taxes which requires that the tax effects of a position be recognized only if it is “more likely than not” to be sustained based solely on its technical merits as of the reporting date. The Company considers many factors when evaluating and estimating its tax positions and tax benefits, which may require periodic adjustments and which may not accurately anticipate actual outcomes.

Recently Adopted Accounting Pronouncements

In May 2014, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update No. (“ASU”) 2014-09, “Revenue from Contracts with Customers,” amending revenue recognition guidance and requiring more detailed disclosures to enable users of financial statements to understand the nature, amount, timing, and uncertainty of revenue and cash flows arising from contracts with customers. The amended guidance, herein referred to as ASC 606 or Topic 606. The Company has adopted Topic 606 effective January 1, 2018, using the modified retrospective transition method. The Company recognized the cumulative effect of applying the new revenue standard as an adjustment to the opening balance of retained earnings on January 1, 2018. The comparative information has not been restated and continues to be reported under the accounting standards in effect for the period presented. See Note 2. “Summary of Significant Accounting Policies,” and Note 3. “Revenue Recognition,” for additional accounting policy and transition disclosures.

In January 2016, the FASB issued ASU 2016-01, “Recognition and Measurement of Financial Assets and Financial Liabilities,” which amends certain aspects of recognition, measurement, presentation, and disclosure of financial instruments. Changes to the current guidance include the accounting for equity investments, the presentation and disclosure requirements for financial instruments, and the assessment of valuation allowance on deferred tax assets related to available-for-sale securities. In addition, ASU 2016-01 establishes an incremental recognition and disclosure requirement related to the presentation of fair value changes of financial liabilities for which the fair value option has been elected. Under this guidance, an entity would be required to separately present in other comprehensive income the portion of the total fair value change attributable to instrument-specific credit risk as opposed to reflecting the entire amount in earnings. The Company’ adoption of ASU 2016-01 in the first quarter of 2018 did not have a material impact on the consolidated financial statements.

In August 2016, the FASB issued ASU 2016-15, “Statement of Cash Flows (Topic 230): Classification of Certain Cash Receipts and Cash Payments.” ASU 2016-15 provides amendments that address eight specific cash flow classification issues for which there exists diversity in practice: Debt prepayment or debt extinguishment costs; settlement of zero-coupon debt instruments or other debt instruments with coupon interest rates that are insignificant in relation to the effective interest rate of the borrowing; contingent consideration payments made after a business combination; proceeds from the settlement of insurance claims; proceeds from the settlement of corporate-owned life insurance policies, including bank-owned life insurance policies; distributions received from equity method investees; beneficial interests in securitization transactions; and separately identifiable cash flows and application of the predominance principle. The Company’s retrospective adoption of ASU 2016-15 in the first quarter of 2018 did not have a material effect on the Company’s consolidated financial statements.

In November 2016, the FASB issued ASU 2016-18, “Statement of Cash Flows,” which requires companies to include amounts generally described as restricted cash and restricted cash equivalents in cash and cash equivalents when reconciling beginning-of-period and end-of-period total amounts shown on the statement of cash flows. The Company’s retrospective adoption of ASU 2016-18 in the first quarter of 2018 did not have a material impact on the consolidated financial statements.

In May 2017, the FASB issued ASU 2017-09, “Compensation - Stock Compensation.” ASU 2017-09 was issued to provide clarity and reduce both 1) diversity in practice and 2) cost and complexity when applying the guidance in Topic 718 to a change in the terms or conditions of a share-based payment award. ASU 2017-09 provides guidance about which changes to the terms or conditions of a share-based payment award require an entity to apply modification accounting under Topic 718. The standard, which was adopted in the first quarter of 2018, did not have a material impact on the consolidated financial statements.
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Recently Issued Accounting Pronouncements Not Yet Effective

In February 2016, the FASB issued ASU 2016-02, “Leases” (“ASU 2016-02”). The guidance will require lessees to recognize all leases, with certain exceptions, on their balance sheets, whether operating or financing, while continuing to recognize the expenses on their income statements in a manner similar to current practice. The guidance states that a lessee would recognize a lease liability for the obligation to make lease payments and a right-to-use asset for the right to use the underlying asset for the lease term. The guidance will be effective for the Company beginning January 1, 2019 and early adoption is permitted. The Company will adopt ASU 2016-02 on January 1, 2019 and intends to elect the available practical expedients upon adoption. Upon adoption, the Company expects the consolidated balance sheet to include a right of use asset and a corresponding lease liability related to substantially all of the Company’s lease arrangements. We are currently evaluating the impact ASU 2016-02 will have on the Company’s consolidated financial statements and related disclosures.

In June 2018, the FASB issued ASU 2018-07, “Compensation - Stock Compensation: Improvements to Non-employee Share-Based Payment Accounting.” ASU 2018-07 was issued to provide to provide guidance on share-based payments granted to non-employees in exchange for goods or services used or consumed in an entity’s own operations and supersedes the guidance in ASC 505-50, “Equity-Based Payments to Non-Employees.” ASU 2018-07 aligns much of the guidance on measuring and classifying non-employee awards with that of awards to employees, specifically 1) equity-classified non-employee share-based payment awards are no longer measured at the earlier of the date at which a commitment for performance; 2) aligns accounting for non-employee share-based payment awards with performance conditions with accounting for employee share-based payment awards under Topic 718 by requiring entities to consider the probability of satisfying performance conditions; 3) eliminates the reassessment of classification upon vesting and instead, requires the non-employee share-based payment awards to continue to be subject to Topic 718 unless they are modified after the good has been delivered, the service has been rendered, or any other conditions necessary to earn the right to benefit from the instruments have been satisfied, and the non-employee is no longer providing goods or services, consistent with the treatment of employee awards; and 4) allows entities to make an award-by-award election to use either the expected term (consistent with employee share-based payment awards) or the contractual term for non-employee awards. The guidance is effective for annual periods beginning after December 15, 2018, and interim periods within those annual periods. Early adoption is permitted, including in an interim period for which financial statements have not been issued, but not before an entity adopts

ASC 606. The Company adopted ASU 2018-07 on January 1, 2019 on a modified retrospective basis and does not expect the adoption of ASU 2018-07 to have a material impact to accumulated deficit upon adoption.

In August 2018, the FASB issued ASU 2018-15, “Customer’s Accounting for Implementation Costs Incurred in a Cloud Computing Arrangement That Is a Service Contract,” to reduce diversity in practice in accounting for the costs of implementing cloud computing arrangements that are service contracts. ASU 2018-15 allows entities to apply the guidance in the ASC 350-40, “Intangibles–Goodwill and Other–Internal-Use Software,” to determine which implementation costs are eligible to be capitalized as assets in a cloud computing arrangement that is considered a service contract. ASU 2018-15 is effective for fiscal years beginning after December 15, 2019, and interim periods within those fiscal years. Early adoption is permitted, including adoption in any interim period. Entities have the option to apply the guidance prospectively to all implementation costs incurred after the date of adoption or retrospectively and are required to make certain disclosures in the interim and annual period of adoption. The Company is currently evaluating the impact this update will have on its consolidated financial statements.

3.	REVENUE RECOGNITION

On January 1, 2018, the Company adopted Topic 606 and applied the modified retrospective method to all contracts that were not completed as of January 1, 2018. Results for reporting periods beginning after January 1, 2018 are presented under Topic 606, while prior period amounts are not adjusted and continue to be reported under the accounting standards in effect in the prior period. The Company recorded a net reduction to opening equity of $38.9 million on January 1, 2018 for the cumulative effect of adopting Topic 606. The impact to net revenues from the adoption of Topic 606 for the year ended December 31, 2018 was a net increase of $2.3 million.
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Changes in accounting policies as a result of adopting Topic 606 and nature of goods

The most significant impacts upon adoption of Topic 606 were how the Company accounts for revenue related to its Envoy communications device and related Enlighten service and the timing of when certain sales incentives are recognized. Under ASC 605, “Revenue Recognition,” the Company’s Envoy communications device and Enlighten service were considered two units of accounting, and the portion of the consideration related to the hardware was recognized at the time of sale with the remaining consideration deferred and recognized over the estimated service period. Under ASC 606 the full consideration for these products represents a single performance obligation and is deferred and recognized over the estimated service period. This treatment resulted in a gross increase to deferred revenue of $77.5 million, an increase in deferred costs of $43.4 million and a net increase in accumulated deficit of $34.1 million upon adoption of ASC 606.

The Company previously sold its Envoy communications device to certain customers under a long-term financing arrangement. Under ASC 605, this arrangement resulted in the recording of both deferred revenue and unbilled receivables on the Company’s consolidated balance sheets. The Company’s opening entries related to ASC 606 included the netting of approximately $6.4 million of unbilled receivables against deferred revenue. Thus, the $77.5 million increase to deferred revenue noted above was partially offset by a $6.4 million reclassification of unbilled receivables to deferred revenue.

Under ASC 605 the Company recorded certain contra revenue promotions at the later of the date revenue was recognized or the date at which the promotional offer was extended. Under ASC 606 all such contra revenue programs are treated as variable consideration and recognized at the time the related revenue is recorded. This change in timing resulted in an increase in accrued liabilities of approximately $5.6 million and an increase to accumulated deficit of the same amount upon adoption of ASC 606. This change in timing is not expected to have a material impact in subsequent periods.

Topic 606 requires upfront contract acquisition costs, such as sales commissions, to be capitalized and amortized over the estimated life of the asset. For contracts that have a duration of less than one year, the Company follows the Topic 606 practical expedient and expenses these costs when incurred. Commissions related to the Company’s sale of monitoring hardware and service are capitalized and amortized over the period of the associated revenue, which is 6.5 years. This treatment resulted in an increase in deferred costs of approximately $0.8 million and a decrease in accumulated deficit of the same amount upon adoption of ASC 606.

Revenues are recognized when control of the promised goods or services are transferred to the Company’s customers in an amount that reflects the consideration that is expected to be received in exchange for those goods or services. The Company generates all of its revenues from contracts with its customers. A description of principal activities from which the Company generates revenues follows.

Products Delivered at a Point in Time. The Company sells its products to customers in accordance with the terms of the related customer contracts. The Company generates revenues from sales of its solutions, which include microinverter units and related accessories, an Envoy communications gateway and Enlighten service, communications accessories and AC Battery storage solutions to distributors, large installers, OEMs and strategic partners. Microinverter units, microinverter accessories, and AC Battery storage solutions are delivered to customers at a point in time, and in accordance with Topic 606, the Company recognizes revenue for these products when the Company transfers control of the product to the customer, which is generally upon shipment.

Products Delivered Over Time. The sale of an Envoy communications gateway includes the Company’s Enlighten cloud-based monitoring service. Under Topic 606 the full consideration for these products represents a single performance obligation and is deferred at the sale date and recognized ratably over the estimated service period, which is 6.5 years.

The Company also sells certain communication accessories that are delivered over time. The revenue from these products is recognized over the related service period, which is typically 5 or 12 years.
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Disaggregation of Revenue

The Company has one business activity, which is the design, manufacture and sale of solutions for the solar photovoltaic (“PV”) industry. The following table provides information about disaggregated revenue by primary geographical market and timing of revenue recognition for the Company’s single product line (in thousands):



Primary geographical markets:
[image: ]

United States
[image: ]

International

Total
[image: ]

Timing of revenue recognition:
[image: ]

Products delivered at a point in time

Products and services delivered over time
[image: ]

Total



December 31, 2018

· 219,600

96,559
[image: ]

· 316,159
[image: ]



· 270,778

45,381

· 316,159
[image: ]



Contract Balances

As of December 31, 2018, receivables, and contract assets and contract liabilities from contracts with customers consist of the following (in thousands):

	
	December 31, 2018

	Receivables
	$
	78,938

	Short-term contract assets (Prepaid expenses and other assets)
	
	13,516

	Long-term contract assets (Other assets)
	
	34,148

	Short-term contract liabilities (Deferred revenues)
	
	33,119

	Long-term contract liabilities (Deferred revenues)
	
	76,911



The Company receives payments from customers based upon contractual billing schedules. Accounts receivable are recorded when the right to consideration becomes unconditional. Contract assets include deferred product costs and commissions associated with the deferred revenue and will be amortized along with the associated revenue. The Company had no asset impairment charges related to contract assets in the year ended December 31, 2018. Contract liabilities are recorded as deferred revenue on the accompanying consolidated balance sheets and include payments received in advance of performance obligations under the contract and are realized when the associated revenue is recognized under the contract.

Significant changes in the balances of contract liabilities (deferred revenues) and contract assets (prepaid expenses and other assets)

during the period are as follows (in thousands):

	
	Contract Liabilities
	
	
	
	

	
	Balance on January 1, 2018
	$
	116,830
	
	

	
	Revenue recognized
	
	(45,381)
	
	

	
	Increase due to billings
	
	38,581
	
	

	
	Balance as of December 31, 2018
	$
	110,030
	
	

	
	Contract Assets
	
	
	
	

	
	
	
	
	
	

	
	Balance on January 1, 2018
	$
	47,862
	
	

	
	Amount recognized
	
	(14,964)
	
	

	
	Increase
	
	
	14,766
	
	

	
	Balance as of December 31, 2018
	$
	47,664
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Remaining Performance Obligations

The following table includes estimated revenue expected to be recognized in future periods related to performance obligations that are unsatisfied or partially unsatisfied at the end of the reporting period (in thousands).

	
	
	
	December 31,

	Years
	
	2018

	2019
	
	$
	33,119

	2020
	
	
	26,303

	2021
	
	
	20,124

	2022
	
	
	15,084

	2023
	
	
	9,282

	Thereafter
	
	6,118

	Total
	$
	110,030

	
	
	
	



Practical Expedients and Exemptions

The Company generally expenses sales commissions related to products delivered at a point in time when the commissions are incurred because the amortization period would have been less than one year. The Company records these costs as sales and marketing expense. The Company expenses shipping and handling costs as incurred.

Impact of Adoption of Topic 606

In accordance with Topic 606, the disclosure of the impact of adoption to the Company’s consolidated statements of operations and consolidated balance sheets was as follows (in thousands):

	
	
	Year Ended December 31, 2018
	
	

	
	
	
	
	
	
	
	Without Adoption of
	

	
	
	As Reported
	
	Adjustments
	
	Topic 606
	

	Net revenues
	$
	316,159
	
	$
	(2,251)
	
	$
	313,908
	

	Cost of revenues
	
	221,714
	
	
	(13)
	
	
	221,701
	

	Gross profit
	
	94,445
	
	
	(2,238)
	
	
	92,207
	

	Operating expenses:
	
	
	
	
	
	
	
	
	

	Research and development
	
	32,587
	
	
	—
	
	32,587
	

	Sales and marketing
	
	27,047
	
	
	(117)
	
	
	26,930
	

	General and administrative
	
	29,086
	
	
	—
	
	29,086
	

	Restructuring charges
	
	4,129
	
	
	—
	
	4,129
	

	Total operating expenses
	
	92,849
	
	
	(117)
	
	
	92,732
	

	Income (loss) from operations
	
	1,596
	
	
	(2,121)
	
	
	(525)
	

	Other expense, net
	
	
	
	
	
	
	
	
	

	Interest expense
	
	(9,635)
	
	
	—
	
	(9,635)
	

	Other expense
	
	(2,190)
	
	
	—
	
	
	(2,190)
	

	Total other expense, net
	
	(11,825)
	
	
	—
	
	(11,825)
	

	Loss before income taxes
	
	(10,229)
	
	
	(2,121)
	
	
	(12,350)
	

	Income tax provision
	
	(1,398)
	
	
	—
	
	(1,398)
	

	Net loss
	$
	(11,627)
	
	$
	(2,121)
	
	$
	(13,748)
	

	Net loss per share:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Basic and diluted
	$
	(0.12)
	
	$
	(0.02)
	
	$
	(0.14)
	

	Shares used in per share calculation:
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	Basic and diluted
	
	99,619
	
	
	—
	
	99,619
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	December 31, 2018
	
	

	
	
	
	
	
	
	
	Without Adoption of

	
	
	As Reported
	
	Adjustments
	
	Topic 606

	Prepaid expenses and other
	$
	20,860
	
	$
	(10,788)
	
	$
	10,072

	Other assets
	
	36,548
	
	
	(28,766)
	
	
	7,782

	Accrued liabilities
	
	29,010
	
	
	(4,257)
	
	
	24,753

	Deferred revenues, current
	
	33,119
	
	
	(20,800)
	
	
	12,319

	Deferred revenues, noncurrent
	
	76,911
	
	
	(50,044)
	
	
	26,867

	Accumulated deficit
	
	(346,302)
	
	
	35,547
	
	
	(310,755)



4.	INVENTORY

Inventory as of December 31, 2018 and 2017 consists of the following (in thousands):

	
	
	December 31,
	

	
	
	2018
	
	
	2017

	Raw materials
	$
	970
	
	$
	2,341

	Finished goods
	
	15,297
	
	
	23,658

	Total inventory
	$
	16,267
	
	$
	25,999

	
	
	
	
	
	



5.	PROPERTY AND EQUIPMENT, NET

As of December 31, 2018 and 2017, property and equipment consist of the following (in thousands):

	
	Estimated Useful
	
	December 31,
	
	

	
	
	
	
	
	
	
	

	
	Life (Years)
	
	2018
	
	
	2017
	

	Equipment and machinery
	3-10
	
	$
	43,566
	
	$
	41,148
	

	Furniture and fixtures
	5-10
	
	
	2,239
	
	
	2,188
	

	Computer equipment
	3-5
	
	
	2,958
	
	
	2,627
	

	Capitalized software costs
	3-5
	
	
	12,114
	
	
	11,749
	

	Leasehold improvements
	3-10
	
	
	8,482
	
	
	8,537
	

	Construction in process
	
	
	
	3,536
	
	
	4,672
	

	Total
	
	
	
	72,895
	
	
	70,921
	

	Less accumulated depreciation and amortization
	
	
	
	(51,897)
	
	
	(44,438)
	

	Property and equipment, net
	
	
	$
	20,998
	
	$
	26,483
	

	
	
	
	
	
	
	
	
	



Depreciation expense for property and equipment for the years ended December 31, 2018, 2017 and 2016 was $8.3 million, $8.6 million and $10.0 million, respectively.

As of December 31, 2018 and 2017, unamortized capitalized software costs were $0.7 million and $1.1 million, respectively.
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6.	GOODWILL AND INTANGIBLE ASSETS

The following table presents the details of the Company’s goodwill and purchased intangible assets as of December 31, 2018 and 2017 (in thousands):

	
	
	
	
	
	December 31, 2018
	
	
	
	
	
	December 31, 2017
	
	
	

	
	
	
	
	
	
	
	
	Accumulated
	
	
	
	
	
	
	
	Accumulated
	
	
	

	
	
	Gross
	
	
	Additions
	
	
	Amortization
	
	
	Net
	
	
	Gross
	
	
	Amortization
	
	
	Net
	

	Goodwill
	$
	3,664
	
	$
	21,119
	
	$
	—
	$
	24,783
	
	$
	3,664
	$
	—
	$
	3,664
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Intangible assets:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Other indefinite-lived intangibles
	$
	286
	
	$
	—
	$
	—
	$
	286
	
	$
	286
	$
	—
	$
	286
	

	Intangible assets with finite live:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Patents and licensed technology
	
	1,665
	
	
	—
	
	(1,665)
	
	
	—
	
	1,665
	
	
	(1,436)
	
	
	229
	

	Developed technology
	
	—
	
	13,100
	
	
	(909)
	
	
	12,191
	
	
	—
	
	
	—
	
	—
	

	Customer relationships
	
	—
	
	
	23,100
	
	
	(271)
	
	
	22,829
	
	
	—
	
	
	—
	
	
	—
	

	Total purchased intangible
	$
	1,951
	
	$
	36,200
	
	$
	(2,845)
	
	$
	35,306
	
	$
	1,951
	$
	(1,436)
	
	$
	515
	

	assets
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



In July 2014, the Company purchased certain patents related to system interconnection and photovoltaic AC module construction. The patents were amortized over their legal life of 3 years. In October 2015, the Company licensed certain technology related to application specific integrated circuits (“ASIC”) development for a 3‑year term, which is also its estimated useful life. As of December 31, 2018, these patents were fully amortized.

In August 2018, the Company acquired certain finite-lived intangible assets in its acquisition of SunPower Corporation’s (“SunPower”) microinverter business pursuant to an Asset Purchase Agreement (“APA”), primarily developed technology and customer relationships. See Note 20. “Acquisition,” for additional information related to this acquisition.

Amortization expense related to finite-lived intangible assets for the years ended December 31, 2018, 2017 and 2016 was $1.4 million, $0.4 million and $0.7 million, respectively. Amortization expense of $1.4 million for the year ended December 31, 2018 includes $0.3 million as a reduction to revenue, related to customer relationships.

7.	ACCRUED LIABILITIES

As of December 31, 2018 and 2017 accrued liabilities consists of the following (in thousands):

	
	
	December 31,
	

	
	
	2018
	
	
	2017

	Salaries, commissions, incentive compensation and benefits
	$
	4,107
	
	$
	3,608

	Customer rebates and sales incentives
	
	8,527
	
	
	8,988

	Freight
	
	7,286
	
	
	3,853

	Other
	
	9,090
	
	
	5,998

	Total accrued liabilities
	$
	29,010
	
	$
	22,447
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8.	WARRANTY OBLIGATIONS

The Company’s warranty activities during the years ended December 31, 2018, 2017 and 2016 were as follows (in thousands):

	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	2017
	
	
	2016

	Warranty obligations, beginning of period
	$
	29,816
	
	$
	31,414
	
	$
	30,547

	Accruals for warranties issued during period
	
	3,040
	
	
	3,797
	
	
	4,130

	Changes in estimates
	
	6,515
	
	
	(732)
	
	
	2,562

	Settlements
	
	(8,579)
	
	
	(7,037)
	
	
	(8,523)

	Increase due to accretion expense
	
	1,989
	
	
	2,053
	
	
	1,772

	Other
	
	(1,487)
	
	
	321
	
	
	926

	Warranty obligations, end of period
	
	31,294
	
	
	29,816
	
	
	31,414

	Less current portion
	
	(8,083)
	
	
	(7,427)
	
	
	(8,596)

	Noncurrent
	$
	23,211
	
	$
	22,389
	
	$
	22,818

	
	
	
	
	
	
	
	
	



The Company sold approximately 1.0 million first and second generation microinverters from 2008 through mid-2012. The Company has sold approximately 3.9 million third generation microinverters since mid-2012 through mid-2015. The Company has sold approximately

10.7 million of its fourth generation microinverters, which were introduced in mid-2013 and are still being sold. The Company began selling its IQ series microinverters in 2017, sales of which totaled approximately 3.5 million units.

Changes in Estimates

On a quarterly basis, the Company uses the best and most complete underlying information available, following a consistent, systematic and rational methodology to determine its warranty obligations. The Company considers all available evidence to assess the reasonableness of all key assumptions underlying its estimated warranty obligations for each generation of microinverter. The changes in estimates discussed below resulted from consideration of new or additional information becoming available and subsequent developments. Changes in estimates included in the table above were comprised of the following:

2018

In 2018, the Company recorded a $0.9 million increase to warranty expense related to cost increases primarily for backwards compatibility cables, supply constrained inventory components as well as tariffs. The Company also recorded additional warranty expense of $3.3 million based on continuing analysis of field performance data and diagnostic root-cause failure analysis primarily relating to its second and third generation products. In addition, the Company recorded an increase of $2.1 million related to increased estimated claim rates and an increase to warranty expense of $0.2 million for labor reimbursement costs expected to be paid to third party installers performing replacement services. These increases were partially offset by a $1.5 million reduction to warranty expense, presented as “Other” in the table above, related to changes in the discount rates for fair value accounting.

2017

In 2017, primarily in the fourth quarter, the Company recorded the impact of further product-cost reduction initiatives for its sixth generation microinverters, which are backwards compatible with previous microinverter generations and will be used to fulfill future warranty obligations for all microinverter generations in the field. This resulted in a $2.2 million decrease to warranty expense related to estimated future replacement costs. The Company also recorded, primarily in the third quarter, a decrease to warranty expense of $1.9 million for labor reimbursement costs expected to be paid to third party installers performing replacement services for its second‑generation product as a result of a change in its reimbursement policy. In addition, the Company recorded additional warranty expense of $3.9 million based on continuing analysis of field performance data and diagnostic root-cause failure analysis primarily relating to its second‑generation product.
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2016

In 2016, primarily in the fourth quarter, the Company recorded the impact of product-cost reduction initiatives for its sixth generation microinverters, which are backwards compatible with previous microinverter generations and will be used to fulfill future warranty obligations for all microinverter generations in the field. This resulted in a $2.1 million decrease to warranty expense related to estimated future replacement costs. This decrease was offset by an increase to warranty expense of $1.5 million for an increase in labor reimbursement costs expected to be paid to third party installers performing replacement services for its second‑generation product. In addition, the Company recorded additional warranty expense of $3.0 million based on continuing analysis of field performance data and diagnostic root-cause failure analysis primarily relating to its second‑generation product.

9.	FAIR VALUE MEASUREMENTS

The accounting guidance defines fair value as the price that would be received from selling an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date. When determining the fair value measurements for assets and liabilities recorded at fair value, the Company considers the principal or most advantageous market in which it would transact and considers assumptions that market participants would use when pricing the asset or liability, such as inherent risk, transfer restrictions, and risk of nonperformance.

The fair value hierarchy requires an entity to maximize the use of observable inputs and minimize the use of unobservable inputs when measuring fair value. An asset’s or liability’s categorization within the fair value hierarchy is based upon the lowest level of input that is significant to the fair value measurement. Three levels of inputs may be used to measure fair value:

· Level 1—Valuations based on quoted prices in active markets for identical assets or liabilities that the Company is able to access. Since valuations are based on quoted prices that are readily and regularly available in an active market, valuation of such assets or liabilities do not entail a significant degree of judgment.

· Level 2—Valuations based on one or more quoted prices in markets that are not active or for which all significant inputs are observable, either directly or indirectly.

· Level 3—Valuations based on inputs that are unobservable and significant to the overall fair value measurement.

The following table presents the Company’s liabilities that were measured at fair value on a recurring basis and its categorization within the fair value hierarchy at December 31, 2018 and 2017 (in thousands):

	
	Fair Value
	
	Years Ended December 31,
	

	
	
	
	
	
	
	
	

	
	Hierarchy
	
	
	2018
	
	
	2017
	

	Warranty obligations
	Level 3
	$
	11,757
	
	$
	9,791
	

	Third party option to purchase receivables at a discount
	Level 3
	
	—
	
	700
	



Fair Value Option for Warranty Obligations Related to Microinverters Sold Since January 1, 2014

The Company estimates the fair value of warranty obligations by calculating the warranty obligations in the same manner as for sales prior to January 1, 2014 and applying an expected present value technique to that result. The expected present value technique, an income approach, converts future amounts into a single current discounted amount. In addition to the key estimates of failure rates, claim rates and replacement costs, the Company used certain Level 3 inputs which are unobservable and significant to the overall fair value measurement.

Such additional assumptions included a discount rate based on the Company’s credit-adjusted risk-free rate and compensation comprised of a profit element and risk premium required of a market participant to assume the obligation.
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The following table provides information regarding changes in nonfinancial liabilities related to the Company’s warranty obligations measured at fair value on a recurring basis using significant unobservable inputs (Level 3) for the periods indicated (in thousands):

	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	2017
	
	
	2016

	Balance at beginning of period
	$
	9,791
	
	$
	10,332
	
	$
	6,182

	Accruals for warranties issued during period
	
	3,040
	
	
	3,591
	
	
	4,091

	Changes in estimates
	
	2,455
	
	
	(4,551)
	
	
	(1,616)

	Settlements
	
	(4,030)
	
	
	(1,956)
	
	
	(1,023)

	Increase due to accretion expense
	
	1,989
	
	
	2,053
	
	
	1,772

	Other
	
	(1,488)
	
	
	322
	
	
	926

	Balance at end of period
	$
	11,757
	
	$
	9,791
	
	$
	10,332

	
	
	
	
	
	
	
	
	



Third Party Option to Purchase Receivables at a Discount

The Company entered into an agreement with a third party in the fourth quarter of 2017 to sell certain current and future receivables at a discount. The buyer had the option to purchase certain additional future receivables at various fixed discounts. This option was valued using the discounted cash flow methodology based on the counterparty credit-adjusted-risk-free rate and recorded as a liability. As of December 31, 2018, all purchases relating to this option had been made, and the liability has been relieved. As of December 31, 2017, $0.7 million relating to this option was recorded as a liability with corresponding offset to debt on the Company’s consolidated balance sheets.

Quantitative and Qualitative Information about Level 3 Fair Value Measurements

As of December 31, 2018, the significant unobservable inputs used in the fair value measurement of the Company’s liabilities designated as Level 3 are as follows:

	
	
	
	
	
	
	Percent Used
	

	Item Measured at Fair Value
	
	Valuation Technique
	
	Description of Significant Unobservable Input
	
	(Weighted-Average)
	

	Warranty obligations for
	
	
	Profit element and risk premium
	16.25%
	

	microinverters sold since
	Discounted cash flows
	
	Credit-adjusted risk-free rate
	18.75%
	

	January 1, 2014
	
	
	
	
	



As of December 31, 2017, the significant unobservable inputs used in the fair value measurement of the Company’s liabilities designated as Level 3 are as follows:


Item Measured at Fair Value

Warranty obligations for microinverters sold since January 1, 2014

Third party option to purchase receivables at a discount




	
	
	
	
	Percent Used
	

	Valuation Technique
	
	Description of Significant Unobservable Input
	
	(Weighted-Average)
	

	Discounted cash flows
	
	Profit element and risk premium
	17%
	

	
	
	Credit-adjusted risk-free rate
	17%
	

	
	
	
	
	

	
	
	
	
	
	

	Discounted cash flows
	
	Counter party credit-adjusted risk-free rate
	4%
	


[image: ]
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Sensitivity of Level 3 Inputs - Warranty Obligations

Each of the significant unobservable inputs is independent of the other. The profit element and risk premium are estimated based on requirements of a third-party participant willing to assume the Company’s warranty obligations. The credit‑adjusted risk‑free rate (“discount rate”) is determined by reference to the Company’s own credit standing at the fair value measurement date. Increasing the profit element and risk premium input by 100 basis points would result in a $0.1 million increase to the liability. Decreasing the profit element and risk premium by 100 basis points would result in a $0.1 million reduction of the liability. Increasing the discount rate by 100 basis points would result in a $0.4 million reduction of the liability. Decreasing the discount rate by 100 basis points would result in a $0.5 million increase to the liability.

10. RESTRUCTURING


	
	
	
	Years Ended December 31,
	

	
	2018
	
	
	
	
	2017
	
	
	2016

	Redundancy and employee severance and benefit arrangements
	$
	2,228
	$
	2,827
	
	$
	1,263

	Asset impairments
	
	1,601
	
	
	
	522
	
	
	2,575

	Consultants engaged in restructuring activities
	
	—
	
	
	
	12,100
	
	
	—

	Lease loss reserves
	
	300
	
	
	
	1,468
	
	
	579

	Gain on business divestiture
	
	—
	
	
	
	—
	
	
	(640)

	Total restructuring
	$
	4,129
	$
	16,917
	
	$
	3,777

	
	
	
	
	
	
	
	
	
	



2018 Plan

In the third quarter of 2018, the Company began implementing restructuring actions (the “2018 Plan”) to lower its operating expenses. The restructuring actions include reorganization of the Company’s global workforce, elimination of certain non-core projects and consolidation of facilities. The Company expects to complete this restructuring in 2019.

The following table presents the details of the Company’s restructuring charges under the 2018 Plan for the periods indicated (in thousands):

	
	
	Year Ended

	
	December 31, 2018

	Redundancy and employee severance and benefit arrangements
	$
	2,228

	Asset impairments
	
	1,636

	Lease loss reserves
	
	340

	Total restructuring
	$
	4,204

	
	
	



The following table provides information regarding changes in the Company’s 2018 Plan accrued restructuring balance for the periods indicated (in thousands):

	
	
	
	
	
	Lease Loss
	
	

	
	
	Redundancy and
	
	Reserves and
	
	

	
	Employee Severance
	
	Contractual
	
	

	
	
	and Benefits
	
	Obligations
	
	Total

	Charges
	$
	2,228
	
	$
	340
	
	$
	2,568

	Cash payments
	
	(1,336)
	
	
	(61)
	
	
	(1,397)

	Non-cash settlement and other
	
	12
	
	
	9
	
	
	21

	Balance as of December 31, 2018
	$
	904
	
	$
	288
	
	$
	1,192
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2016 Plan

In the third quarter of 2016, the Company began implementing restructuring actions (the “2016 Plan”) to lower its operating expenses. The restructuring actions have included reductions in the Company’s global workforce, the elimination of certain non-core projects, consolidation of office space at the Company’s corporate headquarters and the engagement of management consultants to assist the Company in making organizational and structural changes to improve operational efficiencies and reduce expenses. The Company substantially completed its restructuring activities under the 2016 Plan in 2017.

The following table presents the details of the Company’s restructuring charges under the 2016 Plan for the periods indicated (in thousands):

	
	
	Years Ended December 31,
	

	
	2018
	
	
	
	2017
	
	
	2016

	Employee severance and benefit arrangements
	$
	—
	$
	2,827
	
	$
	1,263

	Asset impairments
	
	(35)
	
	
	522
	
	
	2,575

	Consultants engaged in restructuring activities
	
	—
	
	12,100
	
	
	—

	Lease loss reserves and contract termination costs
	
	(40)
	
	
	1,468
	
	
	579

	Gain on business divestiture
	
	—
	
	—
	
	(640)

	Total restructuring
	$
	(75)
	
	$
	16,917
	
	$
	3,777

	
	
	
	
	
	
	
	
	



The following table provides information regarding the computation of the Company’s gain on business divestiture included in restructuring and other (in thousands) for the year ended December 31, 2016:

	Consideration
	$
	1,375

	Identifiable assets
	
	(979)

	Contingent consideration
	
	244

	Gain on business divestiture
	$
	640

	
	
	



The following table provides information regarding changes in the Company’s 2016 Plan accrued restructuring balance for the periods indicated (in thousands):

	
	
	
	
	
	Lease Loss
	
	

	
	
	
	
	
	Reserves and
	
	

	
	Employee Severance
	
	Contractual
	
	

	
	
	and Benefits
	
	Obligations
	
	Total

	Balance as of December 31, 2016
	$
	198
	
	$
	484
	
	$
	682

	Charges
	
	2,827
	
	
	13,568
	
	
	16,395

	Cash payments
	
	(2,796)
	
	
	(12,958)
	
	
	(15,754)

	Balance as of December 31, 2017
	
	229
	
	
	1,094
	
	
	1,323

	Charges and adjustments
	
	—
	
	(40)
	
	
	(40)

	Cash payments and receipts, net
	
	(229)
	
	
	537
	
	
	308

	Balance as of December 31, 2018
	$
	—
	$
	1,591
	
	$
	1,591
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11. DEBT

Long-term debt was comprised of the following at December 31, 2018 and 2017 (in thousands):

	
	
	December 31,
	

	
	
	2018
	
	
	2017

	Convertible Notes due 2023
	$
	65,000
	
	$
	—

	Less unamortized issuance costs
	
	(2,361)
	
	
	—

	Carrying amount of Convertible Notes due 2023
	
	62,639
	
	
	—

	
	
	
	
	
	

	Term loan
	
	41,524
	
	
	50,000

	Less unamortized discount and issuance costs
	
	(1,059)
	
	
	(2,111)

	Carrying amount of term loan
	
	40,465
	
	
	47,889

	
	
	
	
	
	

	Sale of long-term financing receivable recorded as debt
	
	6,679
	
	
	2,562

	Less value of future purchase option
	
	—
	
	(700)

	Carrying amount of sale of long-term financing receivable recorded as debt
	
	6,679
	
	
	1,862

	Total carrying amount of debt
	
	109,783
	
	
	49,751

	Less current portion term loan
	
	(25,417)
	
	
	(15,715)

	Less current portion of long-term financing receivable recorded as debt
	
	(2,738)
	
	
	(1,714)

	Long-term debt
	$
	81,628
	
	$
	32,322

	
	
	
	
	
	



Convertible Notes

In August 2018, the Company sold $60.0 million aggregate principal amount of convertible senior notes due 2023 (the “Convertible Notes”) in a private placement. Additionally, an individual who is a member of the Company’s Board of Directors and a stockholder, Thurman John Rodgers, purchased $5.0 million aggregate principal amount of convertible senior notes due 2023 (the “Affiliate Notes” and together with the Convertible Notes, the “Notes”) in a concurrent private placement. The Company received net proceeds of $62.4 million, after deducting the underwriters’ fees of approximately $2.0 million and other issuance costs of approximately $0.6 million.

The Notes are senior, unsecured and bear interest at a rate of 4.0% per year, payable semi-annually on February 1 and August 1 of each year, beginning on February 1, 2019. The Notes will mature on August 1, 2023, unless earlier repurchased by the Company or converted at the option of the holders. The Company may not redeem the Notes prior to the maturity date, and no sinking fund is provided for the Notes.

The Notes are convertible, at a holder’s election, in multiples of $1,000 principal amount, into shares of the Company’s common stock based on the applicable conversion rate. The initial conversion rate for the Notes is 180.0180 shares of common stock per $ 1,000 principal amount of Notes (which is equivalent to an initial conversion price of approximately $5.5600 per share). The conversion rate and the corresponding conversion price are subject to adjustment upon the occurrence of certain events but will not be adjusted for any accrued and unpaid interest. Holders of the Notes who convert their Notes in connection with a make-whole fundamental change (as defined in the Indenture entered into in connection with the Convertible Notes) are, under certain circumstances, entitled to an increase in the conversion rate. Additionally, in the event of a fundamental change, holders of the Notes may require the Company to repurchase all or a portion of their Notes at a price equal to 100% of the principal amount of Notes, plus any accrued and unpaid interest, including any additional interest to, but excluding, the repurchase date. Holders may convert all or any portion of their Notes at their option at any time prior to the close of business on the business day immediately preceding the maturity date, in multiples of $1,000 principal amount.

As of December 31, 2018, there were unamortized issuance costs and debt discounts of approximately $2.4 million, which were recorded as a direct deduction from the Notes on the consolidated balance sheets.
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Term Loan

In July 2016, the Company entered into a Loan and Security Agreement (the “Original Term Loan Agreement”) with lenders that are affiliates of Tennenbaum Capital Partners, LLC (the “Lenders” or “TCP”). Under the agreement, the Lenders committed to advance a term loan in an aggregate principal amount of up to $ 25.0 million with a maturity date of July 1, 2020. The Company borrowed the entire $25.0 million of term loan commitments on the loan closing date. Monthly payments due through June 30, 2017 were interest only, followed by consecutive equal monthly payments of principal plus accrued interest that were to begin on July 1, 2017 and continue through the maturity date. The term loan provided for an interest rate per annum equal to the higher of (i) 10.25% or (ii) LIBOR plus 9.5625%, subject to a 1.0% reduction if the Company achieves minimum levels of Revenue and EBITDA (each as defined in the Original Term Loan Agreement) for the twelve-consecutive month period ending June 30, 2017 as set forth in the Original Term Loan Agreement. In addition, the Company paid a commitment fee of

3.3% of the loan amount upon closing and a closing fee of 10.0% of the loan amount is payable in four equal installments at each anniversary of the closing date. The Company could elect to prepay the loan by incurring a prepayment fee between 1% and 3% of the principal amount of the term loan depending on the timing and circumstances of prepayment.

In February 2017, the Company entered into an Amended and Restated Loan and Security Agreement (the “Loan Agreement”) that amended and restated the Original Term Loan Agreement. The Loan Agreement provides for a $25.0 million secured term loan to the Company (the “New Term Loan”), which is in addition to the $ 25.0 million secured term loan borrowed by the Company under the Original Term Loan Agreement (together with the “New Term Loan” the “Term Loans”). The New Term Loan had the same July 1, 2020 maturity date that was applicable to the Original Term Loan Agreement. The New Term Loan was fully drawn at closing, with approximately $ 10.3 million of the proceeds used to repay existing combined principal and interest due under the Company’s Revolver with Wells Fargo Bank N.A. (“Wells Fargo”). Upon the repayment of loans under the Wells Fargo Revolver, the Wells Fargo Revolving Credit Agreement was terminated. The Company used the remainder of the proceeds from the New Term Loan for general corporate purposes.

Monthly payments under the Term Loans through February 28, 2018 were interest only, followed by consecutive equal monthly payments of principal plus accrued interest beginning on March 1, 2018 and continuing through the maturity date. Interest on the Term Loans was the greater of (a) 10.3125%, and (b) a fluctuating rate of interest per annum equal to the three-month LIBOR Rate (rounded up to the nearest 1/16th of one percent) plus 9.25%. In addition, the Company paid a commitment fee of 3.0% of the New Term Loan amount upon closing and a closing fee of 4.0% of the New Term Loan amount, which is payable with the closing fee under the Original Term Loan Agreement in four equal installments at each anniversary of the closing date of the Original Term Loan Agreement. The Company may elect to prepay the Term Loans by incurring a prepayment fee between 1% and 3% of the principal amount of the Term Loans depending on the timing and circumstances of prepayment.

On February 28, 2018, the Company entered into a Second Amendment to the Term Loans. The Second Amendment decreased the amount of principal repayments required under the Loan Agreement by 50% for the period from March 1, 2018 through December 31, 2018 and provided that the Company shall not prepay any part of the Term Loans during that same period without the Collateral Agent’s prior written consent.

The Term Loans were secured by a first-priority security interest on substantially all assets of the Company; provided, however, that the security interest in the Company’s intellectual property may be released if the Company satisfies certain requirements. The Company’s obligations under the Term Loans were not guaranteed by any of the Company’s existing subsidiaries, nor have any existing subsidiaries of the Company pledged any of their assets to secure the Term Loans.
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The Loan Agreement required that (i) at all times from the closing date to and including March 31, 2018, the Company, and any future guarantors, have Unrestricted Cash (as defined in the Loan Agreement) of at least $10.0 million; (ii) at all times from the closing date to and including March 31, 2018, that the aggregate amount of Consolidated Unrestricted Cash, plus the value of Consolidated Receivables, plus the value of Consolidated Inventory (each as defined in the Loan Agreement) divided by the outstanding principal amount of Term Loans, shall equal or exceed 1.5; and (iii) at all times from April 1, 2018 and thereafter, that the aggregate amount of Consolidated Unrestricted Cash, plus the value of Consolidated Receivables, plus the value of Consolidated Inventory divided by the outstanding principal amount of Term Loans, shall equal or exceed 1.75. In addition, the Loan Agreement was subject to customary affirmative and negative covenants including restrictions on creation of liens, dispositions of assets, mergers, changing the nature of its business and dividends and other distributions, in each case subject to certain exceptions. The Loan Agreement also contained certain customary events of default including, but not limited to, failure to pay interest, principal and fees or other amounts when due, material breach of any representation or warranty, covenant defaults, cross defaults to other material indebtedness, events of bankruptcy and the occurrence of a material adverse change (as defined in the agreement) to the Company’s business. The Term Loan Agreement offered TCP customary rights and remedies in any event of default, including the ability to declare all amounts outstanding immediately due and payable.

As of December 31, 2018, the estimated schedule of principal payments due on the Term Loans was as follows (in thousands):

	
	
	
	Principal

	Year Due
	
	Payments

	2019
	
	$
	25,317

	2020
	
	
	16,207

	Total
	$
	41,524

	
	
	
	



On January 28, 2019, the Company repaid in full the remaining principal amount of the Term Loans of $39.5 million plus accrued interest and fees.

Warrants

In connection with the New Term Loan, the Company issued to the Lenders warrants to purchase an aggregate of approximately

1.2 million shares of the Company’s Common Stock at an exercise price of $1.05 per share. The warrants have a term of seven years and

contain a “cashless exercise” feature that allows the holder to exercise the warrant without a cash payment upon the terms set forth therein.

The Company estimated the fair value of the warrants by using the Black-Scholes approach and the following assumptions: stock price of $1.56 per share; strike price of $1.05 per share; volatility of 85.9%, risk-free rate of 2.23%; dividend yield of 0%; and a term of seven years. The resulting fair value was used to allocate the proceeds from the Term Loan between liability and equity components.

The Company classified the warrants as equity and allocated the proceeds from the New Term Loan and warrants using the relative fair value method. Using this method, the Company allocated $1.4 million to the warrants, which was recorded as equity. This amount represents debt discount that will be amortized to interest expense over the term of the loan. The Lenders converted the warrants into approximately 0.9 million shares of the Company’s common stock in a cashless exercise in the first quarter of 2018.
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Sale of Long-Term Financing Receivables

The Company entered into an agreement with a third party in the fourth quarter of 2017 to sell certain current and future receivables at a discount. In December 2017, the third party made an initial purchase of receivables that resulted in net proceeds to the Company of

$2.8 million. This transaction was recorded as debt on the accompanying consolidated balance sheets, and the debt balance will be relieved by January 2019 as the underlying receivables are settled. During the year ended December 31, 2018, the third party made three additional purchases of receivables that resulted in total net proceeds to the Company of $5.6 million. These transactions were recorded as debt on the accompanying consolidated balance sheets, and the total associated debt balance will be relieved by September 2021 as the underlying receivables are settled. After the initial purchase, the buyer had the option to purchase certain additional future receivables at various fixed discounts. This option was valued at $0.7 million and was recorded as a liability with a corresponding offset to debt as of December 31, 2017. As of December 31, 2018, all purchases relating to this option had been made, and the liability has been relieved. See Note 9. “Fair Value Measurements,” for additional information.

Revolving Credit Facility

The Company had a $50.0 million revolving credit facility (the “Revolver”) with Wells Fargo Bank, N.A. that was entered into in November 2012. The Revolver was fully repaid and terminated in February 2017.

12. COMMITMENTS AND CONTINGENT LIABILITIES

Operating Leases

The Company leases office facilities under noncancelable operating leases that expire on various dates through 2028. The terms of the lease agreements generally provide for rental payments on a graduated basis, and certain leases require the Company to pay its portion of executory costs such as taxes, insurance, and operating expenses. The Company recognizes rent expense on a straight-line basis over the lease term.

Rent expense for the years ended December 31, 2018, 2017 and 2016 was $3.2 million, $2.8 million and $3.8 million, respectively.

The Company’s minimum lease payments under noncancelable operating leases, exclusive of executory costs, as of December 31, 2018 are as follows (in thousands):

	
	
	Minimum Lease

	
	
	Payments

	Fiscal year due:
	
	

	2019
	$
	3,738

	2020
	
	3,532

	2021
	
	3,276

	2022
	
	1,810

	2023
	
	945

	Thereafter
	
	1,252

	Total operating lease minimum payments
	
	14,553

	Sublease income to be recognized in the future under noncancelable subleases
	
	(922)

	Net operating leases
	$
	13,631

	
	
	



Purchase Obligations

The Company has contractual obligations related to component inventory that its primary contract manufacturer procures on its behalf in accordance with its production forecast as well as other inventory related purchase commitments. As of December 31, 2018, these purchase obligations totaled approximately $41.1 million.
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Contingencies

From time-to-time, the Company may be involved in litigation relating to claims arising out of its operations. The Company is not currently involved in any material legal proceedings; however, the Company may be involved in material legal proceedings in the future. Such matters are subject to uncertainty and there can be no assurance that such legal proceedings will not have a material adverse effect on its business, results of operations, financial position or cash flows.

13. SALE OF COMMON STOCK

In February 2018, the Company entered into a Securities Purchase Agreement with an investor pursuant to which the Company, in a private placement, issued and sold to the investor 9.5 million shares of the Company’s common stock at a price per share of $2.10, for gross proceeds of $20.0 million.

In January 2017, the Company completed a private placement of securities that resulted in the issuance of approximately 10.8 million shares of common stock and gross proceeds of $10.0 million.

In December 2016, the Company entered into an At Market Issuance Sales Agreement (ATM) under which it could sell shares of its common stock up to a gross aggregate offering price of $17.0 million. During the three months ended March 31, 2017 the Company sold approximately 11.1 million shares of common stock under the ATM and received net proceeds of approximately $16.6 million.

14. STOCK-BASED COMPENSATION Description of Equity Incentive Plans

2006 Plan

Under the Company’s 2006 Equity Incentive Plan (the “2006 Plan”), equity awards granted generally vest over a 4‑year period from the date of grant with a contractual term of up to 10 years. As of December 31, 2018, there were 1.6 million shares of options outstanding under the 2006 Plan. No further stock options or other stock awards may be granted under the 2006 Plan.

2011 Plan

Under the 2011 Equity Incentive Plan (the “2011 Plan”), the Company could initially issue up to 2,643,171 shares of its common stock pursuant to stock options, stock appreciation rights (“SARS”), restricted stock awards (“RSA”), RSUs, PSUs, and other forms of equity compensation, or collectively, stock awards, all of which may be granted to employees, including officers, and to non-employee directors and consultants. Options granted under the 2011 Plan before August 1, 2012 generally expire 10 years after the grant date and options granted thereafter generally expire 7 years after the grant date. Equity awards granted under the 2011 Plan generally vest over a 4-year period from the date of grant based on continued employment. The number of shares of the Company’s common stock authorized for issuance under the 2011 Plan automatically increases on each January 1 by 4.5% of the total number of shares of the Company’s common stock outstanding on December 31 of the preceding calendar year, or such lesser number of shares of common stock as determined by the board of directors. As of December 31, 2018, 1,319,960 shares remained available for issuance pursuant to future grants under the 2011 Plan. On January 31, 2019, the shares available for issuance under the 2011 Plan automatically increased by 4,816,556 shares.
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2011 Employee Stock Purchase Plan

The 2011 Employee Stock Purchase Plan (“ESPP”) became effective immediately upon the execution and delivery of the underwriting agreement for the Company’s initial public offering on March 29, 2012. The ESPP authorized the issuance of 669,603 shares of the Company’s common stock pursuant to purchase rights granted to employees. The number of shares of common stock reserved for issuance will automatically increase, on each January 1, by a lesser of (i) 330,396 shares of the Company’s common stock or (ii) 1.0% of the total number of shares of the Company’s common stock outstanding on December 31 of the preceding calendar year, as determined by the Company’s board of directors. At the Annual Meeting of Stockholders held on May 18, 2017 the Company’s stockholders approved a one-time amendment to the Company’s ESPP to increase the aggregate number of shares available for purchase by 400,000 shares and to increase the annual automatic minimum increase in shares reserved for issuance from 330,396 to 700,000 shares effective January 1, 2018. As of December 31, 2018, 551,203 shares remained available for future issuance under the ESPP. On January 31, 2019, the shares available for issuance under the ESPP automatically increased by 700,000 shares.

The ESPP is implemented by concurrent offering periods and each offering period may contain up to four interim purchase periods. In general, offering periods consists of the 24-month periods commencing on each May 15 and November 15 of a calendar year.

Generally, all full-time employees, including executive officers, are eligible to participate in the ESPP. The ESPP permits eligible employees to purchase the Company’s common stock through payroll deductions, which may not exceed 15% of the employee’s total compensation subject to certain limits. Stock may be purchased under the plan at a price equal to 85% of the fair market value of the Company’s stock on either the date of purchase or the first day of an offering period, whichever is lower. A two‑year look-back feature in the Company’s ESPP causes an offering period to reset if the fair value of the Company’s common stock on a purchase date is less than that on the initial offering date for that offering period. The reset feature, when triggered, will be accounted for as a modification to the original offering, resulting in additional expense to be recognized over the 24-month period of the new offering. During any calendar year, participants may not purchase shares of common stock having a value greater than $25,000, based on the fair market value per share of the common stock at the beginning of an offering period.

Valuation of Equity Awards

Stock Options

The fair value of each option granted was estimated on the date of grant using the Black-Scholes option-pricing model with the following assumptions:

· Expected term—The expected term of the option awards represents the period of time between the grant date of the option awards and the date the option awards are either exercised, converted or canceled, including an estimate for those option awards still outstanding. The Company used the simplified method, as permitted by the SEC for companies with a limited history of stock option exercise activity, to determine the expected term for its option grants.

· Expected volatility—The expected volatility was calculated based on the Company’s historical stock prices, supplemented as necessary with historical volatility of the common stock of several peer companies with characteristics similar to those of the Company.

· Risk-free interest rate—The risk-free interest rate was based on the U.S. Treasury yield curve in effect at the time of grant and with a maturity that approximated the Company’s expected term.

· Dividend yield—The dividend yield was based on the Company’s dividend history and the anticipated dividend payout over its expected term.
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The following table presents the weighted-average grant date fair value of options granted for the periods presented and the assumptions used to estimate those values using a Black-Scholes option pricing model:

	
	
	
	Years Ended December 31,
	
	

	
	2018
	
	
	
	2017
	
	
	
	2016

	Weighted average grant date fair value
	$
	2.83
	$
	0.76
	
	
	$
	1.29

	Expected term (in years)
	
	4.0
	
	
	4.4
	
	
	
	4.5

	Expected volatility
	
	88.5%
	
	
	83.9%
	
	
	
	80.0%

	Annual risk-free rate of return
	
	2.6%
	
	
	1.8%
	
	
	
	1.1%

	Dividend yield
	
	—%
	
	
	—%
	
	—%



Restricted Stock Units

The fair value of the Company’s RSU awards granted is based upon the closing price of the Company’s stock price on the date of grant.

Performance Stock Units

The fair value of the Company’s non-market PSU awards granted was based upon the closing price of the Company’s stock price on the date of grant. The fair value of awards of the Company’s PSU awards containing market conditions was determined using a Monte Carlo simulation model based upon the terms of the conditions, the expected volatility of the underlying security, and other relevant factors.

Stock-based Compensation Expense

Stock-based compensation expense for all stock-based awards expected to vest is measured at fair value on the date of grant and recognized ratably over the requisite service period. The following table summarizes the components of total stock-based compensation expense included in the consolidated statements of operations for the periods presented (in thousands):

	
	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	
	2017
	
	
	2016

	Cost of revenues
	$
	1,071
	$
	1,072
	
	$
	1,188

	Research and development
	
	2,940
	
	
	
	2,573
	
	
	3,879

	Sales and marketing
	
	3,074
	
	
	
	1,157
	
	
	2,144

	General and administrative
	
	4,347
	
	
	
	1,925
	
	
	3,115

	Total
	$
	11,432
	$
	6,727
	
	$
	10,326

	
	
	
	
	
	
	
	
	
	



The following table summarizes the various types of stock-based compensation expense for the periods presented (in thousands):

	
	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	
	2017
	
	
	2016

	Stock options, RSUs, and PSUs
	$
	10,691
	$
	5,559
	
	$
	8,384

	Employee stock purchase plan
	
	741
	
	
	
	1,168
	
	
	1,942

	Total
	$
	11,432
	$
	6,727
	
	$
	10,326

	
	
	
	
	
	
	
	
	
	



As of December 31, 2018, there was approximately $17.1 million of total unrecognized stock-based compensation expense related to unvested equity awards expected to be recognized over a weighted-average period of 2.5 years.

No income tax benefit has been recognized relating to stock-based compensation expense and no tax benefits have been realized from exercised stock options for the three years ended December 31, 2018.
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Equity Awards Activity

Stock Options

The following is a summary of stock option activity for the three years ended December 31, 2018 (in thousands, except per share data):

	
	
	
	
	
	
	
	Weighted-
	
	
	

	
	
	
	
	
	
	
	Average
	
	
	

	
	
	
	
	
	Weighted-
	Remaining
	
	
	

	
	
	Number of
	
	
	Average
	Contractual
	
	Aggregate
	

	
	
	Shares
	
	
	Exercise Price
	Term
	
	Intrinsic
	

	
	
	Outstanding
	
	
	per Share
	
	(in years)
	
	
	Value (1)
	

	Outstanding at December 31, 2015
	8,170
	$
	5.36
	
	
	
	
	
	

	Granted
	2,440
	
	
	2.12
	
	
	
	
	
	

	Exercised
	(375)
	
	
	0.39
	
	
	
	$
	729
	

	Canceled
	(1,505)
	
	
	6.01
	
	
	
	
	
	

	Outstanding at December 31, 2016
	8,730
	
	
	4.55
	
	
	
	
	
	

	Granted
	4,500
	
	
	1.22
	
	
	
	
	
	

	Exercised
	(425)
	
	
	0.51
	
	
	
	
	544
	

	Canceled
	(4,379)
	
	
	6.91
	
	
	
	
	
	

	Outstanding at December 31, 2017
	8,426
	
	
	1.77
	
	
	
	
	
	

	Granted
	213
	
	
	4.43
	
	
	
	
	
	

	Exercised
	(1,346)
	
	
	1.75
	
	
	
	
	5,096
	

	Canceled
	(521)
	
	
	2.94
	
	
	
	
	
	

	Outstanding at December 31, 2018
	6,772
	
	
	1.76
	
	4.2
	
	$
	21,547
	

	Vested and expected to vest at December 31, 2018
	
	
	
	
	
	
	
	
	
	

	
	6,772
	
	
	1.76
	
	4.2
	
	$
	21,547
	

	Exercisable at December 31, 2018
	4,645
	
	
	1.87
	
	3.5
	
	$
	14,670
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	



(1) The intrinsic value of options exercised is based upon the value of the Company’s stock at exercise. The intrinsic value of options outstanding, vested and expected to vest, and exercisable as of December 31, 2018 is based on the closing price of the Company’s stock fair value on December 31, 2018 or the earlier of the last trading day prior to December 31, 2018, if December 31, 2018 is a non-trading day. The Company’s stock fair value used in this computation was $4.73 per share.

The following table summarizes information about stock options outstanding at December 31, 2018:

	
	
	
	
	Options Outstanding
	
	
	
	Options Exercisable

	
	
	
	
	Weighted-
	
	
	
	
	
	
	

	
	
	
	
	Average
	
	Weighted-
	
	
	
	Weighted-

	
	
	Number of
	
	Remaining
	
	Average
	Number of
	
	
	Average

	
	
	Shares
	
	Life
	
	Exercise
	Shares
	
	
	Exercise

	Range of Exercise Prices
	
	(in thousands)
	
	(in years)
	
	
	Price
	
	(in thousands)
	
	
	Price

	$0.27 —– $0.79
	1,551
	2.9
	
	$
	0.49
	
	1,349
	$
	0.45

	$0.79 —– $1.29
	1,352
	5.9
	
	
	1.22
	
	433
	
	
	1.21

	$1.31 —– $1.31
	1,751
	5.3
	
	
	1.31
	
	1,167
	
	
	1.31

	$1.37 —– $2.61
	1,388
	3.0
	
	
	1.87
	
	1,150
	
	
	1.86

	$2.76 —– $12.57
	730
	3.6
	
	
	6.32
	
	546
	
	
	7.15

	Total
	6,772
	4.2
	
	
	1.76
	
	4,645
	
	
	1.87
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Restricted Stock Units

The following is a summary of RSU activity for the three years ended December 31, 2018 (in thousands, except per share data):

	
	
	
	
	
	
	
	Weighted-
	
	

	
	
	
	
	
	Weighted-
	Average
	
	

	
	
	
	
	
	Average
	Remaining
	
	

	
	
	Number of
	
	
	Fair Value
	Contractual
	
	Aggregate

	
	
	Shares
	
	
	per Share at
	Term
	
	Intrinsic

	
	
	Outstanding
	
	
	Grant Date
	
	(in years)
	
	
	Value (1)

	Outstanding at December 31, 2015
	1,313
	$
	9.31
	
	
	
	
	

	Granted
	54
	
	
	1.99
	
	
	
	
	

	Vested
	(464)
	
	
	9.06
	
	
	
	$
	875

	Canceled
	(297)
	
	
	8.32
	
	
	
	
	

	Outstanding at December 31, 2016
	606
	
	
	9.33
	
	
	
	
	

	Granted
	5,418
	
	
	1.46
	
	
	
	
	

	Vested
	(885)
	
	
	3.81
	
	
	
	
	932

	Canceled
	(1,634)
	
	
	1.90
	
	
	
	
	

	Outstanding at December 31, 2017
	3,505
	
	
	2.03
	
	
	
	
	

	Granted
	3,152
	
	
	4.45
	
	
	
	
	

	Vested
	(1,399)
	
	
	2.75
	
	
	
	
	6,657

	Canceled
	(906)
	
	
	2.17
	
	
	
	
	

	Outstanding at December 31, 2018
	4,352
	
	
	3.52
	
	1.4
	
	$
	20,586

	
	
	
	
	
	
	
	
	
	
	

	Expected to vest at December 31, 2018
	4,351
	
	
	3.52
	
	1.4
	
	$
	20,581

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	



(1) The intrinsic value of RSUs vested is based upon the value of the Company’s stock when vested. The intrinsic value of RSUs outstanding and expected to vest as of December 31, 2018 is based on the closing price of the Company’s stock on December 31, 2018 or the earlier of the last trading day prior to December 31, 2018, if December 31, 2018 is a non-trading day. The Company’s stock fair value used in this computation was $4.73 per share.

On April 3, 2017, the Company commenced a Tender Offer (the “Offer”) to exchange out of the money stock options for RSUs. The Offer expired on May 1, 2017. Pursuant to the Offer, the Company accepted elections to exchange options to purchase 2,362,470 shares of common stock and issued replacement awards of RSUs for 733,559 shares of common stock. As the transaction approximated a value-for-value exchange, it did not have a material impact on the Company’s stock-based compensation expense.
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Performance Stock Units

The following is a summary of PSU activity for the year ended December 31, 2018 (in thousands, except per share data):

	
	
	
	
	
	
	
	Weighted-
	
	

	
	
	
	
	
	Weighted-
	Average
	
	

	
	
	
	
	
	Average
	Remaining
	
	

	
	
	Number of
	
	
	Fair Value
	Contractual
	
	Aggregate

	
	
	Shares
	
	
	per Share at
	Term
	
	Intrinsic

	
	
	Outstanding
	
	
	Grant Date
	(in years)
	
	Value (1)

	Outstanding at December 31, 2017
	—
	
	
	
	
	
	
	
	

	Granted
	1,477
	$
	4.65
	
	
	
	
	

	Vested
	—
	
	
	
	
	
	
	
	

	Canceled
	(147)
	
	
	
	
	
	
	
	

	Outstanding at December 31, 2018
	1,330
	
	
	4.66
	
	0.3
	
	$
	6,291

	
	
	
	
	
	
	
	
	
	
	

	Expected to vest at December 31, 2018
	1,330
	
	
	4.66
	
	0.3
	
	$
	6,291

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	



(1) The intrinsic value of PSUs vested is based upon the value of the Company’s stock when vested. The intrinsic value of PSUs outstanding and expected to vest as of December 31, 2018 is based on the closing price of the Company’s stock on December 31, 2018 or the earlier of the last trading day prior to December 31, 2018, if December 31, 2018 is a non-trading day. The Company’s stock fair value used in this computation was $4.73 per share.

Stock-based compensation expense is measured at the grant date based on the fair value of the award. During the second quarter of 2018 the Company issued PSU grants of 1.44 million shares, of which 720 thousand shares include market conditions. Each grantee is granted a target award of PSUs and may earn between 0% and 150% of the target award depending on the Company’s performance against the performance goals. The grant date fair value of PSUs without market conditions is recognized as expense when the performance condition is probable of being achieved, and then on a graded basis over the requisite service period. The grant date fair value of PSUs with market conditions is recognized as expense on a straight-line basis over the requisite service period. The weighted average estimated fair value of the PSUs without market conditions was $ 4.57 per share, and the weighted average estimated fair value of the PSUs with market conditions, based on the Monte Carlo model, was $4.54 per share.

Employee Stock Purchase Plan

A summary of ESPP activity for the years presented is as follows: (in thousands, except per share data):

	
	
	
	Years Ended December 31,
	

	
	2018
	
	
	
	
	2017
	
	
	2016

	Proceeds from common stock issued under ESPP
	$
	397
	$
	313
	
	$
	999

	Shares of common stock issued
	
	439
	
	
	
	478
	
	
	659

	Weighted-average price per share
	$
	0.90
	$
	0.65
	
	$
	1.52



15. INCOME TAXES

The domestic and foreign components of loss before income taxes consisted of the following (in thousands):

	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	2017
	
	
	2016

	United States
	$
	(14,322)
	
	$
	(47,882)
	
	$
	(67,631)

	Foreign
	
	4,093
	
	
	2,541
	
	
	1,644

	Loss before income taxes
	$
	(10,229)
	
	$
	(45,341)
	
	$
	(65,987)
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The provision for (benefit from) income taxes for the years presented is as follows (in thousands):

	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	2017
	
	
	2016

	Current:
	
	
	
	
	
	
	
	

	Federal
	$
	—
	$
	—
	$
	—

	State
	
	42
	
	
	21
	
	
	36

	Foreign
	
	1,233
	
	
	1,224
	
	
	785

	
	
	1,275
	
	
	1,245
	
	
	821

	Deferred:
	
	
	
	
	
	
	
	

	Federal
	
	(35)
	
	
	(1,092)
	
	
	594

	State
	
	(21)
	
	
	(21)
	
	
	59

	Foreign
	
	179
	
	
	(281)
	
	
	1

	
	
	123
	
	
	(1,394)
	
	
	654

	Provision for (benefit from) income taxes
	$
	1,398
	
	$
	(149)
	
	$
	1,475

	
	
	
	
	
	
	
	
	



A reconciliation of the provision for (benefit from) income taxes and the amount computed by applying the statutory federal income tax rate of 21% in 2018 and 34% in 2017 and 2016 to loss before income taxes for the years presented is as follows (in thousands):

	
	
	Years Ended December 31,
	

	
	2018
	
	
	
	2017
	
	
	2016

	Income tax benefit at statutory federal rate
	$
	(2,148)
	
	$
	(15,416)
	
	$
	(22,435)

	State taxes, net of federal benefit
	
	17
	
	
	(64)
	
	
	63

	Change in valuation allowance
	
	8,198
	
	
	(20,571)
	
	
	21,370

	Foreign tax rate and tax law differential
	
	313
	
	
	(133)
	
	
	27

	Tax credits
	
	(378)
	
	
	(382)
	
	
	(1,179)

	Stock-based compensation
	
	(953)
	
	
	761
	
	
	1,775

	Other permanent items
	
	235
	
	
	479
	
	
	776

	Other nondeductible/nontaxable items
	
	(5,112)
	
	
	930
	
	
	920

	Uncertain tax positions
	
	107
	
	
	106
	
	
	158

	Tax law changes
	
	—
	
	34,141
	
	
	—

	GILTI
	
	917
	
	
	—
	
	—

	Section 162(m)
	
	202
	
	
	—
	
	—

	Provision for (benefit from) income taxes
	$
	1,398
	
	$
	(149)
	
	$
	1,475
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A summary of significant components of the Company’s deferred tax assets and liabilities as of December 31, 2018 and 2017 is as follows (in thousands):

	
	
	December 31,
	

	
	
	2018
	
	
	2017

	Deferred tax assets:
	
	
	
	
	

	Allowances and reserves
	$
	10,022
	
	$
	9,748

	Net operating loss and tax credit carryforwards
	
	71,568
	
	
	66,243

	Stock-based compensation
	
	3,662
	
	
	2,528

	Deferred revenue
	
	19,562
	
	
	7,210

	Fixed assets and intangibles
	
	3,836
	
	
	4,369

	Sec. 163(j) interest carryforward
	
	2,064
	
	
	—

	Other
	
	2,084
	
	
	278

	Subtotal
	
	112,798
	
	
	90,376

	Less valuation allowance
	
	(98,631)
	
	
	(88,789)

	Total deferred tax assets, net of valuation allowance
	
	14,167
	
	
	1,587

	Deferred tax liabilities:
	
	
	
	
	

	Goodwill
	
	(1,070)
	
	
	(992)

	Unremitted foreign earnings
	
	(16)
	
	
	(10)

	Deferred cost of goods sold
	
	(12,655)
	
	
	—

	Total deferred tax liabilities
	
	(13,741)
	
	
	(1,002)

	Net deferred tax asset
	$
	426
	
	$
	585

	
	
	
	
	
	



Accounting for income taxes requires that companies assess whether valuation allowances should be established against their deferred tax assets based on consideration of all available evidence, both positive and negative, using a “more likely than not” standard. This assessment considers, among other matters, the nature, frequency and amount of recent losses, the duration of statutory carryforward periods, and tax planning strategies. In making such judgments, significant weight is given to evidence that can be objectively verified. Due to the history of losses the Company has generated in the U.S. since inception, the Company believes that it is more-likely-than-not that all of its U.S. and state deferred tax assets will not be realized as of December 31, 2018. Therefore, the Company has maintained a full valuation allowance on its U.S. and state deferred tax assets at December 31, 2018; this is an increase of $ 9.8 million. Should the Company determine that it would be able to realize its deferred tax assets in the foreseeable future, an adjustment to the deferred tax assets may cause a material increase to income in the period such determination is made. Significant management judgment is required in determining the period in which the reversal of a valuation allowance should occur.

On December 22, 2017, H.R. 1 (the “Act”) was enacted and included broad tax reforms. The Act reduced the U.S. corporate tax rate from 35% to 21% effective January 1, 2018. The rate change resulted in a $28.3 million reduction in the Company’s 2017 deferred tax asset balance from 2016. Tax law changes created the ability for federal indefinite lived assets to be generated in the years following 2017. As such, an income tax benefit was recorded to reduce the domestic indefinite lived liability that is now partially offset by indefinite lived deferred tax assets. The Company has elected to treat taxes on Global Intangible Low Tax Income (“GILTI”) as period costs. The Act also imposed a deemed repatriation of foreign earnings previously considered deferred for U.S. tax purposes. The Company had previously recorded a deferred tax liability for such unremitted earnings that were not considered permanently reinvested in the foreign jurisdictions. As of December 31, 2017, the Company has recognized the previously deferred federal liability in accordance with the Act. As of December 31, 2018, the Company continues to include deferred tax liabilities for potential future tax consequences of remitting such earnings, such as foreign withholding and state taxes.

The Company has net operating loss carryforwards for federal and California income tax purposes of approximately $193.4 million and $101.2 million, respectively, as of December 31, 2018. The federal and state net operating loss carryforwards, if not utilized, will expire beginning in 2028.
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The Company has approximately $11.8 million of federal research credit and $12.1 million of state research credit carryforwards. The federal credits begin to expire in 2026 and the state credits can be carried forward indefinitely.

Utilization of some of the federal and state net operating loss and credit carryforwards are subject to annual limitations due to the “change in ownership” provisions of the Internal Revenue Code of 1986 and similar state provisions. The Company has completed a Section 382 analysis through December 31, 2018, which indicated no such change has occurred through December 31, 2018.

The accounting for uncertain tax positions prescribes a recognition threshold and measurement attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. The Company is required to recognize in the financial statements the impact of a tax position, if that position is more-likely-than-not of being sustained on audit, based on the technical merits of the position. The Company recorded a net charge for unrecognized tax benefits in 2018 of $0.2 million.

The Company does not have any tax positions for which it is reasonably possible the total amount of gross unrecognized tax benefits will increase or decrease over the next year. The unrecognized tax benefits may increase or change during the next year for items that arise in the ordinary course of business.

A tabular reconciliation of the total amounts of unrecognized tax benefits for the years presented is as follows (in thousands):

	
	
	Years Ended December 31,
	

	
	2018
	
	
	
	2017
	
	
	2016

	Unrecognized tax benefits—at beginning of year
	$
	6,106
	
	$
	6,016
	
	$
	5,482

	Decreases in balances related to tax positions taken in prior years
	
	—
	
	(135)
	
	
	—

	Increases in balances related to tax positions taken in current year
	
	329
	
	
	306
	
	
	571

	Lapses in statutes of limitations
	
	(110)
	
	
	(81)
	
	
	(37)

	Unrecognized tax benefits—at end of year
	$
	6,325
	
	$
	6,106
	
	$
	6,016

	
	
	
	
	
	
	
	
	



The Company includes interest and penalties related to unrecognized tax benefits within the benefit from (provision for) income taxes. As of years ended December 31, 2018 and 2017, the total amount of gross interest and penalties accrued in each year was immaterial. Both the unrecognized tax benefits and the associated interest and penalties that are not expected to result in payment or receipt of cash within one year are classified as other non-current liabilities in the consolidated balance sheets. In connection with tax matters, the Company’s interest and penalty expense recognized in 2018, 2017 and 2016 in the consolidated statement of operations was immaterial.

The Company’s tax returns continue to remain effectively subject to examination by U.S. federal authorities for the years 2006 through 2018 and by California state authorities for the years 2006 through 2018 due to use and carryovers of net operating losses and credits.

16. CONCENTRATION OF CREDIT RISK AND MAJOR CUSTOMERS

The Company is potentially subject to financial instrument concentration of credit risk through its cash and cash equivalents and accounts receivable. The Company places its cash and cash equivalents with high quality institutions and performs periodic evaluations of their relative credit standing.

Accounts receivable can be potentially exposed to a concentration of credit risk with its major customers. As of December 31, 2018, amounts due from two customers represented approximately 22% and 13% of the total accounts receivable balance. As of December 31, 2017, amounts due from one customer represented 22% of the total accounts receivable balance.

In 2018, one customer accounted for approximately 19% of total net revenues. In 2017, two customers accounted for approximately 15% and 11% of total net revenues. In 2016, one customer accounted for approximately 18% of total net revenues.
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17. NET LOSS PER SHARE

Basic net loss per share is computed by dividing net loss by the weighted average number of shares of common stock outstanding during the period. Diluted loss per share is computed in a similar manner, but it also includes the effect of potential common shares outstanding during the period, when dilutive. Potential common shares include outstanding in-the-money stock options, RSUs, PSUs, shares to be purchased under the Company’s ESPP, warrants to purchase common stock, and the Notes. The dilutive effect of potentially dilutive common shares is reflected in diluted earnings per share by application of the treasury stock method. To the extent these potential common shares are antidilutive, they are excluded from the calculation of diluted net loss per share.

The following table presents the computation of basic and diluted net loss per share for the periods presented (in thousands, except per share data):

	
	
	Years Ended December 31,
	

	
	
	2018
	
	
	2017
	
	
	2016

	Numerator:
	
	
	
	
	
	
	
	

	Net loss
	$
	(11,627)
	
	$
	(45,192)
	
	$
	(67,462)

	
	
	
	
	
	
	
	
	

	Denominator:
	
	
	
	
	
	
	
	

	Weighted average common shares outstanding
	
	99,619
	
	
	82,939
	
	
	50,519

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Net loss per share, basic and diluted
	$
	(0.12)
	
	$
	(0.54)
	
	$
	(1.34)

	
	
	
	
	
	
	
	
	



As the Company incurred a net loss for all periods presented, potential dilutive securities from employee stock options, RSUs, PSUs, shares to be purchased under the Company’s ESPP, warrants to purchase common stock, and the Notes have been excluded from the diluted net loss per share computations because the effect of including such shares would have been anti-dilutive.

The following outstanding shares of common stock equivalents were excluded from the calculation of the diluted net loss per share attributable to common stockholders because their effect would have been anti-dilutive (in thousands):

	
	
	Years Ended December 31,
	

	
	2018
	
	
	2017
	
	
	2016

	Employee stock options
	7,710
	8,433
	
	
	8,981

	RSUs and PSUs
	5,273
	3,029
	
	
	906

	Warrants to purchase common stock
	—
	1,083
	
	
	—

	Convertible notes
	11,701
	
	
	—
	
	
	—

	Total
	24,684
	12,545
	
	
	9,887

	
	
	
	
	
	
	
	



18. SEGMENT AND GEOGRAPHIC INFORMATION

The Company’s chief operating decision maker is the Chief Executive Officer. The Chief Executive Officer reviews financial information presented on a consolidated basis. The Company has one business activity, which entails the design, development, manufacture and sale of solutions for the solar photovoltaic industry. There are no segment managers who are held accountable for operations, operating results or plans for levels or components below the consolidated unit level. Accordingly, management has determined that the Company has a single operating and reportable segment.
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The following tables present net revenues (based on the destination of shipments) and long-lived assets by geographic region as of and for the periods presented (in thousands):

Net Revenues

	
	
	
	Years Ended December 31,
	
	
	

	
	
	2018
	
	
	
	2017
	
	
	
	
	2016
	
	

	United States
	$
	219,600
	$
	199,565
	
	
	$
	259,080
	
	

	International
	
	96,559
	
	
	
	86,601
	
	
	
	
	63,511
	
	

	Total
	$
	316,159
	$
	286,166
	
	
	$
	322,591
	
	

	Long-Lived Assets
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	December 31,
	
	
	

	
	
	
	
	
	
	2018
	
	
	
	
	2017
	
	

	United States
	
	
	$
	13,146
	
	
	$
	16,899
	
	

	China
	
	
	
	
	
	5,504
	
	
	
	
	7,164
	
	

	Other
	
	
	
	
	
	2,348
	
	
	
	
	2,420
	
	

	Total
	
	
	$
	20,998
	
	
	$
	26,483
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	



19. RELATED PARTY

In August 2018, the Company and SunPower, which at December 31, 2018, holds 7.5 million shares of the Company’s common stock,

as well as the ability to appoint a board member to the Company’s board of directors, entered into a Master Supply Agreement (“MSA”).

Pursuant to the terms of the MSA, the Company becomes the exclusive supplier of module level power electronics (“MLPEs”) for SunPower’s

residential business in U.S. for a period of five years. Revenue recognized under the MSA for the year ended December 31, 2018 was

$12.4 million. At December 31, 2018, the Company had account receivables of $10.3 million from SunPower. There are no special terms or

payment arrangements under the MSA. See Note 20. “Acquisition,” for additional information related to this MSA.

In August 2018, a member of the Company’s board of directors and a stockholder, Thurman John Rodgers, purchased $5.0 million aggregate principal amount of the Notes in a concurrent private placement. As of December 31, 2018, $5.0 million aggregate principal amount of the Notes were outstanding. See Note 11. “Debt,” for additional information related to this purchase.

20. ACQUISITION

On August 9, 2018, the Company completed its acquisition of SunPower’s microinverter business pursuant to an APA by which the Company acquired certain assets and liabilities of SunPower relating to the research and development and manufacturing of microinverters. The acquisition was accounted for as a business combination and, accordingly, the total purchase price was allocated to the preliminary net tangible and intangible assets and liabilities based on their preliminary fair values on the acquisition date.

In conjunction with the APA, the Company entered into an MSA with SunPower. Pursuant to the terms of the MSA, the Company becomes the exclusive supplier of MLPEs for SunPower’s residential business in the U.S. for a period of five years. The resulting customer relationship intangible is accounted for as a distinct transaction from the acquired business.

The acquisition date fair value of the consideration transferred was approximately $57.3 million, which consisted of the following (in thousands):

	Cash consideration
	$
	25,000

	Common stock issued
	
	32,319

	
	
	

	Total
	$
	57,319
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The fair value of the Company’s 7.5 million shares of common stock issued, valued at $ 32.3 million, was determined based on the closing market price of the Company’s common stock on the acquisition date, less a discount of 14% to 30% (depending on the year) for lack of marketability as the shares issued are subject to a restriction that limits their trade or transfer with a lock-up period of six months and restrictions on the number of shares that can be transferred by SunPower in each six-month period following the lock-up period.

The following table summarizes the preliminary estimated fair values of the assets acquired and liabilities assumed at the acquisition date (in thousands):

	Intangible assets
	$
	36,200

	Goodwill
	
	21,119

	
	
	

	Net assets acquired
	$
	57,319

	
	
	



The excess of the consideration paid over the fair values assigned to the assets acquired and liabilities assumed represents the goodwill resulting from the acquisition. The $ 21.1 million of goodwill recognized is attributable primarily to the benefits the Company expects to derive from enhanced scale and efficiency to better serve its markets. Goodwill is expected to be deductible over the next 15 years for income tax purposes.

The fair values assigned to tangible and identifiable intangible assets acquired are based on management’s estimates and assumptions. The fair values of assets acquired are preliminary and may be subject to change within the measurement period as the fair value assessments are finalized.

The following table shows the fair value of the separately identifiable intangible assets at the time of acquisition and the period over which each intangible asset will be amortized:

	
	
	Preliminary fair
	
	

	
	
	value
	
	Useful life

	
	
	(in thousands)
	
	(in years)

	Developed technology
	$
	13,100
	6

	Customer relationship
	
	23,100
	9

	
	
	
	
	

	Total identifiable intangible assets
	$
	36,200
	
	

	
	
	
	
	



The developed technology acquired is embedded in the microinverters that SunPower sells to its customers. The Company already has developed microinverter technology and the Company will supply its microinverters to SunPower through the term of the MSA. The Company does not intend to actively use the developed technology acquired from SunPower but does plan to hold the developed technology to prevent others from using it. Therefore, the Company will account for the developed technology as a defensive intangible asset. The Company expects to realize the benefits of the developed technology over the period of time in which the Company will supply microinverters to SunPower. The Company does expect changes in microinverter technology during the life of the customer relationship with SunPower and expects to benefit from preventing competitors’ access to the technology over a period of six years, therefore, the Company will amortize the value of the developed technology intangible asset over a period of six years.

The SunPower microinverter business’ contributions to revenue and income for the period from the date of acquisition to December 31, 2018 were not material. The MSA was negotiated together with the APA and provides the Company with the exclusive right to supply SunPower with MLPEs for a period of five years, with options for renewals. The exclusivity arrangement extends throughout the term of the MSA, which comprises all of the expected cash flows from the customer relationship intangible asset, and was a condition to, and was an essential part of the acquisition of the microinverter business by the Company. As the fair value ascribed to the customer relationship intangible asset represents payments to a customer, the Company will amortize the value of the customer relationship intangible asset as a reduction to revenue using a pattern of economic benefit method over a useful life of nine years.
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The table below shows estimated fair values of the assets acquired funded by cash and issuance of common stock at the acquisition date (in thousands):

	
	
	Cash Purchase
	
	Issuance of
	
	
	
	% of Total

	
	
	Price
	
	Common Stock
	Total Consideration
	Consideration

	Developed technology and goodwill
	$
	15,000
	
	$
	19,219
	
	$
	34,219
	
	60%

	Customer relationship
	
	10,000
	
	
	13,100
	
	
	23,100
	
	40%

	Total consideration
	$
	25,000
	
	$
	32,319
	
	$
	57,319
	
	100%

	
	
	
	
	
	
	
	
	
	
	



The Company allocated $10.0 million of the $25.0 million paid of the cash purchase price to cash flows from operating activities and the remaining $15.0 million to cash used in investing activities in the consolidated statements of cash flows for the year ended December 31, 2018. The allocation was based on the valuation of the customer relationship relative to the overall consideration. In addition, the Company disclosed $19.2 million from issuance of common stock and $15.0 million of cash purchase price paid for the developed technology and goodwill as investing activities in the consolidated statements of cash flows for the year ended December 31, 2018.

During 2018, total acquisition-related costs were approximately $0.8 million, which were included in general and administrative expenses.

The Company determined it is impractical to include such pro forma information given the difficulty in obtaining the historical financial information for the SunPower microinverter business as the business was part of SunPower and did not have discrete financial information prior to the acquisition. Inclusion of such information would require the Company to make estimates and assumptions regarding the acquired business historical financial results that the Company believes may ultimately prove inaccurate.
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The following tables show a summary of the Company’s quarterly financial information for each of the four quarters of 2018 and 2017 (in thousands, except per share data):

	
	
	
	
	
	
	Year Ended December 31, 2018*
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	March 31
	
	June 30
	
	September 30
	
	December 31

	Net revenues
	$
	69,972
	
	$
	75,896
	
	$
	78,002
	
	$
	92,289

	Cost of revenues
	
	51,657
	
	
	53,195
	
	
	52,738
	
	
	64,124

	Gross profit
	
	18,315
	
	
	22,701
	
	
	25,264
	
	
	28,165

	Operating expenses:
	
	
	
	
	
	
	
	
	
	
	

	Research and development
	
	7,620
	
	
	9,462
	
	
	8,165
	
	
	7,340

	Sales and marketing
	
	6,227
	
	
	6,828
	
	
	7,375
	
	
	6,617

	General and administrative
	
	6,943
	
	
	6,969
	
	
	7,510
	
	
	7,664

	Restructuring charges
	
	—
	
	—
	
	2,588
	
	
	1,541

	Total operating expenses
	
	20,790
	
	
	23,259
	
	
	25,638
	
	
	23,162

	Income (loss) from operations
	
	(2,475)
	
	
	(558)
	
	
	(374)
	
	
	5,003

	Other expense, net
	
	(2,418)
	
	
	(2,841)
	
	
	(2,848)
	
	
	(3,718)

	Income (loss) before income taxes
	
	(4,893)
	
	
	(3,399)
	
	
	(3,222)
	
	
	1,285

	Provision for income taxes
	
	(235)
	
	
	(339)
	
	
	(248)
	
	
	(576)

	Net income (loss)
	$
	(5,128)
	
	$
	(3,738)
	
	$
	(3,470)
	
	$
	709

	Net income (loss) per share, basic
	$
	(0.06)
	
	$
	(0.04)
	
	$
	(0.03)
	
	$
	0.01

	
	
	
	
	
	
	
	
	
	
	
	
	

	Net income (loss) per share, diluted
	$
	(0.06)
	
	$
	(0.04)
	
	$
	(0.03)
	
	$
	0.01

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	



· Amounts include the impact of the adoption of Accounting Standards Codification (“ASC”) No. 606, “Revenue Recognition,” on January 1, 2018. See Note 3, “Revenue Recognition” (“ASC 606” or “Topic 606”) of the notes to consolidated financial statements included in Item 8 of this Form 10-K.

	
	
	
	
	
	Year Ended December 31, 2017
	
	

	
	
	March 31
	
	June 30
	
	September 30
	
	December 31

	Net revenues
	$
	54,751
	
	$
	74,704
	
	$
	77,038
	
	$
	79,674

	Cost of revenues
	
	47,703
	
	
	61,157
	
	
	60,577
	
	
	60,685

	Gross profit
	
	7,048
	
	
	13,547
	
	
	16,461
	
	
	18,989

	Operating expenses:
	
	
	
	
	
	
	
	
	
	
	

	Research and development
	
	9,605
	
	
	7,947
	
	
	7,397
	
	
	8,208

	Sales and marketing
	
	6,458
	
	
	6,274
	
	
	5,453
	
	
	4,940

	General and administrative
	
	5,833
	
	
	4,964
	
	
	5,441
	
	
	5,983

	Restructuring charges
	
	7,247
	
	
	3,609
	
	
	4,071
	
	
	1,991

	Total operating expenses
	
	29,143
	
	
	22,794
	
	
	22,362
	
	
	21,122

	Loss from operations
	
	(22,095)
	
	
	(9,247)
	
	
	(5,901)
	
	
	(2,133)

	Other expense, net
	
	(1,079)
	
	
	(1,992)
	
	
	(1,137)
	
	
	(1,755)

	Loss before income taxes
	
	(23,174)
	
	
	(11,239)
	
	
	(7,038)
	
	
	(3,888)

	Income tax benefit (provision)
	
	(131)
	
	
	(854)
	
	
	184
	
	
	948

	Net loss
	$
	(23,305)
	
	$
	(12,093)
	
	$
	(6,854)
	
	$
	(2,940)

	Net loss per share, basic and diluted
	$
	(0.30)
	
	$
	(0.14)
	
	$
	(0.08)
	
	$
	(0.03)
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

We carried out an evaluation required by the Exchange Act, under the supervision and with the participation of our principal executive officer and principal financial officer, of the effectiveness of the design and operation of our disclosure controls and procedures, as defined in Rule 13a-15(e) of the Exchange Act, as of the end of the period covered by this report. Based on this evaluation, our principal executive officer and principal financial officer concluded that our disclosure controls and procedures were effective to provide reasonable assurance that information required to be disclosed by us in the reports that we file or submit under the Exchange Act is recorded, processed, summarized and reported within the time periods specified in the Securities and Exchange Commission’s rules and forms and to provide reasonable assurance that such information is accumulated and communicated to our management, including our principal executive officer and principal financial officer, as appropriate to allow timely decisions regarding required disclosures.

Management’s Report on Internal Control over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial reporting in providing reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles, as defined in Rule 13a-15(f) of the Exchange Act. Management has assessed the effectiveness of our internal control over financial reporting as of December 2018 based on criteria set forth in Internal Control – Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (2013). As a result of this assessment, management concluded that, as of December 2018, our internal control over financial reporting was effective. The Company’s independent registered public accounting firm, Deloitte & Touche LLP, has issued an audit report on our internal control over financial reporting, which appears in Part II, Item 8 of this Form 10-K.

Changes in Internal Control over Financial Reporting

There were no changes in our internal control over financial reporting that occurred during the most recent quarter ended December 2018 that materially affected, or are reasonably likely to materially affect, our internal control over financial reporting.

Limitations on Controls

Our disclosure controls and procedures and internal control over financial reporting are designed to provide reasonable assurance of achieving their objectives as specified above. Management does not expect, however, that our disclosure controls and procedures or our internal control over financial reporting will prevent or detect all errors and fraud. Any control system, no matter how well designed and operated, is based upon certain assumptions and can provide only reasonable, not absolute, assurance that its objectives will be met. Further, no evaluation of controls can provide absolute assurance that misstatements due to error or fraud will not occur or that all control issues and instances of fraud, if any, within the Company have been detected.

Item 9B. Other Information

None.
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PART III

Item 10. Directors, Executive Officers and Corporate Governance

The information required regarding our directors is incorporated by reference from the information contained in the section entitled “Proposal 1-Election of Directors” in our definitive Proxy Statement for the 2019 Annual Meeting of Stockholders (our “Proxy Statement”), a copy of which will be filed with the Securities and Exchange Commission on or before April 30, 2019.

The information required regarding our executive officers is incorporated by reference from the information contained in the section entitled “Management” in our Proxy Statement.

The information required regarding Section 16(a) beneficial ownership reporting compliance is incorporated by reference from the information contained in the section entitled “Section 16(a) Beneficial Ownership Reporting Compliance” in our Proxy Statement.

The information required with respect to procedures by which security holders may recommend nominees to our board of directors, and the composition of our Audit Committee, and whether we have an “audit committee financial expert,” is incorporated by reference from the information contained in the section entitled “Information Regarding the Board of Directors and Corporate Governance” in our Proxy Statement.

Code of Conduct

We have a written code of conduct that applies to all our executive officers, directors and employees. Our Code of Conduct is available on our website at http://investor.enphase.com/corporate-governance.cfm. A copy of our Code of Conduct may also be obtained free of charge by writing to our Secretary, Enphase Energy, Inc., 47281 Bayside Parkway, Fremont, CA 94538. If we make any substantive amendments to our Code of Conduct or grant any waiver from a provision of the Code of Conduct to any executive officer or director, we intend to promptly disclose the nature of the amendment or waiver on our website.

Item 11. Executive Compensation

The information required regarding the compensation of our directors and executive officers is incorporated by reference from the information contained in the sections entitled “Executive Compensation,” “Director Compensation” and “Compensation Committee Interlocks and Insider Participation” in our Proxy Statement.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

The information required regarding security ownership of our 5% or greater stockholders and of our directors and executive officers is incorporated by reference from the information contained in the section entitled “Security Ownership of Certain Beneficial Owners and Management” in our Proxy Statement.

Equity Compensation Plan Information

The information required regarding securities authorized for issuance under our equity compensation plans is incorporated by reference from the information contained in the section entitled “Equity Compensation Plan Information” in our Proxy Statement.

Item 13. Certain Relationships and Related Transactions, and Director Independence

The information required regarding related transactions is incorporated herein by reference from the information contained in the section entitled “Transactions With Related Persons” and, with respect to director independence, the section entitled “Proposal 1-Election of Directors” in our Proxy Statement.

Item 14. Principal Accounting Fees and Services

The information required is incorporated by reference from the information contained in the sections entitled “Principal Accountant Fees and Services” and “Pre-Approval Policies and Procedures” in the section entitled “Proposal 3-Ratification of Selection of Independent Registered Public Accounting Firm” in our Proxy Statement.
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PART IV

Item 15. Exhibits, Financial Statement Schedules

Consolidated Financial Statements

The information concerning our consolidated financial statements, and Report of Independent Registered Public Accounting Firm required by this Item is incorporated by reference herein to the section of this Annual Report on Form 10-K in Item 8, Consolidated Financial Statements and Supplementary Data.

No schedules are provided because they are not applicable, not required under the instructions, or the requested information is shown in the financial statements or related notes thereto.

Exhibits



Exhibit

Number

2.1


3.1


3.2


3.3

3.4

4.1

4.2


4.3


10.1+

10.2+

10.3+

10.4+


10.5





Exhibit Description

Asset Purchase Agreement Among SunPower Corporation and Enphase Energy, Inc. dated June 12, 2018.

Amended and Restated Certificate of Incorporation of Enphase Energy, Inc.

Certificate of Amendment of the Amended and Restated Certificate of Incorporation of Enphase Energy, Inc.

Certificate of Amendment of the Amended and Restated Certificate of Incorporation of Enphase Energy, Inc.

Amended and Restated Bylaws of Enphase Energy, Inc.

Specimen Common Stock Certificate of Enphase Energy, Inc.

Indenture, dated August 17, 2018, between Enphase Energy, Inc.

and U.S. Bank National Association.

Form of 4.00% Convertible Senior Note due 2023 (included in Exhibit 4.2).

Form of Indemnification Agreement by and between Enphase Energy, Inc. and each of its directors and officers.

2006 Equity Incentive Plan, as amended, and related documents.

2011 Equity Incentive Plan, as amended, and forms of agreement thereunder.

2011 Employee Stock Purchase Plan, as amended.

Redwood Business Park NNN Lease by and between Enphase Energy, Inc. and Sequoia Center LLC, dated June 3, 2011 (1400 North McDowell Boulevard), as amended.




	
	
	
	Incorporation by Reference
	

	
	
	
	
	
	
	
	
	
	Filed

	Form
	
	SEC File No.
	
	
	Exhibit
	
	Filing Date
	
	Herewith

	8-K
	001-35480
	2.1
	
	6/12/2018
	
	

	8-K
	001-35480
	3.1
	
	4/6/2012
	
	

	10-Q
	001-35480
	3.1
	
	8/9/2017
	
	

	10-Q
	001-35480
	2.1
	
	8/6/2018
	
	

	S-1/A
	333-174925
	3.5
	
	3/12/2012
	
	

	S-1/A
	333-174925
	4.1
	
	3/12/2012
	
	

	8-K
	001-35480
	4.1
	
	8/17/2018
	
	

	8-K
	001-35480
	4.1
	
	8/17/2018
	
	

	S-1/A
	333-174925
	10.1
	
	8/24/2011
	
	

	S-8
	333-181382
	99.1
	
	5/14/2012
	
	

	S-8
	333-181382
	99.2
	
	5/14/2012
	
	

	DEF 14A
	001-35480
	
	
	Appendix A
	3/31/2017
	
	

	S-1
	333-174925
	10.14
	
	6/15/2011
	
	


[image: ][image: ][image: ][image: ][image: ][image: ][image: ]



First Amendment to Redwood Business Park NNN Lease (1400

10.6	North McDowell Blvd), between Enphase Energy, Inc. & Sequoia Center LLC dated January 12, 2012.

Second Amendment to Redwood Business Park NNN Lease

10.7	(1400 North McDowell Blvd), between Enphase Energy, Inc. & Sequoia Center LLC dated January 13, 2014.




	10-K
	001-35480
	10.8
	3/4/2015

	10-K
	001-35480
	10.9
	3/4/2015


[image: ]
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	Exhibit
	
	

	Number
	Exhibit Description
	

	
	
	Third Amendment to Redwood Business Park NNN Lease (1400
	

	10.8
	
	North McDowell Blvd), between Enphase Energy, Inc. & Sequoia
	

	
	
	Center LLC dated September 25, 2014.
	

	
	
	Fourth Amendment to Redwood Business Park NNN Lease
	

	10.9
	
	(1400 North McDowell Blvd), between Enphase Energy, Inc. &
	

	
	
	Sequoia Center LLC dated December 30, 2014.
	

	
	
	Redwood Business Park NNN Lease by and between Enphase
	

	10.10
	
	Energy, Inc. and Sequoia Center LLC, dated June 3, 2011 (1420
	

	
	
	North McDowell Boulevard), as amended.
	

	
	
	First Amendment to Redwood Business Park NNN Lease (1420
	

	10.11
	
	North McDowell Blvd), between Enphase Energy, Inc. & Sequoia
	

	
	
	Center LLC dated January 12, 2012.
	

	
	
	Second Amendment to Redwood Business Park NNN Lease
	

	10.12
	
	(1420 North McDowell Blvd), between Enphase Energy, Inc. &
	

	
	
	Sequoia Center LLC, dated July 3, 2012.
	

	
	
	Third Amendment to Redwood Business Park NNN Lease (1420
	

	10.13
	
	North McDowell Blvd), between Enphase Energy, Inc. & Sequoia
	

	
	
	Center LLC dated May 14, 2014.
	

	
	
	Cooperation Agreement “AC cabling system for solar micro-
	

	10.14†
	inverter” by and among Enphase Energy, Inc., and Phoenix
	

	
	
	Contact GmbH & Co. KG and Phoenix Contact USA, Inc., dated
	

	
	
	December 7, 2010.
	

	
	
	Amendment No. 2 to the Cooperation Agreement and
	

	10.15
	
	Amendment No. 1 by and among Enphase Energy, Inc., Phoenix
	

	
	
	Contact GmbH & Co. KG and Phoenix Contact USA, Inc., dated
	

	
	
	
	

	
	
	September 1, 2016.
	

	
	
	Flextronics Logistics Services Agreement by and between
	

	10.16
	
	Enphase Energy, Inc. and Flextronics America, LLC, dated May
	

	
	
	1, 2009.
	

	
	
	Amendment #1 to the Flextronics Logistics Services Agreement,
	

	10.17
	
	by and between Enphase Energy, Inc. and Flextronics America,
	

	
	
	LLC, dated July 28, 2016.
	

	
	
	Flextronics Manufacturing Services Agreement by and between
	

	10.18
	
	Enphase Energy, Inc. and Flextronics Industrial, Ltd., dated
	

	
	
	March 1, 2009, as amended.
	

	
	
	Master Development and Production Agreement by and between
	

	10.19
	
	Enphase Energy, Inc. and Fujitsu Microelectronics America, Inc.,
	

	
	
	dated August 19, 2009.
	

	
	
	License and Technology Transfer Agreement by and between
	

	10.20
	
	Enphase Energy, Inc. and Ariane Controls, Inc., dated December
	

	
	
	21, 2007.
	

	
	
	Software License Agreement by and between PVI Solutions, Inc.
	

	10.21
	
	(subsequently known as Enphase Energy, Inc.) and DCD, Digital
	

	
	
	Core Design, dated May 8, 2007, as amended.
	

	10.22
	
	Master License Agreement between Enphase Energy, Inc. and
	

	
	
	Flextronics Industrial, Ltd., dated June 9, 2017.
	

	
	
	
	

	10.23+
	
	Non-employee Director Compensation Policy.
	

	10.24+
	
	Offer Letter by and between Enphase Energy, Inc. and David
	

	
	
	Ranhoff, dated December 1, 2017.
	








	
	
	
	Incorporation by Reference
	

	
	
	
	
	
	
	
	
	
	Filed

	Form
	
	SEC File No.
	
	
	Exhibit
	
	Filing Date
	
	Herewith

	10-K
	001-35480
	10.10
	
	3/4/2015
	
	

	10-K
	001-35480
	10.11
	
	3/4/2015
	
	

	S-1
	333-174925
	10.15
	
	6/15/2011
	
	

	10-K
	001-35480
	10.13
	
	3/4/2015
	
	

	10-Q
	001-35480
	10.40
	
	11/13/2012
	
	

	10-K
	001-35480
	10.15
	
	3/4/2015
	
	

	S-1
	333-174925
	10.16
	
	6/15/2011
	
	

	10-Q
	001-35480
	10.3
	
	11/2/2016
	
	

	S-1
	333-174925
	10.17
	
	6/15/2011
	
	

	10-Q
	001-35480
	10.4
	
	11/2/2016
	
	

	S-1
	333-174925
	10.18
	
	6/15/2011
	
	

	10-Q
	001-35480
	10.1
	
	5/6/2015
	
	

	S-1
	333-174925
	10.20
	
	6/15/2011
	
	

	S-1
	333-174925
	10.21
	
	6/15/2011
	
	

	10-Q
	001-35480
	10.1
	
	8/9/2017
	
	

	10-Q
	001-35480
	10.28
	
	5/8/2013
	
	

	8-K
	001-35480
	10.1
	
	12/5/2017
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	Exhibit
	
	

	Number
	Exhibit Description
	

	10.25+
	
	2018 Performance Bonus Program Summary.
	

	10.26+
	
	Severance and Change in Control Benefit Plan.
	

	10.27†
	Supply Agreement, by and between Enphase Energy, Inc. and
	

	
	
	Dow Corning Corporation, dated April 22, 2014.
	

	10.28†
	First Amendment to the Supply Agreement, by and between
	

	
	Enphase Energy, Inc. and Dow Corning Corporation, dated
	

	
	
	August 1, 2014.
	

	10.29†
	Second Amendment to the Supply Agreement, by and between
	

	
	Enphase Energy, Inc. and Dow Corning Corporation, dated
	

	
	
	August 1, 2014.
	

	
	
	Loan and Security Agreement by and among Enphase Energy,
	

	
	
	Inc., Tennenbaum Special Situations Fund IX, LLC, the lenders
	

	10.30
	
	identified on the signature pages thereto and Obsidian Agency
	

	
	
	Services, Inc., as administrative agent and collateral agent for the
	

	
	
	lenders, dated July 8, 2016.
	

	
	
	First Amendment to Loan and Security Agreement, by and
	

	
	
	among Enphase Energy, Inc., Tennenbaum Special Situations
	

	10.31
	
	Fund IX, LLC, the lenders identified on the signature pages
	

	
	
	thereto and Obsidian Agency Services, Inc., as administrative
	

	
	
	
	

	
	
	agent and collateral agent for the lenders, dated December 30,
	

	
	
	2016.
	

	
	
	Amended and Restated Loan and Security Agreement, by and
	

	
	
	among Enphase Energy, Inc., the lenders party thereto, Cortland
	

	10.32
	
	Capital Market Services LLC, as administrative agent, and
	

	
	
	Obsidian Agency Services, Inc., as collateral agent, dated
	

	
	
	February 10, 2017.
	

	
	
	Form of Warrant under Amended and Restated Loan and
	

	
	
	Security Agreement, by and among Enphase Energy, Inc., the
	

	10.33
	
	lenders party thereto, Cortland Capital Market Services LLC, as
	

	
	
	administrative agent, and Obsidian Agency Services, Inc., as
	

	
	
	collateral agent, dated February 10, 2017.
	







	
	
	
	Incorporation by Reference
	

	
	
	
	
	
	
	
	
	
	Filed

	Form
	
	SEC File No.
	
	
	Exhibit
	
	Filing Date
	
	Herewith

	8-K
	001-35480
	10.1
	
	3/9/2018
	
	

	10-Q
	001-35480
	10.50
	
	5/8/2013
	
	

	10-Q
	001-35480
	10.2
	
	8/5/2015
	
	

	10-Q
	001-35480
	10.3
	
	8/5/2015
	
	

	10-Q
	001-35480
	10.4
	
	8/5/2015
	
	

	10-Q
	001-35480
	10.2
	
	11/2/2016
	
	

	10-K
	001-35480
	10.37
	
	3/16/2017
	
	

	10-K
	001-35480
	10.38
	
	3/16/2017
	
	

	10-K
	001-35480
	10.39
	
	3/16/2017
	
	


[image: ][image: ][image: ][image: ][image: ]



	
	Securities Purchase Agreement, by and among Enphase Energy,
	
	
	
	

	10.34
	Inc. and the purchasers identified on Exhibit A thereto, dated
	8-K
	001-35480
	10.1
	1/10/2017

	
	January 9, 2017.
	
	
	
	

	
	
	
	
	
	

	
	Second Amendment to Amended and Restated Loan and
	
	
	
	

	
	Security Agreement by and among Enphase Energy Inc., each
	
	
	
	

	10.35
	Lender identified, and Obsidian Agency Services, Inc., as
	8-K
	001-35480
	10.1
	3/5/2018

	
	collateral agent for Lenders and Cortland Capital Market Services
	
	
	
	

	
	LLC, dated February 28, 2018.
	
	
	
	

	
	
	
	
	
	




Security Agreement by and among Enphase Energy, Inc. and

10.36	Flextronics Industrial, LTD and Flextronics Americas, LLC, dated December 30, 2016.

Securities Purchase Agreement by and among Enphase Energy

10.37	Inc., and the purchasers identified on Exhibit A thereto, dated February 4, 2018.

	10.38+
	Offer Letter by and between Enphase Energy, Inc. and Eric

	
	Branderiz, dated December 1, 2018.



Purchase Agreement, dated August 14, 2018, by and between

10.39	Enphase Energy, Inc. and Credit Suisse Securities (USA) LLC, as representative of the several Initial Purchasers named therein.




	10-K
	001-35480
	10.41
	3/16/2017

	8-K
	001-35480
	10.1
	2/5/2018

	10-Q
	001-35480
	10.1
	8/6/2018

	8-K
	001-35480
	10.1
	8/17/2018
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	Exhibit
	
	

	Number
	Exhibit Description
	

	
	
	Securities Purchase Agreement, dated August 14, 2018, by and
	

	10.40
	
	between Enphase Energy, Inc. and the Rodgers Massey
	

	
	
	Revocable Trust dtd 4/4/11.
	

	10.41
	
	2019 Performance Bonus Program Summary.
	

	10.42
	
	Stockholders Agreement, dated as of August 9, 2018, by and
	

	
	
	between Enphase Energy, Inc. and SunPower Corporation.
	

	
	
	
	

	10.43†
	Master Supply Agreement, dated August 9, 2018, between
	

	
	Enphase Energy, Inc. and SunPower Corporation.
	

	
	
	
	

	10.44†
	Amendment No. 1 to Master Supply Agreement, dated
	

	
	December 10, 2018, by and between Enphase Energy, Inc. and
	

	
	
	SunPower Corporation.
	

	10.45
	
	Bayside Parkway Lease by and between Enphase Energy, Inc.
	

	
	
	and Dollinger Bayside Associates, dated April 12, 2018.
	

	
	
	
	

	21.1
	
	List of Subsidiaries of the Registrant
	

	23.1
	
	Consent of Deloitte & Touche LLP, Independent Registered
	

	
	
	Public Accounting Firm
	

	
	
	
	



	24.1
	Power of Attorney (incorporated by reference to the signature
	

	
	page of this Annual Report on Form 10-K).
	

	
	
	

	31.1
	Certification of Chief Executive Officer pursuant to Rule 13a-
	

	
	14(a)/15d-14(a).
	

	
	
	

	31.2
	Certification of Chief Financial Officer pursuant to Rule 13a-
	

	
	14(a)/15d-14(a).
	

	
	
	







	
	
	
	Incorporation by Reference
	

	
	
	
	
	
	
	
	
	
	Filed

	Form
	
	SEC File No.
	
	
	Exhibit
	
	Filing Date
	
	Herewith

	8-K
	001-35480
	10.2
	
	8/17/2018
	
	

	8-K
	001-35480
	10.1
	
	2/6/2019
	
	

	SC 13D
	005-86790
	
	
	SC 13D
	8/20/2018
	
	

	SC 13D
	005-86790
	
	
	SC 13D
	8/20/2018
	
	

	10-K
	001-34166
	10.74
	
	2/14/2019
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X

X
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X


X
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X


X


	
	Certification of Chief Executive Officer and Chief Financial Officer
	

	32.1*
	pursuant to 18 U.S.C. Section 1350 as Adopted Pursuant to
	X

	
	Section 906 of the Sarbanes-Oxley Act of 2002.
	

	
	
	

	101.INS
	XBRL Instance 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 Document.
	X

	
	
	

	
	
	



· Management compensatory plan or arrangement.

· Confidential treatment has been granted for certain portions of this exhibit. Omitted information has been filed separately with the Securities and Exchange Commission.

· The certifications attached as Exhibit 32.1 accompany this quarterly report on Form 10-K pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, and shall not be deemed “filed” by Enphase Energy, Inc. for purposes of Section 18 of the Securities Exchange Act of 1934, as amended.

Item 16. Form 10-K Summary

Not Applicable
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) 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 on March 15, 2019.


Enphase Energy, Inc.


By:	/s/ BADRINARAYANAN KOTHANDARAMAN
[image: ]

Badrinarayanan Kothandaraman

President and Chief Executive Officer

POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each person whose signature appears below constitutes and appoints Badrinarayanan Kothandaraman and Eric Branderiz, jointly and severally, as his true and lawful attorneys-in-fact and agents, with full power of substitution and resubstitution, for him and in his name, place and stead, in any and all capacities, to sign any and all amendments to this Annual Report on Form 10-K and to file the same, with all exhibits thereto, and other documents in connection therewith, with the Securities and Exchange Commission, granting unto said attorneys-in-fact and agents full power and authority to do and perform each and every act and thing requisite or necessary to be done in and about the premises hereby ratifying and confirming all that said attorneys-in-fact and agents, or his substitute or substitutes, may lawfully do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on behalf of the registrant and in the capacities on the dates indicated.

	Signature
	
	Title
	
	Date
	

	/s/ BADRINARAYANAN KOTHANDARAMAN
	
	President and Chief Executive Officer
	March 15, 2019
	

	Badrinarayanan Kothandaraman
	
	(Principal Executive Officer)
	
	

	
	
	
	
	
	

	/s/ ERIC BRANDERIZ
	
	Vice President and Chief Financial Officer
	March 15, 2019
	

	Eric Branderiz
	
	(Principal Financial Officer)
	
	

	
	
	
	
	
	

	/s/ MANDY YANG
	
	Vice President, Chief Accounting Officer and Treasurer
	March 15, 2019
	

	Mandy Yang
	
	(Principal Accounting Officer)
	
	

	
	
	
	
	
	

	/s/ STEVEN J. GOMO
	
	Director
	March 15, 2019
	

	Steven J. Gomo
	
	
	
	
	

	/s/ BENJAMIN KORTLANG
	
	Director
	March 15, 2019
	

	Benjamin Kortlang
	
	
	
	
	

	/s/ RICHARD MORA
	
	Director
	March 15, 2019
	

	Richard Mora
	
	
	
	
	

	/s/ THURMAN JOHN RODGERS
	
	Director
	March 15, 2019
	

	Thurman John Rodgers
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Exhibit 21.1


SUBSIDIARIES OF REGISTRANT



Enphase Energy Australia Pty. Ltd., an Australian corporation.

Enphase Energy Canada, Inc., a Canadian corporation.

Enphase Energy S.A.S., a French corporation.

Enphase Energy NL B.V., a Dutch private limited liability company.

Enphase Energy New Zealand Limited, a New Zealand corporation.

Enphase International LLC, a Delaware corporation.

Enphase Solar Energy Private Limited, an Indian private company.

Exhibit 23.1


CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM


We consent to the incorporation by reference in Registration Statement Nos. 333-216886, 333-209315 and 333-195694 on Form S-3 and Registration Statement Nos. 333-216986, 333-210037, 333-202630, 333-194749, 333-187057, and 333-181382 on Form S-8 of our report dated March 15, 2019, relating to (1) the 2018 financial statements of Enphase Energy, Inc. (which report expresses an unqualified opinion and includes an explanatory paragraph relating to the Company’s adoption of a new accounting standard), and (2) the effectiveness of the Enphase Energy Inc.’s internal control over financial reporting as of December 31, 2018, appearing in this Annual Report on Form 10-K of Enphase Energy, Inc. for the year ended December 31, 2018.


/s/ DELOITTE & TOUCHE LLP

San Francisco, California

March 15, 2019

Exhibit 31.1

CERTIFICATION

I, Badrinarayanan Kothandaraman, certify that:

1. I have reviewed this Form 10-K of Enphase Energy, Inc.;

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

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

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

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

b. designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles;

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

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

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

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

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

Date: March 15, 2019


/s/ BADRINARAYANAN KOTHANDARAMAN
[image: ]

Badrinarayanan Kothandaraman

President and Chief Executive Officer
(Principal Executive Officer)

Exhibit 31.2

CERTIFICATION

I, Eric Branderiz, certify that:

1. I have reviewed this Form 10-K of Enphase Energy, Inc.;

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

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

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

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

b. designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles;

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

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

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

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

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


Date: March 15, 2019


/s/ ERIC BRANDERIZ
[image: ]

Eric Branderiz

Vice President and Chief Financial Officer
(Principal Financial Officer)

Exhibit 32.1

CERTIFICATION

Pursuant to the requirement set forth in Rule 13a-14(b) of the Securities Exchange Act of 1934, as amended, (the “Exchange Act”) and Section 1350 of Chapter 63 of Title 18 of the United States Code (18 U.S.C. §1350), Badrinarayanan Kothandaraman, President and Chief Executive Officer of Enphase Energy, Inc. (the “Company”), and Eric Branderiz, Vice President and Chief Financial Officer of the Company, each hereby certifies that, to the best of his or her knowledge:

1. The Company’s Annual Report on Form 10-K for the period ended December 31, 2018, to which this Certification is attached as Exhibit 32.1 (the “Periodic Report”), fully complies with the requirements of Section 13(a) or Section 15(d) of the Exchange Act; and

2. The information contained in the Periodic Report fairly presents, in all material respects, the financial condition and results of operations of the Company.

In Witness Whereof, the undersigned have set their hands hereto as of the 15th day of March, 2019.




	/s/ BADRINARAYANAN KOTHANDARAMAN
	/s/ ERIC BRANDERIZ

	
	
	

	Badrinarayanan Kothandaraman
	Eric Branderiz

	President and Chief Executive Officer
	Vice President and Chief Financial Officer



This certification accompanies the Form 10-K to which it relates, is not deemed filed with the Securities and Exchange Commission and is not to be incorporated by reference into any filing of Enphase Energy, Inc. under the Securities Act of 1933, as amended, or the Securities Exchange Act of 1934, as amended (whether made before or after the date of the Form 10-K), irrespective of any general incorporation language contained in such filing.
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Exhibit 10.45

STANDARD INDUSTRIALICOMMERCIAL MULTI-TENANT LEASE MODIFIED NET

1. BasicProvisions (Basic Provsion™).
1 Partles: This Loaso (Lease"), datod, Ao 12, 2016, s made by and besween Dollnge Bayside
Associaes, o Caifors mted pacnershp ("Landlord) and Enghase Enory, Ic. (Tanant), (colectvly tho
“Partes” o vty a Paty).
12(e)  Premises: A porson ofhat crtan bl contaning aoprsmatey 23,436 sqare et iciudng
‘o mprovements ersin o 1 be proided by Lanclord unde he tomsof s s, commany known byt siest
‘aciress o 47781 Baysis Pakuay, kocated in e Ciy of Frmrt, Courty of Alameds, Siae of Catfoma, with 7
oe 94538 2 ouine on EXht A atached nerto (‘Premises”). The “Buling” s it catan uiding corinng
h Pramiscs and gneraly descrved 33 desrie ey e naurs of P Buiin: 2 musdsnant RAD bsking,
1 2o o Tonants ights 10 s an ccupy the Premises s hrsinafe secied, Tenantshal have non-xciusve
iP5 101 Cormmon Areas (as oo n Paragraph 2.7 baiow) s ersinafe seciid, i shal nt have ay rghts
10 e oo (except s o n Paagraph 52 k), extoir s or utly racways of s Bucin orfo any oiher
Ui i he Industis Conter. The Prersses, o Buldng, o Comron Arss, the and usen which they are
Tocats, ong i il oter busings and mprovements thereon,ar hrsis collectivlyrfaed 1.2 he Tndustral
Contae (s sea Pararaph 2)
120)  Parking: 91 evesered vl paking spaces (‘Unreserved Parking Spaces
vehicl paking spaces (Reserved Parking Spaces”). (5o, 5o Paragraphs 26904 2]
13 Tem: o (5 yous and Smonps, (Originsl Temr) commencng September 1. 2018
(CCommencement Date) and enind SeFaESY, %22 (Sspiration Dte). (Ao Paagag )
14 Earty Possession: e 1, 2013 Early Possession Date). (3so Pararaghs 32 and 33
15 Base rent § 3398220 per monh (Base Rent’), payable n e frst day of sach monih
‘commencing Sestambor 1, 2018 (Ao see Pracraph ) Basa Rt o be acstad s follows:
Moshs 1324 $3500187  permontn
Noohs 2530 $3605172  permanth
Morhs 3748 $37.13327  parmonts
Monts 060 $3824728  perrmonts
Noths 6083 S 3930468 parmonts
1.66)  Base Rent Pad Upon Execution: $43,35.00 s Base Rent and NN’ o the perod Seplamber
30,2018
166) Tenants Share of Common Area Operstng Expentes: S7.94% (Tenants Share?) 25
oterminetyprora sauee fotage of e remises 2 compared o th s cusrs fctage of th ndsttal Ctor.

and 10 sarvos

17 Security Daposit:§ 39.334.58 ‘Securty Doposit). (Ao seo Paragraph &)

18 Permitied Use: Ganeal Offc, Sfes, Research & Daveiopment,an clrer gl pemnitad .
CPormited Use") (ko s00 Prsgrsph )

19 Insuring Paty. Lanciord s the Tnsuring Party.” (Ao sea Pararush §)

110(s) RealEstat Brokers. Th olwing ol sttebrosers) colecivly e Brokers”) and rckerage
relaonsips xist i i ransacion andaroconsenied 1 by the Pt (check spplcble boxes):
[ X Cois Shafle repesants Lanciod exchsively (Landiore's Broker':
X ) Custvn kel ropresants Tesnt excusisty (Tenant's Broker ) or
[ 1 ropresons both Landlod and Tenan (Dusl Agency’). o seoPor 15)

10(5) Payment 1o Brokes. Upon the oxecuton ofhis Lease by bath Prts, Landiord shat pa o sad
rokes) acconing o separse writon agzoement etwoon Landiod and ssd Bckers).

111 Guarantor. The obigaions of te Tanant under s Lease ar 10 be ueranised by NORE.
(Guacantor. (Ao see Paragaph 37.)
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112 Addenda and Exhibits. Atached brsto s EXVILA, whch consies oo of s Losss.

2 Promises, Parking and Common Aress.

21 Leting. Landond hreby leaso o Tenan, an Tt hruy lases o Landrs. e Prmises.
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by Tenant. shat b in oo apersing coniton on 1o Commencernent Da. 3 non-complance wih sak waranty
et 2ot he CommancamentDat, Landiordshall, xcept o3 onarwis poidod s Leass, promlyafesrcoit
of wetn e fom Tonantsaing ot wih specicy e rtre and et ofsuch on-complance, ey same.
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Intancec s uncar cising v o, 1) sukaily of e lease pramise fox e conduct o fenansbusness o ()
o axact s ootageof o laased prmiss: that e rlc sclely o 5 own Iestgalons especing skl
pramss (nluding u no e ot lectical and rspile SySams, socrty, oiormentl S5pects, sesmic.
o carhquake recuiremnts, anc compiance wih the Aercan wth Discibes Actand appicate Zing, muncpsl.
ourty. e and fodeal lows, ortinances and rgulaions and sy covenants o ostrcions o e (colecively
“Applcable Laws" 1 (ha upon 5 e ofbis oase, accets e soseas aea a specfed heen. Tenart
presay v any nd o o o darage b oason of 3y saement, eesentaon WAy, prorise o s
Sgrsemantof o o s sgend) € any, ot conines in 1 ese o n any acdenda hareo.

24 Tenant as rior OvneriOccupant. The warrands mace by Landiord i his Paragash 22 sha8
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10 e b Lanciord for parcng. Tenant shd notuse e parkin S5aces han sid number. Sad paking 5paces
ra b s for park by vetcles o rga han ul iz passangor sulomcbles o pckUp Tcks. hrei Calle
Permitied Size Vhicies.” Vehicesaivr inan Femlod S Veicles 5ot o pared and oaded o urioeded a5
recte by Lancird i he Ruses snd Regulations (s et in Paragrah 40) ssued by Landird. (Ao see
Parraphs 29and52)

(5) Tonant sha nct permt o aw any vehces ha blos 0 o ae coiroded by Tanant o
Tenants ampioyoes. spsbrs shppers, customers, conacors oIl 0be oaced, oaded, o e naress
b han o desiraid by Lanor o such acvies.

(5) 1 Tonantpamits o allows any of e roibid achie describe i is Pacageaph 26,
e Lo sall have 1 right. wihou e s 4in 1 such o ghis and rmedies it  may hav, 0
ommoveortow sy e veticie v nd chargo b cost 0 Tonan, hichcost had be Inmedtely payete von
emand by Landore

() Landontsnal at the Commencement Date o s Lease, povce e parking facies
reuied oy Appcaie Law, inchcing th ecure e of Ssabied pakig soaces propet makec

(@) Landior shall alow Tenant o designat 1o restr than 12 Unvesecved Parking Speces,
nlocations t be crsed tht ar 32 close 2 possibe 1 he fon dor ofhe Premiss, 25 ‘EV Chargng Spaces.” n
‘adion, Landion agrees it Tonankmy nstah EV Gharon Siions in cos posmiy o hose EV Charging Speces.
‘25 urthr et et n Paragroph 52 b

26 Common Aras - Defintion. The fem “Common Areas" s dfied as all aress and faities
vttt Praises and wihn e exirarboundary o of e Incustial Conor and rerior sl aceways Wi
e Pramisee ot ars provided 3 Gesgnatad by h Landod For v o 5 for he genesal non-xcuse use o
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15 g, and Lancord wa a0 pay the expense of uninstatieg moving and ansalig Tenants hurees and
cuorment 1 he ocated remies. I s oven i Loase and sach and s of th lonrs a covenants and
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Tenant neret hrei) ha porion of ho Secuty Depel no used or appie by Landord. Unkes themise
‘pressy agrees 7 weiing by Landord. o ar of he Sty Deposi shal b consicersd o bo ek st o bear
Iterest o ciher o fr &5 use. o1 b propayment o amy monies o 5 5 by Tonant udor s Lasse.

6 use
51 Permitedvse.

(3)  Tonant shallusoan cccupy the Promises ooy for e Pemited Usese foth i Paragrash
1.8, any thar egal use which s easonably comparabe hrat,and for o othe ppose. Tenant shall o e o
e use o e Pramisos namanner matis ulowd,cractes wasto o  isance, o tha dstabs oners s
ocouparts o, o Causes damage t the Pomises o reghbrig perises o propares.

) Lo herby agrees o sl uoasonably wihid o dlay 15 consent 1 any witsn
ecuest by Tonant. Tanants assignees o sutlenais, and by oospecive assignoes and subtonantsof Tanan, 15
88005 nd subonants, for  mockfcalon of 5t Permite Use, 20 g 83 1 s wi nct I e stuchral
intgityof he improvementson th Preies o i he Bulding or 5 mechaniclorsecircs ysims therin, doss.
ot confc i uses by thr Terant, 5ot sigificanty more rdonsrme o Pramsses or o Suldng and
mprovements herson. 20 s cihervise ermissbio pursuan 1 Paragragh . f Landrs scts 1 witiid uch
consent Landiors shal Wit e (5) busnossdays afrsuch roques e  witen ntfcation o sare, ich ot
Shalichate an exlanaon of Landlods reasonats objecions  the change i se.

52 Harardous Substances.

(3)  Reportale Uses Require Consant. Tho e “Hazardous Substance” 55 used 0 s
Loase shal mean any product. substance, chamical, matatal or wase #hoss eseece, naure. sty e
Iatensity o existonce use, manufoctu, Gposal. ansporiaton,sil.rieass or et stver by s ot n comeation
i oiher materis expece 1 bo 0 the Premses s eiter ) polonkly nurcus o . ubic hoals, sty o
‘wear, th enironment, of e Promiso: () eculled o morored by an Gavemmenalauhorty. o (i) ask o
polental Fabty f Landors 0 any Govermmenta agency or 1 pary s sy 2picabie fauAs o comemon
hecry. Hazardous Substanca sl incude ol ot be e b, ydocarbons, petiaur, gasoine. crc ol o any
producs o by poducts e, Tenantsha ot ngage i any acivey i o aboct 1 Pramses whch conssues o
Reporabe Use (2 heroinafar dened) of Hazarcous Substanoss it the press prir et consetof anlort
20 complance n  imely manner o Tenant sl costand sponse)wih o Apicaie Recuimmerts (s defined
" Parageagh 6.3). “ReportableUse” shall mean () e nsiataon o ussof any sbave o blow o sicrage
(8) e generaton, possession, soage. use. ransportaon, o dsposa of 3 Hazardous Subsancs tht requrss 3
PO o, or i respec 1 Whih a foort, oo, rgiiaion o business pan s recrd f b fled wih, sy,
‘Govenmantatahorty,an () e rosence i on o st he Pemiss o & Fazarcous S.bsiance wis espect 1
ich any Applcatle Law r6qie it & ncics b G opersans arlrod o cccupym e Pramises ornolghoory
propetis. Notwihstandng o oregong, Tonant ray, wilhot Landonf i coneet bl pon neie o Larcdord
i complance i al Apicati requiurment, so amycrdary and customry mater easonaty requres o
be us by Terantin e nomal cours o tho Peried U, 0 ong 5 sch use. @ ot  Reportatle Use and doce
ol expose the Premises ornertaring properie (0 any reaingll vk of contaminaion or damage o exp0%e
Landlor o an loby heroor. I addon, Lancrd may (butwihut any cbdgatn f do o) condiion & consent
o any Reporaie Use of any Hazarsous Subsance by Tenant upon Tenants ghing Lenlord such acons
‘ssurances as Landios n s reasonable Gcrofion, deeme necossary 1 gotect S, h publc o Proises
the enyrcnment against damage. contaninoton o ey andior Sabiky hesor, ncking bul vl Irked 1o o
Instalon (and. o Landord' opton, romoval on o bolom Lease oxpraton or st trmieatn) of essonably
Decessary protacive modicatons o Pramises (s  concetssncasements) andor b dapost f 81 dtons
Securty Depost under Pragraph s herst.

) Duty to Inform Landiora. If Tenané inows, or s reasonsbl cause o balevs, et o
Hezardous Substanco has coma o be ocatd i on, undr o about the Pramises o e Bulg, ober Pan o0
proviousty consente o by Landord, Tevant shall mmedialey gvo Landrd wrtn nots theres. igeber wih 3
00y of any statement report. 1o, regsatn, applcation, permi, bsiness an, fcanse, carm, acion. o
procesing gven o, or recevec o, any Govermmendal auorty or rvate party concaming th presence, sl
elease, dscharge o, o exposre o, such Hazardous Subsiance incing bt ot ke 0 s uch documerts
may be invohved i any Raporbie Use iolang e Premisce.Tenant shall ot cause or pet any Hazardous
‘Seostanc to be sl or relsase n, on, undor o shaut e Premises (nckxing, wihout kiaion. Broush Do
promping o saary sower sysom).

(9 ndemnificaion. Tenan shall indemiy. proct, dofend ant hoid Landlrd, & agents,
mployees, encers and ground escr f any, and the Prorsscs. harmiess um and agaist any anc a4 dmages
b, udgments. cost, cams, lens, experses, peralio, 03 of permis an ey’ and consutanis fees
ting utof oot ary Hazarous Substance bought ont he Prmisasby orfor Tonant o by amyans under
Tenant con. Tonant bigatons ncer s aragragh .2(c) shd . but ot eIl 0 v sfcts of oy
contamination or ey 0 person, propery or o anonment creatad or ST by Terant. anc o ot of
investgaton (ecudng consuliets an atomeys' foes and tesin). remol. emedation. restorsion andir
‘abatement erec, o of any Conaminaton heron Inohod,and shall e the expraton o e ermiation of
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s Loase. No taminaton. cancelaton o rslease agrssment enred no by Landiord and Tonand sha reesse
Tenant fom 1 cbigatns under s Loase weh espect to Hazardous Subsiancas, urios spoccaly 5o 967080 by
Londiord i wiing a 0 tme of such sreement.

63 Tenants Compiance with Requirements. Tenantshll, o Tenans s cos and axperss, .
igenty and ey manoer, compey sl Applicable Requiraments *whch e  ied s Laass o
a1 Taws, ndcs, ogulons, oninances, Grecives, Covears, easemans and esIKtns of 10, permit, e
ecuiraments o any applcable o nsurance tderweta o aing buroau, and the reconmendatons of Landard's
angineers andor consutans, eaing inony monnes 0 e Premise (nckuing bt ot ided o atiers peraing 1
(0 indusil e ) amirorenanal concons o, , dor o s h Premacs, nc.in sl and ground watsr
condions, 2 () e U generaon. manufacks,producon, ntaaon, maknace, roval, ransportaion.
storage, s, orrloaseof an Hazardous Subsance). now i eflecor whic may hersae come o efect. Tenant
ahal wit e (5)days afr recetof Landlord' wito requeet, provide Lanciord wih copias of o documerts and
Infomaton, chuing s s inied 1 pemds, rograbons, manfess, applatons, ropors and cordcaes,
evkdoncing Terants compllance W sy applcable Requemerts specii by Landord, s shal inmaatly tpon
Focat. noty Lanord n i (wih copes of any Gocumants iolved) o sy (reataned or 3alcam, nokce.
Chato, waring, comgssn o repor peraiing o o otig falur by Tonantor e Premises (o comply i .
Aopicati Roguiements.

54 Inspacton; Compllance with Law. Lanor, Landord's agent, employess, contraciors and
Gosgratod reprosertatves and 150 holdes of ay morigages, deeds of st o Ground leoses on the Premises.
(CLnders") shall P th rght 0 rta e Prarises o any G i th case of an emergency,and ofbeniss 3
raasonabl fmes o rsasonable adance nac, or e pupose of Spacing e condion of e Preises end or
Vertyiog compiance by Tenant with s Lease and o Aplcabe Recuiremants (a5 ofned n Paagragh 6.3). nd
Lo s b et o enploy expertsandior Consulnts nconnecton erewsh o 33 Lanord withrspoct
1 Tenancs acies ickukng b not e 1 Tenans nstalaon, operaon, use, MORMores, matGnance, o
ramoust of sy Hezardous Subeance onor o the Frerises. The cossand expense of any suchnepoctons shall
D i by h paryrecussting sme. e & Defut orSresch of s Lo by Tonant o  vciaon of Appcatle
Recatomants o  contamnalon,caused o maloady conoted 1 by Tenad. 4 found i e or o bo fmine, o
ks the mspeckon f equesed o ordrsd y  Govemmenta uthorty 5 1 e of ay S0 axitg o mmrt
Vol orcontaminaon. In s, ca55, Tonant shall Upon reques e Landod o Lanlod's Lender, s e
case may be, o th cots and oxpancos f such incpoctons.

7. Maintnance, Repairs, Uty Installaion, Trade Fixtures and Alsations.
71 Tenants Obiigations.

(2)  Subfect 1 o proviion of Paragraphs 22 (Conditon). 7.2 (Landons Obigatns). 9
(Domane o« Destncton), 14 (Condameaton), Tonant shal, ot Tenans s cost and expense and o al imes.
Kosp. o Promis s ovey par thredt I good crer, condion an rapair (whethe or ot sch portn o he
Fromisos roquig rpac, o the means of 109iAng e scme, ot reasonaby o uadly accessle > Tonart,and
ahathar o ot nead o Uch 95 G a3 ol ofTonants s, sy picruse, ho lmeris of o 090 o
e porton of e Pramses). ko, st i the genorsity of he regong. o1 squipmont o fackes.
Speciialy sening ho Pamsss, such 25 exposed phabiog, Datn. o condiionig, vendatng. Seciical hG
clites,bokes, o or e prosstrs vossols, e o connoctons I i the Preises, fxtces e wals.
ntror sufcos of extarior walls, ellngs (echudg 5 component Such as s, Loar g1, Bors, oo covegs.
indows,dacrs, ot fase, s Seyicrs, 5t xcuding sny FGTs whih ae h responsibilty of andird pursuant
10 Paragraph 7.2 blow, ncki unexp0sed s witi he Prorisos, ncuding e oloctical sysiem and paning
lorsewer s Under e siab and i b ek, Tenan,n kaeping o Pramises n good arer, condion and.
{spsk, snak mxamise and perom go0d manienance pracicss. Tenancs oblgasons snal ncde skalors,
{oplacements o ransvsis when necassany 1 keep e Proises and o Improvemen hereon o & pr throo! I
o nte, condlon sn st of rep

(6)  Tonant shak, at Tenants sok costand expsnea, procure and i @ ontrac,
copis 12 Landin, n customary o anc substanc for and Weh & Conracior spocialzng and experinced i he
Inapacton, maintenanca and sandce ofth hestig, s conionng nd votiston sysam for 1 Promios. Howewr,
Lanclord eservos tha g, upon potce  Tenant, i procur and maitin ha conac foxhe Pestng, & condonng
ad votiatig ystoms.and Lanor 5 lects, Tenan shal i Landlor, upon demand, o h cos reol.
oo, however, e that cost of such coniroctprocered b he Lanclos sha 10 xGeed e st of  Conact
= reasonably acceptatie cotracto et by the Tenant.

(@) WTnant 1o parfom Tenants abligatonsunderis Paragraph 7.1, Landird may et
0n the Pramiss afr ta (10)daye pror witn ot 1> Tenant (6x62p In 1 caco of an mergency, i whch
Case n notes shll be oguioc).pefor such 0gAons on Tenants behal,and ot th Proises i 990d e,
Condton and repalr, i sccondance wih Paragaph 132 ek

(@) 1f during the term of this lease, Tenant makes any improvements on the roof
Incluing bt nok lmitd to changes n the ir condioning, penetratons for N equipment,instalation of
ociers o fans or othe equipment used by Tenans, or the Solar Syter set forth i Paagraph 52 below),
han inthat event Tenant shal be labe for all oof repars and Gamage that resuls from leaks that result
from these mprovements. Tris obiation sall supersede Landiors obigations under thi ease t repair
the root.
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72 Landlor's Obligaion. Sutject o th provisions of Pacsgeaphs 22 (Condiion), 42 (Comman
Area Operating Expenses .7 (Use, 7.1 (Tenants Obligaons). 5 (Damage o Dstrction) and 14 (Condermnaion).
Landord. subjec (0 remoursement ursuan 1 Paragraph 4.2, shfl kaop i good o, condiion and epair e
foundains.exterior wals, suchal cocion of o basg wals, s fof o st ancior tancpe a0
Pose (flocatad i he Comman Ares)or clfer audomate. < exiegung system il s sl andir smoke
detecton sysems and scupmen, s ycrans, parkig I, alkways, parkuays. drveeys, lnGscaping, Srces,
503 200 ity ystam sering the Comimon Avsas 2 8 parts hereo, a6 wll 3 poing h sorvces o wich
hero i @ Common Arsa Operating Expensa pursuant o Pragraph 4 2. The cost of andiords campliance wih b
above cbigatons 1o maeiai and epar e fundatons and stuckursl parton of e Pramees sl be Wb
remiursement o contuion om Tenant. 1 Landiond fls o peror s cbigatons undar s Parsraph 7.2, et
ey’ prio wrtn poc o Lanclod (exc0¢n e caso of ancmergonc.n whichcase iootosshd b e,
et may perorn such obgaions on Lanclods bl and put e Premises i good arcr,condon and epar.
In accontance wih Paragraph 3.2 b

73 Unity Instalations, Trade Fistres, Altaraions.

(9 Definitons; Consent Raquirsd. The orm Uity instalations” s used i s Loase o
efer 081 s, s panels, lectcal Ssisbutor, soculy, e prectons sysams,communcatans sysers.
5htogxrss. hasing vensltngan  conioing aquigmer, pumbing,and 870 n,on o bt e Prmises.
The tarm Trade Fistures" shal moan Tenanfs machinay nd oqigmant whh ca be ramoves winot Gorg
moterildemage b the Premscs. The fam “Aaraions” sral mean any madcalion of te imprvemerts on e
Premiss which s providr by Landiord ndes tho omsof i 69, ciher than Uty ntatatons o Trade Firiures.
“Tenant-Ouned Atrations andior Uity Installaons* 1o dofed s Ateratons andor Uity nsalsions mace
by Tenant that are oty owned by Laord pursuan o Paagraph 7.4(s. Tenant shalnt ke nor case 1 b0
modeany Ateatons o Uty nsalaons in, o, nder o abou 5 Promses whout Landiont's o wien consors.
xcaptse ot in Paragrash 52 seiow. Tonant ray. howevar, ke non el Unky nsobations (o s e
ofthe Prenyses (oxching o oot excet se forth i Paraqraph 52 ko) Wik Lancor?s const bt cpon e
10 Landond, 50iang 2 hey e 1t visble o the ulside of e Prmiess. o ot o pnckag. ocatng o
7m0~ the rof o any existing wat, o changing o ereing wih th s s o frs etacion sysers o
e cumulaie cos ereot g e o of s Loase s extended doss ot excom $2.50000, except et ot b
Paragraph 52 el

(5) Consent. Any Ateraonsor Uty Instlaons et Tannt shall deseeto ke an which
equie he consan o the Landior sha b prasened 1 Landord 1 wrien form i cealed plane. All consents
given by Landiors, whethe by vituo of Paracraph 7:3a) or by subsequent speci conser, soll be daemed
‘conditoned upon: ) Tonants acauirig ll appicatl pemis ecuscd by Qovemmental acthondes: () o fumsing
ofcopes of such prmis togenerwih a copy o h ans an spociicatons forthe At o Rty ncataton o
Landlorsprio fo commencament of the work ihercon: and () th compiance by Teaantwih o condions of
amts 2 romot and expeciios manmer. Any Aferatons of ity Instaisons by Tanaet o ot of s
Lease shatlo dono n a good and evkimnika maner,wih good a uficent matesis. a0 bo n complnce it
4 Applicable Recuterris. Tenant sha sty upon cmpleon heroot fmih Landird it s ultplans and
speciicasons erfo. Landord may (bl ihoutobigaon 10 Go5o) condson 5 cnsent 1 any requested Allraton
o ity st tht costs 52.500.00 (acept s oth i Paragrash 52 bekow) o mors em Tonants ptovidng
Lanciord i len and conpieton bond n an amount causl 5 016 9 -1t imas e ssimated costof s
Aterason or Uty nstalation

(6 Lien Protaction. Tenantshal pay whon dos a8 clims o labor o materss mished or
6900 1 v been famishe 1 orfor Tenan at o fr s on e Preisss, wheh cams o o may b socared by
any mechanicsor mterianrs en 298t e Promisos o any ierest herin. Tanant shd v Landiord ot s
en e (10) days o prir 1 the commencamontof any work n. o, or boct e Preises, and Landird shll
heve e 931 post ntcesofnaesponsitity i or o o Premises 2 prvided by . 1 Tonart sl gt
. contst e vkt of any such e, am o demand,hen Tonant sha, st s sl axpense, diond and proect
s, Lo and the Premses agans o same and shall pay and sabsy any such acherse dgmenthat oy b
Fondore harson beors the edrcemert ierco agast e Landard or he Premisas. F Landod shalreaus,
Tonantshall i 1o Landlrd  surey bond satsacory o Lanckor i an amount et 0 0o rk o ha e
o amount ofsuch contesto e ca o deman, nderying Landord againet bty for th same. as recorec
y e for the Nkdng oft Premises fre o the et of such i o clsm. In adtion, Landird may reaore
Tenant o pay Landiands stomeys oo and cots s parcpatngn such acon  Landord shol dece = 1 s best.
neret o do 50

74 Ounership, Removal, Surrnder, and Restoraton.

(@) Ownership. Subject 10 Landin's rht 10 requ e removal a0 ko cause Tarant 1
boceme the auner hroofasrereinaforprovided in s Paagraph 7.4, Alatos and Uty instalsons mado o
e Premises by Tenane s be 1 popersy ofand ownd by Tonant, bt consdared 3 pr of e Premises (oxcept
2 5t forth i Paracraph 52) Lanlor may. t ary 1 and 5 opton, s it o Tenant o bo the cvnerof
4 orany specied part of the Tenant Owne Aeraions and USty Intalators. Unles athenwe nsvucied po
‘Sebparagraon 7.4(o) hec a Tenan-Owned Atlratons snd Uslty Instastons shl, af e expraion o aarber
{eminaton o 55 Losse,becore e roperty o Lancord nd famsinupon e Priises e asrendercs i
Premisos by Tonant.
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(%) Ramoval. Uniess oharwise areed inwritn, Landiond moy reui hat amy o a Tanant-
Oned Atsatons or Uty Inctaiatons be ramoved by the expiaton or aler trminaton of s Loase.
notehtandin ta i sadaton may have boen consenied by LarSor. Landod may recurs the romous
e of il oy vt f sy Atarafions o Uiy Instaltons mace wibout 5 rocued consan of Landord.

() SumsnderiRestoration. The voutary o olher sumerder of s lease by Terart, or
st canbaton threc,shanotwerk  meger, 2 shall, ot e oo of Landios, eminats o ary 95t
subloases o sublenancies, oy t 10 ptonof Lanlord,oporate 2 an ssigement o Landiord of any or o such
Sublcasesor sbtanancies. Immadatly rio o 5 expEain o soonereinason o s ease, Tenand shll amove.
SlofTonants s from e exaro of o Buing an sha remov o of Tenant’s oquigmon, rdo Bres, e,
‘oo, wa decoratons ana tbr parsona xopery o o Loasad Premiss, nd sha vace and surender the
Laased Proises o Landoed e sama condtion, brom cean and rshy repwted, 2 exsod t B Loase
Commancament Date, reesonatse wear and fear excepad. Tenan sha roai ll amage 1 o Leased Premises
causod by Tanant o by Tonans removal f Tk’ property and ll camage 1 the extairof he Bukding caused
by Tensnts removalof Tnants g, Tonant sha palch and fafish, 1 Landions reasonablo satsacton, ol
peneiratons mads by Tanant or s smpoyees f te foor, waks or ceang of e Loased Promses, whatber such
panetations ware mace with oo’ spprovl o nt. Tenant shall opae a8 domage caused by Tenan 1 he
i safaceofthe Bukding and h pved suroces of he s e sciing 1 Laacod Prisas and,where
necossary.replacaofostrface samo,axcapt 1 cas of deerioation o 0 easonable wer and . ACGHORaR.
Tonant shall. pee e expiraton or soono ormioaon of £ Leass, umove any Improvements, consnced o
{nsted by Tenant ubich Landrs requests b 5o remaved by Tenart an rop i daoge caused by such omoval.
fhe Leased Premias ars not sumendered o Landard e conion aqarc by s Arcl o he exiratn ox
0000+ teminaton of i Lesse, Lansors may. o Tenands expanse, 5o remove Tenaets Sgns, popery andor
morovermants ot 50 romoved aed ks suc fopels and rolacaents ot 50 made o e, a Tennts expensas
dopandent contracors o perrm such work. Tenan shll b e o Landiord for 1 costs ncured by Landord
rtuming e Loased Promisas o h roquied condion snd Tenan shall b0 domed [0 have parmisibly held ver
ol sch fm a2 sch rocuied work fs Complted. Tonant shal pay Baso Monily Rort 900 AGdoal Rent
‘ccordance wih e e ofthe g Ovor paragraph urtl such work | corpleted

5 imsurance: indameity

51 Paymontof Pramiums. The costof e premiums for e surance oices maintsined by Landord
s i Paragaph 8 shal b a Common Area Oparaig Expense pursuan b Paragreh 42 hroo’. Premiums or
poscy peros comimencing oo, o exencing boyons, 1 am o 55 Leass shalbe procaes 0 comncde with e
comeeponding Commencement Dal o Expiaton Oste.

82 Labittylnsurance.

(s)  Camled by Tanant. Tenantshall i and keop i force uring e frm of i Lease
Gommercal GeneelListy polcy of inurance prolecing Tenan, Landiord an any Landr(s) whose rames have.
boan provide 1 Tenantn wisng (o acdtonal ourods) st ciams o boiy ey ersonal ury and propery
Carmagobasad o, i o arig ot of £ owrersp,usa, CoCpacy o malnenance o o raises and sl
arsas sopurtenant herclo, Such strance shall b on an GecuTOCe bass prving singe ki coverage 1 an
‘Smount ot ls 1han 1,000,000 pr Gecsarance i s Aol Insuro Manager or Lancors of Pramses:
‘ndorsarmert andconain th “Amendant of o Posulon Exchusert sndorsomont for Gamage caused b het, smoke.
ot fumes from 3 haslefr. Th polcy shall o contan any e eschisons as between nsired parsos o
organizason, butshall inchdo covera for ity assumed nor i Lease a6 an “nsured contract”. The ks
of s nurance raqured by e Loase or 8 carid by Tenant shal o, howeves, i e kably of Teoantrox
s Tensot o any obigaton hersunder. Al inurance 1o b0 camd by Tonant s1a8 be primay 10 and ot
Coniutory it any simésr insuranca camid by Landird, whose inursnce shall b considred excoss neunce
ooy

(6)  Camied by Landiord Lanciord shal sl manan lailty insursnce descibed i
Paragraph 6.2(5) sbove, i o o ot u o, e neuanco roquid o bo maitsined by Tenant excast
oversge orpoluton Rty raises poluton, on S 3nd off i, inchudng rleass of ny polaarts, s, o
Contaminants. uhatner such el & sucden o rconged or ik o accdenta, 13 ony b camed scley by
Torant. Tenon el oe namod a5 an addtonal sured hersn

83 Propery nsurance-Suldig, Improvements and Rents Vlus.

(8) Buting and Improvements. Landord $ha obn and keep i force g e o of
s Loase = polky or s n 1 name of Landiod, wi s payabl o Landird and o ey Lender(s), s
gt lss o Camage o he Pramises Such insurance shall b fo ll ropacomentcos, a5 e sams shalsxst
o 76 1 tne. o he mcunt i by any Lbnds), bu 1 even oo han e commercl reasonsble
davataiainsuraio value threo 1. eason of 1 i .t o590 i inrovemerts vohed.soch aer
amoun s foss han ll opacament cost. Terant-Own Alraions and Uity nsalaions, Trade Foures and
Tonants prsonal property shall be inused by Tenantpursuant 0 Paragaph 8.4. I e coversge s avalble and
Comeercial spoopese. Landion's polcy or pokies shll e aganst a8 feks of drectphysica oss o damage.
(ot at Landlont oo the pers o oo anclor carhake), chiding coverage o ary addbona cost resing
{rom G revoval an ressanabls amounts of corerage o 1 odorcems of any oinasce o aw requisiog e
reconseucion o placsment ofsny undamaged secions of the Bukdng ecured 1o bo demolshed of feaved by
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roason of the enforcament o any bulding. zoing. sty o and use s 4 the et of 3 covered 08, bt ot
inchuding plats gass insufance. 59 potcy or ples shall s contain n agro vaktion povsion 56 of oy
-nsirancs ause, waer of subrogaton, and i Qua roocton causng S mcreass i he anTul propery
nsurance covrage amount by  acto of o s tha the dusiod U.S. Departme of abor Consamer Pia ndex
o AllUtban Consumers for e iy nwarest 1 whero o Pramises r ocaed

(5)  Rental Vaue. Lancor sha s bt 3 keap  forca curng th e of s Loaso &
oty o polies 1 he 1o o Landlod,with 05 payabl o Landod and any Lence(s. e th 0ssof o
et an inercharges poyabo by all ananis of o Buking o Landrs for ot eas cn yea (rckodg ol e
Propery Taues, nsrance cots, i Common Aea Oprating Expenses and any schecksed fntlicroawes. So
nsurance may provide it n e cven he Leasa s feminaod by reason of o nueed s, e parid of ncety
for such coerage sha e extended boyond 1 dst o the comploion of repas o replacemert o o Premace, o
Prviceforooe U8 year's ossof et roverues o 1 cal of sy such oss. Sad msurans shllcontan an e
VBkiaton provision o of ay co-nsurance iuso, e 0 mountofcverage shalk e csted rrvaly o o
e prjoced rental icome, Real Popery Tanes, ins.rance e cots and thr sxpenses. f any, inruise
payabl. for e next 12:onth percs. Cornmon Aroa Operatig Expenses shall ckde an decucsble amount i o
ovontof uch s

(€) Adjacent Promises. Tonant sha pay for sy ncrssa i th premiums for th prperty
Insurancsof e Buking a7 o 1h0 Comamon Areas o ather bulinga s th ndustl Centr I s croas & couent
by Tenants act,omissons, i o cccupancy of e Premisas.

(@) Tenant's Improvements. Since Lancion s he Insrng Pary. Lanciord shall not be
quees 1 insure Tenant-Oured Ataraons and Uity Intakatons tiess 1 dam in quesion 1as becorme he
propeny of Landord under th trms of s Lesse.

84 Tonants Propenty nsurance. Sutioctt th requremontsofParagragh .5, Tenant s s cos shal
it by saparte polcy or, a Landons opon. by sadorsement 1o  poscy aeacy camed, mantain insurance
overage on s of Tenants personal property,Trace aturos and Tenant Out Ateratons and Uity Iniations .
n.of abo h Premisessimiar i coverage o crfed by Landiord s s Insuting Pary under Pargrepn 6.1
‘Such surance shak be il eiacement cost coverage wih a deducsle ot 1 exced $10.000 pr ocuencs. The
proceeds fomany such nsurance skl beused by Tonan for e reiacementof ersona propery and e resoraton
of Trade Fitures and Tenant-Ounid Ateatons. a3 Uty insiatsdone. U request o Landrd, Teoant shat
provic Larcord with witn evidencs ht such eurance f i force.

85 Insurance Polces. Insurancs reuirod herodar sha b n comparses uy foers o bansact
usinessn he state whar he Premises ae caie,and maisining durng < pkcy e a “GonrstPolcynaders
Ratng”of atlesst A-V1 o such b g a may b e y 3 Lnder, 2 s forth  the most curent s of
Bests nsurance Guda.” Tenantshll ol o ot parrt 0 b don sting ichsha vl o nsrance poices
efero o his Paagraph . Terant shll ouso o b dekvored o Landiard.wih seven (7)daysafer o aarer
of e Eart Possassion Dt o the Commoncamant Dle crtAcats avcencg e oxsiencs and acurie o the
Insurance requeec under Paragyaph 5 2) and 8.4 Tenant s7a8 il v days of e expiaon of suc plcio
i Lanchond weh videnc of el o nscrsnce bders”vidaning Sna themol, o Landord moy ot
Sueh insance 30 charge the cost ereo 0 Tenant, which amount sall 6 payabl by Tenant t Lsndiond upon
domang

5 Waiverof Subrogation. Wihout affecting any thr igis o emocis, Tenan and Landiod asch
eraby eiease and e (e lve. anc oG their o0 igh o recavr amage (ahthe i conact o s 1)
‘gainst e otvr. o oss o damage 1 ther propey aviig out of or mcdenl 1 he parss requred 1o b nred
‘geinst under Paragraoh . The efct ofsuch rleass and wavrs of hefah 0 ecover damagesshall ot be o
y e smount of rsurancs cared o recuie.o by any docucabes sppscabe e, Landiord snd Terant o0
0 have s ospecive metrance comperies S5 sopery damage heuraNco wavo any fht o subrogaron it
1 companies mayhave against Landod o Tenas, o e case my be, 0o 38 nurance ol makcated
horey.

57 indemnity. Subject o Socton 85 above, and excap o the sten hat Lisoy, a5 doned blow,
15 00 1ot negigence o Wit misconduct of Landid of s agen, Tanant, shah, g he e o i ke,
idaminty and save armiass Lanior snd any sgents o Landors om ay and all s, damage, loms o damage,
Gbigatons. ause o casesof acton,or Fabo o any K o naur (kg ressonae cots of tomey' s
Lascond s mace gty 0 any acon which Tenancs ety s hersunder) by reason of ey of oo of sy
persan or persons or damage o any property o any ki a1 whomsoover belonging,incding nkey o Geah (6
5 person o damage o the roperty ofTenant, Tenants offces, Geecors, amployoes, agens, guests,subenarts
and assigoee. concessionares and lcensees, and any oher persan,fm or corparton seing or mamuiocurng
merchancise o Sonies Upon or #0r the derised promises, o sy vt hreo. om any couse o caso whatsoerer
Whch e o Tenancs use o o any ofher actvi done peited o e by Tanard (colectvey Loy
A3  materal gt of th consideraton o Landir, Tonantheroy 3ssures o ik of camage i property x oty 1
persons  or abouthe Prersses fom any cause hatsoever (6xcop It which  causa by e 506 acie neghgence
r il misconcct by Lanclord o £ Ages or by th e f Lanclod 0 oserv any of o taems and condions
of s leae, i sch fafure s persste for an unrasonabic poriod e witon o of uch alure). - Tenants
bkgatons under 1 paragyaph shall surive e et of i esse.

85 Examption o Landior fom Libiky. Except o th axent that an such iy o damage s e
101the neghganc or il misconduc of LaeSor o 5 399t Lanciord shll o s Kl o iy o cormage which
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may b sustanes by Tenan ot the prson o goods, wars, merchandis or thr property of Tenan, Tenants
‘omplopess,conracios, oo, cuslomars, o anycler prson i o abou e Pomiss, hter sich damage o
iy I cavsec by o rculs o i, sartbcuake, sloam, oy, gas, walee o rin, which may ek o fomor o
‘2 par of o premises or o the braakage,lskage, obeinicon orcler ofats of Ppos, o spTKlrs, wes,
‘pplsnces, plning. HVAC o lghing fure, or from any fher cause, whather s ey o Gamage resuls ¥om
‘conditons aringupon th Prises o upon thr porions o th Bl of which he Premises are apar fom aher
Sources o pace, nd rgardess of whethe he s of 5. damage o ury o ha mesns of reparng i same
i scomsstie oot Lanlord shal ot b bl o anycarmagesarisng o anysc o negloct o ary st of
Lancior ror om he faiuro by, Landiond 1 oo tho provisins of any ober lease i the Incustil Contr
Notwtnstanding Landrd' neglgence or breach of tis Leaso, andiord shall under o ciimsiances be aie o
iy 0 Tononts Busines o foranylss of ncame o proft mersrom.

9 Damage o Destruction.
95 Defntons

(5)  Pramises Paril Damage” i mean darsge or desrction o he Pramises, o b
Tena-Owne Ateraon anc Ursty insidatns, he repai cost of which demage or destucion s less an iy
percont (0%) of he than Repiscemen Cost (a defined n Paracraph 0.1()of o Promiss (cxciugng e Tenari-
(G AReraions and Uty Insakatons ond Trado Fixues)immeciiely e 1 uch damage o dosircton.

(%) “Promises Tota Destruction”shal mean damago or dsiucion o b Premiss, oer
han Tonar-Ownec Ateraions an Uity Instatatons, he ropa cotof whch damage o desirucn s iy pecent
(50%) e more. of the hen Raplacement Cost of e Pramises (exchadng Tenark Owned Aerstors and Ul
nstakaors and Trade Ftures) ety 5o o such dtmage o Gesrction. n o, damage o estncion
1ho Buiding.ciher than Tenanamed Alleratons and ULy Insiakoons and Trode Fres of any onant o tho
Bulding, o coso whih damage ordesctonis fly pocent (S0%)or more o he e Replacament Cost (escing
Tenant Ounad Aderstons and Uty Intsistons and rad Fauresofary Tenants ot Buldig)of he Susdng
1t a1 0pon of Landoe, b deemed o b Prsmses ot Destncton.

(€) “industria Cante Tots Destruction” shat mean damage or destucion o e lcustial
Ganta orhe uling i which he promisesar acad,cerdess of b damage o a pramises Tha cost o whch
damage or Gesucton i perce (50%) or e of i 1 Replacement Cos of th Incusiral Conor of o
Buiing(oxchsng Tonant Oymed Aerations xd Uty Insttatons and Trace Fiuros) immedaisly pror 1 Such
damage o desucion.

(6) Insured Loss" shall moan damago or dosucton 1t Promises, othe than Tenart-
(Ouned AReratons and Uty Insialsons nd Trace Fidures, which was causad by n ovo Qe bo coveret
by the s descrbec s Paragraph B.3() Tespaciv of sy doducibie amoueis o Coveraga s oS

(6) Replacement Costshall mean he cost 0 1o o rebuld the mprovements e by
Lanciord ¢ e .o th ccteroncs o hle condifon et el o o, incuing dematon, Gebris
remoral s upgracing requin by th operaton of aplcable bulding code, ordnances or s, and Wit
o for dopraciat.

() “Mazardous Substance Gondition shll mean th occrance or dcovery o  condibon
vohing e presnce of, or 3 comamiaton by, & Hazardous Substance 25 dolnad i Parsrapn 6203, n, 0, of
andr the remics.

92 premises Partal or Total Damage - Insured or Uninsured Loss. f Premiss Paial or Total
‘Damage that = an Inured o Urinsurod Los o, urless causes 2 e o il ct o Terart ( whch
vt Tenant shall make e repars ot Torant expan and s Le2se shall ontns i ll oo and efec), then
Lindors shal, st Lancords axpanse, apar such damage (5l ol Tendeds Trads Faturos or Tanant Oued
Ataraons 3 Uty Istltons) 2 soon as eascnably possise, bus ol 1o he et of e svalabe issance.
rocesds, any and i Loaso sl coninue i o and ofc. In 1 ovr, however, 1l Dere i 3 shotage
of msuranceproceeds and uch shortage s 4o 1 8y re2som cludng i ot al, by roason of e e natrs
f he mprovements i the Pramses, . repacemant cost aurance Coverage was ot corumerially asonate and
‘aalabl. then Lancird shll hava o abligation t 72 for 1 shotage i inurance ooceed o o fuly s e
unkoo a5pect of he Promacs uiess TenantprovidesLandird it e o o cover s, o acquate sssrance
erec, i an (10) days g receipt of weitan oo o such shorage an ruguest thrsor. f Lando
v sa funds o adecual ssurance threot v 53 en (10) day parkd, Landlrd hall compets hem 3
o0n 35 esscnatiy possitle 3 e Lease sha foman i ul forca and flec 1 Landiord o nol feceve Such
s or ssurance i £5 peic, Lancord may novatless et by weten podc o Terant Wit 6 (10 days
{hersafor o ko sch reloratn s ropai o & commercity easonablo with Landrd paying any shrtge
proceecs. n which case tis Laase shal s il (o and efct. 1 Landlors coas ot ecave such fnds or
‘sauranca wisn sch o (10) day pacod, s Lancrd doos o 35 Sect1orstors and epar, hen s Less shall
st sy (60) ays folowing h acciarance of P darmage o dosncaon. Uniss tswisa agree, Tonant shall
10 ovent hatve any g 0 reembursment from Lo o any fnds Contbused by Tonant o opai any uch
damage or destrcton.

83 inteotionaly Dested.
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94 Industria Cantr Destruction. Nowehstanding any thr rovision hersc, fhe ksl Center
inubich e Pramises aoocatedsufers ToalDesitction (ncucingany dessucion oo by ary utharzed pkc.
‘o), i Lease af Landionss opton shal tenats sty (50 days olowng the date ofsuch Total Desinicion,
‘hethe o no 2 damage o desiucton ffeced h promisc. In o ovent however, at e damage o desinclion
s cause b Tenant, Landlord shall Do 1 e 10 recovor Lancord'sdamages fom Tenant except a5 relossed
ad waived i Pararaph 97

95 Damage Near End of Tem. o any Sme durieg th st s (5)month of ot of s Loase
here i amagefor which he ost 10 epalr exco0ds 070 mon's Baso Ren, wheheror ot an nure Los,Landord
Moy, o Landhos opeon, et s Leaseefctve sy (60) days olowing th dteof cocurence of suchcamsge
By ghingwriten notce (5 Tenant of Landiond s elction 1 6o 5o wehin ity (30 days sl e date f csrence of
uch damage. Provided, however, i Tonanta 31 o has n axercisasopion o exiend s Leaso, en Tenent
may presere s Lease by (3) eorising such oton, and (b) poing Landird wih any shorage i mesance
proceeds oradequate ssurance thereof) noeced [0 make o rapas o or belrs th aarferof () e cat which &
120 (10) days ale Tenant rcaipt of Landor' it nocs purpartng 1o fermnata i Lase, or ()t Gayprie
10 e dele upon which such opion expies. I Tenan dly orisas such opton chrg sueh prcd and proves
Lanciord wih 15 or adecuate assurance ieref) o coverany shotage  ncrsnce prcacs, Landrd s, o
Lanciords expens rapair .ch damage as soon a asonably possil and 4 eass shat contous i force and
et  Tonant i 1o exarse such oplon and provide such s or asrance kg such pario, e s Lease
Sl tominats o5 of o dat st forhn e st sentanceof s Parsgraoh 9.5

96 Abstement of Rent: Tenant's Remadies

(9)  Intheevent of ) Promses Partl Damage, () Hazardous Subsiance Gonditonfor which
Tenant o logay responsile, or () spton i ulies serioo caused by Lassr or s sgen, e Base e,
‘Gomman Aree Operstg Expenss and othar charges, i ny, payate by Tonant breunder ot e pce urog ich
such damage or condilon, 1 e, omediton o estorskon coninues shll e s rcperton o e Segron
0 which Tenansus of fhe rorssss i mpales, b ot necessof proceac o ecance e 2 b cariod
e Paragra &.30). Excest orabelement of Base R, Common Area Oporsing Expanscs and ciar charges.
1Famy. a5 sforessd.all othe oligations of Tenand eraundor el b2 peromod by Tenar,and Tanant sh have no
clam against Lanord for any damage suflead by reason ofany such dammage. destuion. repor romeciaion o
resaraton

(6) 1 Lonchndsnat b oosgated o e o rostor e Pramises nder th proisons of s
Faragraph 9 anshall ot commmenco, i  subsantland eannghd y, h rop0 o resaralion of he Premses
i ety (90) cays afler sch obigaton sha accre, T ey, o ary e prirf e commencamant of such
i o restoaton, gve writen ot o Lanlon an 1 ay Landars of wtich Tanant has actui i of Tenonts
‘lcton t feminaie s Lease on  cee no e ran sy (80 days okown the g of such notce. f Temant
s s o1 Lanord ansuch Londers an such ol o rsoraon ot commenced it ity (30)daye
e recio ofsuch o, i Lease shall it 5 of th dal specied n s ntios. IfLandord o 8 Lander
commences h rairor rstraton of e Prrises iy (3) days aar he recelp ofsuch notco, e Lesse
a1l contioue o force and sfect. “Commencer a5 used i e Paragraph 0.6 sl mesn o bogening of e
ackitwork 1 e Premiss wih unconionat fans fr campiton i  easenbie s ped

97 Hazardous Substance Conditons. 1 azarous Substans Condon ocers, uiess Tenand
lagaty esponsile ereor (nweich caso Tenant shal maks he nvesigation and reciaton heree reaurc b
Appcaie Requemonts 2% 5 Lease shall conte i l forcs nc efct, bt scoc o Lanords ghs undor
Paragsash 6.2(c) and Poragraph 13), Larlord eay s Lancrds apto cithr ) mestgle and remoists asth
Hezardous Subsance Condito, frcured, 2 soon s reasonatly bossl st Landan' expense. In hich oert .
Lease shall coninue n l 01 and effctor 1) I estnato cot 1 esiget and remeciae such condtion
‘5000 e (12) s e han morily Base Rt o $50,00, wichever s s, gve ween et Tenart
W ity (30)cays e oot by LanSors of kol f h cocarence ofsuch Hazrdous Schtance Condison
of Landlonds dosie o terminot is Lease 2 o e date Sty (6)cays kg th dao of such otce. nh vert
Lendlors secs 0 gve such notios of Landlon's Intnton 1 arminte te Laase, Tenantshall heve 1 foht i
120(10)days e o5 of s.ch ko i welon ncie 1o Larord o Teran s cammimen 0 py o e excese
costs of () iestgaton an remeration o such Hazarious Substance Condiion o he et requred by Aepicale
oquirement, over (o) an amount equal 1 ke (12) Bmes 50 than manily Base Rentor $50.000 whichever &
orestex. Tenant sl pronido Lanlor wih the s rquied of Tenant o satsacicry assrarce tarcol wihin iy
30) daye folowing 55 commitment oy Terant. I such oven 4 Lease shad continue il forcs and efect, .
Lanciord shalprocoecto make such ivsiaton and ramediaian 2 soan 2 reasonaby possiti ot he reqred
und aro avarati, fTenant does ot give suchnati andsrovide e requed s o s tarect wi b
me poro spacifed aboe, s Lease hallominate s of e dat spacfed 2 Landcs o oftminton

98 Terminaton - Advance Payments. Upon lerminaton o s Lease pursuant o his Pargrach 9,
Langord shall s 10 Tenant any advance péymant made b Tenant 1 Landiord and o much of Tenants Securty
Depost 23 has ot been. s not hen e 00, used b Landhord e h arms of i Loasa

99 Watverof Stautes. Landsand Torant s st he tams.of 1 Laase shall govem the fect
of ny damage toor destuckon o he Premises and the Bukiing wihrespect o e tamination of s Leaes and
Peraby waive e provisions of an present o aur saul o exten s rconsisent vt

10 Reat Property Taxes.
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101 Payment o Taxes. Landiord shall pay the Reol Poperty Tases, as deinad i Paragaph 102
pplcale fo e Incustial Cener, anc xcapt 5 ihenvis srvided i Pararaph 103, 3y such amount sl b
inchuded n e calculaton of Comimon Area Operating Experses in accordance wh 28 pevions of Paagraph 4.2

102 Roal Property Tax Definiion. As ised herin, h torm ‘Real roperty Taxes” sealincuo any
o o ea oo tax o assessmon, gonra, Spoca, odinary o exaorinary, and any canse fee, commarcel
tental . mprovemn bond or bonds,ow o . (ohar Pan shetance,personal icore o ctate i) insed
up0n e ndusiial Cenir by any auorty aing 50 dioct o ot powe 10 . inchulng any . st o fecersl
ovomment o an school. agrcutura, santar, , S, draioge, o oher mprovment It erec, e
‘st any el sl tarestof andior 1 th sk Crter o sy poton bered,Lancio's gt ent
ortner ncome erskom. ancio acior' usinos of aasig ho Promises. The e “Reai Property Taxes” sl
o ke any . o, vy, assossment o charg, o any ncr02sa herein, mposed by foason of vt 0curtg.
orchanges in Apalcabl Lau taking efiec,durng o of s Laaso, nccing bt ot e 10 charge n e
‘oumership of th industialCentr o 1 (e movemens hareo, o oo of 55 Lease, o any modfcaion,
‘amonmont o ranse harcf, an whethr or ot conleplaed by e Prtes. n cactiog Reat Property Taas.
o any calondar yer, o Fcal Propery Taxe o anyrelesta o year shall b ncoded i h cakcuatn o Real
Propery Taxe or suchcaendaryear based oot ranborof doys wic such clendar year and xyeor hve 1

103 Addtionsl Improvements. Tenant shallpay 1o Landrd he Confmon Area Operatng Expenses
5 payacl undar Pargraon 4.2 e sy ofany cesass n Rea Propery Tasse H sssesce socy by reason o
Ateratons, Trade Fckees or Uty Insakaions ploca tpo t Promisas by Torant o at Terants rcuest.

102 Joint Assessiment.he Bukdng ot separasly assessa, Resl Propery Taes stocstd o e
Buling shabe an equtabe proparton o o Raal Popery Tases o o e andmprovemonts ncuded wie
9 tax pace ascossed o e Incustal Caner, sch proeton 1 be Gefemined by Landor o 1 respecive:
Veationssesicna i 5 assessor s work sheas or s o ol 93 0 be reasonaby acsabl. Landrd's
1e9sonabl detrminaton Berool n good i, sho be concksive

105 Tanants Property Taxes. Tensnt shal pa pi 1o dolnguency o tses assassed aganst anS
e upon Tenant-Owned Atbatonsand Uity Instdatns, 112G Fcurc, aishings, equment and a porsonal
property of Tenant conlained e Promises o sored it e ndusalCenir. Wran possie, Tenant shll case
s TenanOanec Ataatons and Uity Intataions, Trade Flxres, fumish, scument and o oher posonal
property o b assssea s b separscy o 1 e ropey of Landord. f any of Tenaat sadpropery shall
e assassnd Wi LonBon' el proprty.Tenantshall pay Landrd e axe aiibutabe (0 Tenants poperty Wi
10 (10)cays o rocaip of ¢ weitn siloment sftng o 5 taxcs aplicale b Toranfs proper.

1. Utities. Tenant shal pa Groct fo 4 liies andsenvies scpid o h Pramisss, incuding bt rck
i o slcricy, walr, 00pnons, Socut, 925, Sowe, ash emoval anc Ceaning o Premises, ogeiar
ez thereon. 1 any such usbtesor s r 1ot sopaatoy meered o Premis o separsoly s ©o
e Prinises, Tenant shll 1o Lanciord 3 essonatle proporton o e deterined by Lonsord of 1 suchchares
ity metarec o bilod ihaoe prems i 7 Sulking,n 1 marner and WiN he Ume periods st ot n
Parageaoh 4209 Lanior shll o b ki Tenant o ey, damag, loss of Tenas busess o profts.
o any e, emupon. akoning o thr utamen (e upply of Soci, G2, aler oo uiles fom
‘whatove cause. Tenant sall o consurme waler nexcess ol h sl furishad o supple o reasonaie 203
ol rnking 5 avtory s n connacian it an ofc smorment (2 deermined by Landior). witoul Fst
procuig he it consent o Landod, whichLandrd may ouse, and 1 ho event of onsee, Landiord may
ive ol  watormote i h Preises 1o measure o amountof waoeconsumod. Thecost of ary uch meter
and o 5 Insttton, maiionanco and repa sha be = for by th Tenant, and Tanant aross 10 pay o Landerd
Brompl upon e for sl uch watr consume 2 showe by okd s, a th a1 charged o such sanvces
by th ocs i sty ps any adlSonal xpensa incured i Kepin accoundof he wete 50 consumac. 3
Separats meder s o Ictdd, e excee cotfor suh wstorshll be estalishr by an esmste mad by 3 iy
Company orsacicatongingseed by Lanclrd at Tenands sxpense.

2 Assignment and Subleting.
121 Landlord's Consent Require.

(9 Tonantshatnot asign isoase, oraryriht hreundes, o sue th sreiss, rorany
part hereo,withutth orweten consant of Lancrd,whch shll ot b0 ovsasonably wihnel. n sxercis &
easonatl dcrston Landond may corsider s commorcaly rovaréfctrs incod n i leasog of he premses
Inchring but nt It o e 3 h crcitworiness 3 il sabity o ha prospacive assgnes or sibleoant:
) rforance of pri oo ) ta past stor of such sublenant,wih (0Spec o nvvment i gaton and
banknupky proceading: ) he mpact of sk sbionant o 3ssigooe and progosec se f e prersss on padesian
i el vafic, oha tnants and parkin: <) e use, Genoraon o dsposal of hezacous malerias. The.
presenca ofcos gavefacior anumratod v shalbe deemed oasonatlusifcaon s Landons wibhoking

(6)  An ssspement orsuieting of Tenans lrest i 5 Lasso wihout Lanciord's specitc
o it conseot sha, ot Lanlor opon b 3 Deiul crable e noica pr Paracraph 131, or 3 non-curatle
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Breach wahoct e necessty of any s and gracs period. IfLandiodsecs o st such nconserted o assgrment
or subeting 35  no-curstie Beach, Landiord nall v e ight 1 sthr ) trminate i Laase. o () upon ity
(30)Cays writen notice (Landiord'sNofic”), ncrease he moréhy Base Ron o the Pramsss 0 e greair of e
e fir maket rta vlue f ha Proriscs, as aasonatly detemine by Landrd, o oo hundd en percert
(110%)of i Base Ront h nofct. Panding dterminaon of e i markt rtl vlun, G by Terart,
Tonant shaf pay the amount sot forh i LarSords Notos, wih any verpeyment crocied aganet he rerl
Instlment(s)of G258 Rent coming due, an any uarpayment o ha paod relracthely ot flocive ate of e
‘ustment b e and payatle mmedissy on o delrminaton hercel. Furbes,n o aver of suen Brech
et acusiment () 5 purchase prico o ny option 1 purchase e Prmies hld by Torartsh he st 1
‘Simiar acusiment o 50 han far mOAGL vake 2 reasonably deermincd by Landord (wiheut e Lease b
considers an sncanbrance o any deducion fo doprciaton o Gesolesconc, and consdanng e Premass at s
Piohest an best use and in good conlon) o cnoPudred tn percent (105 of thepric peviusly  offec, () amy
cocornte reial o price adksiment forrases conained i e Lease sha b dsted o roqure hat e base
Index be detamined wih rserenc fo e ndex appicatl o e e of sch adustment, and (1) any faed fta
fusiments schaci during e remansor of - Leasa tom shalba ncressed i the sams st 13 1 o reiel
ears o the Base Ront i offec mmectately i 10 he acjstent spcifiod m Landor’s Note

(©) Tenants remedy fo any breach of is Paragraph 12.1 by Lanclord snal bo eited to
Gompansatory damages andio nncive il

122 Terms and Conditons Asplcable to Assignment and Sublating.

(2)  Rogartess of Laoclont consent. any assinment o sublefing shal nc ) be sfictve
Wit h axpress writien aseumpion y such 545200 or suanant of e cbigatons of Tonartuncer s Loase,
(§) rase Tenant of any cbigatons ereunder, e (i) tor 1 prmary by of Tenant for e payment of Base
Rt 2 ttersans cue Lanclod hreundos o for 1o prkormancs of e other obgaions . pfomed b Tanant
nder s Lazes.

(5) Landioramay accept any e o prfrmance of Tenants obgatons o any person thr
han Tenant poning asproval o isapproval of anassincrt. Neior  dlay n e arovel o clesporoal of such
assigrment nor th accapiance of any e or peformance shll onsile a waer o oxogpel of Lancion?s it
‘xerisa 5 romcfs for I Defau o Breach by Tonantofany of e, covenants o condons of i L ase.

(€) e consant of Lanlord 0 any asigrment or sublting shal ot consite 3 consent (0
‘e subsequent assignment o subletng by Tenant o 1o any SubSequent or ucCeesve assaTMENtor sctseting by
e assignen or sublenant. However, Landord may consent o subsecuent sdbatings snd assigonents of e
ubieasn by th assignee orsubenant o any amendiment o mofcations here wnaut nafyig Tonart o anyore.
50 bl under i Leas o he suoase and winout abaiing I consen, and such acton el ot rlles such
persons fom sy nder s Laasoor e sbicase.

(@) nthecvent of ary Defaul o reach f Tenants abition uvor i Lasse, Lanclord may
proceed dietly agunst Tenan, any uarartrs or anyore ese fesponstin for e paromance of ha Tonade
bdostons e s Loase,Incurig any subonart, b s xhasirg Landon remecies agans any oher
person oren responsie hrvlor 1o Landlo, o any securtyhad by Landor.

(6)  Each recuest o consent 0 an assigeman o subltig shabe nwritng, sccompariad
by nfomaton revant 1o Landor’s deteinason 35 1o the francal and cperations! responsedy and
aporoprateness of e popose asignes or sublenan, g bt ot itad e ended e ardlr requed
modiicaion o tne Premscs, I ary, logeher Wi on-rondatie depost af 1,000 of (e monily Bace Rl
appicable the pornof e Pramiss whic s ihe sbject of e roposed assignment or suaase. o ressonablo
consideraicn for Lanccrds consderng and prcessing h roquest for conson. Tonant crae t provide Lanlad
Wi suh oer o adtona fommasion andior documantaton 55 my b reasonabl requected by Lo,

(0 Ay assgnee of, or sublonant under, e Lease shall, by resson of accaping such
‘ssigment o cierng o such sublease, be Gecmod,for 1 benaftof Landor. 2 have assumed and agreed &
confom 3 comply witheech and avery T, covanar, condiion s ookgaon s 1 b bserved o perorm
by Tenant g th e f sk asigrmont o subloas, oter than sch ooAgatons 3o oty 1o o rcansistont.
W prdsions of an assgnment o sulease 0 which Landion hasspecicaly consanied g

(6) I Tonant desios o Sublt or Assig the ey of e Preises prr o the expradon of
9010 of o lsaseanc otins a0 acapiabl subenant o assignc, e he Landord shall have the apton e o
0 axncuton ofthe sblease o assgprment agreement 1 cancl s ease. Landir, in Lanclons ok deraton,
may e anlr nt = new easa wih any prospective sublonant 5 e substi Tenant I Landord exercaes e
opton, an i presntease shall e teminstod by ks sorcamsnt s of ht .

123 Addionai Terms and Condiions Applicable to Assignment and Subleting. The foouing
1ems a0 condions shall appy 10 any subltin o assignmant by Tenant ofall oray pat o tho ramses and ahat
e desmod nchaded nall suieoses and assigrmnts ndor s Lease whetha ox o spreesly mcporaiod heros

(8) 1 the ovent of a Brsach by Tesat, and fllre o curs such Evsach wihin 1 applable
cure percd, Tenant hssty sssigns and transtos o Lanclor i of Tenant inersst  all e, ncama o athor
consideaton aingfomany stlease or assigrmant of a o porian of e Pemises hvetofor o rreatr made
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by Tonas, a0 Landird may cofect such sums and appy same (oward Tanants cbigatons under i Lesse.
Lanciord shll o, b resson o th foreore xoveion or ay thr assgment o such sbleas 10 Landord, or by
s of th colecion of e ent rm & sblenan, bo decmod fate 0 o sublonant o any fakae o Tarant 1
e and comply wth any of Tonants oblgaons 1 such sulenard undor such Sulease.  Tenan hereby
Imevacach utbozes nd dectsary ueh sublenan,Uoon 19061 of  weten s fom Lanlers, 052 o Landird
 ren s cnercharges us 5 1o bacome cus nder e ublease. SUbenant s ol pon any such slemort
an roquest o Landors and nall pay seh raksand oer charges to Landiod wihout any colgasn or it
e 5 1o wheler any Brecch exiets and noswihatancng any noice fom o Caim flom Tenant (2 e contay.
Tonant shak have gt o cim againstsuch sublonan, o, cnl e Broach s boen cured,aganat Landord, ox
any s rots and fhe charges s0 5 by said subtnan 10 Landlrs.

(5) e ovent o a Boach by Tonantin e pefomance o s cbigatons under s Lease
ich emainsuncured 30 days st Tenanes recitof s of such breach o Landird, Landlor, at 1 opton
nd witout ay onigaton 1 do 5, iy roqe any sbfenant 1 atom to Landod, i o#ich event Landird shall
ndaake the ookgatons of e st landord undersuch sublease o ha me o 0 oorise of $3d pton 1 he
‘xpeston o such suease: provd, howeer, Landird shol ho b e fo an prepad s or socurty deposil
Pk oy s st uch s arcord o forany ierprirdeauls o breachas ofs.ch sub adord under such
ey

(6) Ay matar o thing reciing the consent o th sub anrd undr 3 suslease el also
ocuie thcansent of Lonlod o

(6) Mo sublonant under @ sublease o assgnes spproved by Landad shall v assin o
Sublt ooy part f e Priss it Lancords po uilon consent

(6)  Lancont shll calver  opy of sry s ofDefaul o reach by Tenant o subfensnt.
o sha have th rght 1o cur T Dot o Tonant it 50 race perd, oy, specied s notca. The.
Subtanant shal have 3 rht o imursament 3 ofs o nd st Tenane o any such Dofauts cured by the
suctonant.

1. Defaul;Breach; Remedies.

131 Defaul; Bresch. Lancors and Tensnt agree st  any stlomey is consled by Landiod in
onnecion WA a Tenant Dol or Breach (as nersinafor dofo), S350 00 a roasonableminimum sam pr such
‘cccurence frlgal senios and costs i h preparaton and senica of & nodc of Deaut, and sk Landord may
Inchu he cost of such services v st sk (e a8 fnt e 9 ayabl 1 cure 3 dotul. 3 ‘Defaut by
Tenant i ceinec 2 a s by Tnand o cbserve,comply wih o perom anyof h trs,covenares, conckions o
vl sppicatio o Tenantunder s Loase. A Breach"by Toran s dfi 3 he ocarenca of any e o more of
1 ollowing Defaut, s, where  racs pariod o cura afr oo specifed e, e ke by Tenant o
S Dafackprir o th exiaton o e agpicabie rece o1, and shall ant Lanciord 1o pursue he remecses et
ort i Parsgraghs 132 aclr 133

(3) T vacatng o e Pramises,or e sbandonment of he Prmiss.

(5 Excopt s eressly oherwiss srovice i is Loas, he fors by Tenar 10 mak any
aymentof Base Rent, Tenants SharoofComon Avea Operting Expenses. o any ohr ronetary payment equres.
oba s by Tenan ereundr s e e, e s by Tonan ' provie Lanord wih wasonatie sience.
of nsurance or suey bond requed under 5 Loas,or e falureof Tenant o uf any cbigaion under s Lease
s andangersor atens I or propery. whors such falkes coninuss o a perd o roe (3) busioess days
otowing wtan ot heref by or on bl of Lantord o Tonant.

() Excopt a8 cxressly aarwiss povidad i 04 Lease,th e by Tenan o provide
Lanciort it asonabis it aidance (n dly exoced rge o, apicatio) of ) complance wih Agpicatio
Requrements par Paragrach 6.3 (7 ha mspecton, mainlonance and servcs coracts e unde Paagresh
7.10). () h roscisson of an unauinorzed assgnent o subletig pe Paragraph 12.1, () a Tenancy Statemert
er Pragraphs 16 o 37 1 1n subordton o non-auborfinaton of s ease per Paragragh 3, () e uaranty
of the parormance of Tenancs obigatons uner s Logso Il ered under Paragraphs 111 and 37. () the
‘ecutcn of any document rocuested uncerParagaph 42 (easemers).o () any s ocumentaton o formaion
i Lanclord mayreasanab o of Tnan sdr (h s of 5 eass, whoro an s {8 contnes or 3
erc of o (5) cays llowing it noce by o on ehallof Lanlord o Tear.

(0) A Detat by Tanant a5 ot erms covrants, coneitions orprvisions o s Leas, o o
5 rles adopio under Paragragh 40 hreo! hat ar o b0 cbsorvod, complied i or parrmed by Tena. aber
e those descrbs n Subaragrapha 13.1(a, 5. o e, sbove, whore such Deau conwues for a peiod o Pty
(30)days sier wrn ot ereot by or on bors of Lanlod o Tonant, provided howeve, tht i e natxs of
Tenants et such hat v an iy (30) doys ¢ reasonaby roquios s cur,the 1 sl ot 5 oot
b6 a Brsach of i Laasa b Tonant  Tenant comnances s cus i i iy (30) day perd and hersfior
Gagenty rosecuto such e o complen.

(o) T occurrencs of sny o he following svnts: () e making by Tenant o sy Geneal
arangement or ssegnmantfor e baneft of rodos (i) Tenants bacorsn 2 “dablor” 3 defned i 11 US. Code.
Secton 101 o any Sueosssor sab thorelo (e, 1 1 case of & pation fled againt Teran, e same &
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lsmissed wiin s (80) days): (W) he appoitment of st o recsve ta ke possession ofsubstanbal all of
Terant assols ocaed at te Premises orof Tenans nroet n i Leasa, where possession = o restred 1
Tenantwitin ity (30)days. o (v) e attachmen. cocuton o ar e sezurs of subtantty il of Tenancs
‘ssats ocated e Promisas or o Tonant’ tres s P Loase, wha such seizurs & not scharged wiin Iy
30) dys: sovkded, omeve. n e avnthat anyprovison o s Subparagreph 13.1€) s conrary o ary pplcatie
I, 5 provison shll b of b frc o ffc, 1 shad ot o 0 vaktyof h remaing provions.

() The dscovery by Lamson that any nareilstserant of Tonant o of any Guantr iven
10 Landiond by Tenant o any Guaranto,was matedily s

(6) 1110 porormance of Tenans abiatonsundar 5 Less i guscantes: () h doth of
2 Guarantor, ) th leminaion o a Guarakor's sbily wih respect 1 i Lesse cer P i accordance it e
e, of s uoranty.(8) 3 Gusrantors becorsng insohent o the &4t of & ksl g, () a Cusrariors
W53 1o honor e guarany, o (1) a Guarariors broac of s ueranty abigaton o1 an anicosory bresch bess,
and Tenans faurs, i sy (60) days following wrfen ot by o o behalof Landord 1 Tenant of any such
even, 1 povid Landlord wih weiton afemate assuranca of secry.whch. when coused wih e hon existog
50urs of Tanant ca.el o axceeds (e ombined i rsourcesofTanant an th Gusantors ths st o
e i of ho axccuton of s Leose.

132 Remedies. 1 aiher Tonant or Landird (each the “Responsie Pary) fss o perom ary.
‘@fimatve cuty or obigalon under 5 Lease, wihin fn (10) days afo witon odos (or i case of an emergency,
Wit ke, the thr pary may ¢ opton (b0t wthout cbgatnto co 50, peonsuch dty o cigaton on e
Responsiie Parys behal, ncludng bt rol Il o th o o reasonabl acued o, msurance polcies,
or qovemmenta canses,pems o approval. T o and experaes of any such performance sha bo cus an
payatl by the Responsibe Pary 1o oner party upon cice ereor I any check gven o Lo by Tanart
i 0o b honored by e bank upon wich s G, Landlor, at £ o psan, may fecuit ll M peyrerts
10 b mace nor i Loase by Tanant o b made only by cashirs chck. 1 h event o n uncared reach f s
Leasa by Tonan (a5 defina n Parsraph 13.1) ihorwiut e o o osrand,anc ot et Landird
01the exarcise of any igh o eecy whch Lol may ave b foasonof s Breach, Landiod may

(3)  Tenminata Tonantsrgnt 0 possession of he Promises by any el moars, i which case
i Laase 3t o hsoofshall frminas anc Tonant shaimmecitey sarender possession of e Framioes
Lendlod. i such ovant Lo shll b st 10 rcover o Tonas: ) B worth o I S of o e of e
‘i et hichha boan st h S of it ) hewerth a1 e o war o ha amount by which
e unpaid fon hich woukhave been carned afo arinaton el 1 U of ward Gxceecs he smount ofs0ch
ectal o ha 5 Tenantpoves coud havobesn rssonably vided ) he wertha e e of awar of e amourt
Ly Which he uncaid ent o 0 balanceof h trm aer e i f s sxcseds th amount o such o o Pt
e Tenant roves coul o reesonably aded: s ) any ciher mount necessry to compensate Lancord for
ho detrment provimatey cause b tho Tenans falkes 5 pariorm s cigatons under i Lesse o WhKh i ho
oxsinay course of hings would be aly o fosul herafom, ncing bl ot e o the cos of ecoverng
possession of the Prmiscs, expansos of rolting, ncu hacessan renciation and alleaton of e Fromes
asonabi storeys' foes, and Tt corion of any sasio conision s by Lanclod 1 connecton with s Lesse
appicatle i he nexped e of i Loase. The worh a o of awerd of e amount 1ot 1o proveon
(3) f the mediteyproccing sntence shll e computd by discocning Such amount t the dscourt i o e
Foderal Reserve Barkof San Francisco o th Foders Reserve Bak Distict i hich the Praisas erelcaiod ot e
e of awar ps an prcant (1%). Efrts by Landlor to it damages caused by Tenants Defsul o Sreach
of s Lease shall ot waive Landhons (gt 1 rocovr damages undar I Paragraph 132, f termiosn of oo
Loase s cbtaned iough e povisonal ramecy o il detanar, Lanciord shall v the G0 rcover n st
roceeding he i ren ad damages 2 e rcoverate thrsin, o Landord may esenve te gh o recoer all
or ey pat there n  separate st for such ret andor damages. 12 pofosand grace parad e under
‘Subparacragh 121 (. c) or ) wes ol previousy Gvn. 3o o pay o o .o 1o paricem o Gt 5 0 cose
iy b, ivn o Tenant nder any tau aunorzing e faur o mases o ulauldeaner sl s consste
o appicaie notce for race perod puposes requred by SUBpARGIDR 131 (0 (c)or (6] sch case, e
asplcatle grace pro under 1 uriawtl ceainer atoe sl concirenty e he ooe Sch sekory e
e alure o Tenant 0 curo o Dfaut with he reatr of e b (2) Such race pariod < constie bof
0 umieut dotaine and 3 Brsch o s Leass ening Landiod 1 s romedie v o i i Lease akor by
s sse

(%) Conte he Leaso and Tenant gt 1 possasionn fctn Caoia under Cafomsa
(G oo Socton 1951.4) afor Tenants Breach an recover e fnt o= bsomes e o Ton hak
ight 10 bt or askn, subject only 1 roasonaby intations. Landord and Tenat agee ot (h lations o
‘assgrment and sublting in i Loase ae ressonable. Acts of matananca or prosenvaion, ofots o he
Promises. o the apgoimant of  rceher 1 prolact h Landor's irestundor this Laass, shal nt constide 3.
erminaton of the Tanants ight o possession.

(6 Pursue any cthr ramedy nom o hereaor avaiabe o Landord under e laws o il
docisionsof h stae whorwn o ramises relocate.

(@) The expeation or teminatn of s Laase andir he taminaton of Tenants rgh (o

possession shall ot refeve Tenant fom hety under any oty provisonsof P Leseo 2 1 matterscccting
or accrung g heto hereof by eason of Tenansoccupaney o th Proises.
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133 Inducement Recapture in Event of Breach. Any agroement by Landlrdfor 9 o abted ot or
ther chrges aopicase (0 e Premise, o o ha g o payng by Landos 1 or o Tenant o any cash o ohcr
bons, inducement o consiceraion o Tenants entarig it s Lease. al of which concessions re hereaer
Fefora 10 25 nducement Provisions” 5231 b dosmad condiEcned upen Tenants 4 and il pecormanc of
o1 1hotorms,covenant an contions fis Loaso b paromnod o cbsone by Tecan. i b aventofurcured
Erascn by Tensnt. sy such Incucarent Provon shll omsicaty e ceemed Sokted o s Laase an of 1o
‘herforcs or o, 3 any o, cber charge, bonus, Inducement o consdraton hrelfor abted, g o pald.
o Landiod undersich o inducamont Provelon shll b immeditoly o and geyable by Tenant to Landiod, and
rocovurable by andord, as acona un dus uder s Leass. The accapance by Lande of ent shal nt bo
‘Goamed waler by Landiorcof e proisionsof s Paragraph 1.3 urlessspeccaly s st kg by Landord
athe e of such accoptance

134 Late Chrges. Tonanthoroby acknowiodges 5t payment by Tenant 1 Landiodof rent
v sums duehersundor il cause Lanor oo ost ot conemplated by 5 608, 1 0actamountof Wich
ot 5 el Tt 0 Sscaian. Such s ke, bl 1 7ok IS, pecaseig and accoing chares.
and oo harges uhic may b mposad upon Landord by th s of any groud ease, mortgage or deed o st
ovonn he Promiss. Ackarding. f ny stabment o font o char 5 cus o Tanant 1l ot e eceied by
Lancios or Lancior's desigres wi e (£)days afrsuch amouint shall b e, hcn, wihout any rourement ox
ot 10 Tenan, Tenant shl pay 1o Landlorda st charg cqual 1 an parcant (103)of sch averce smoce. The
partes ety a3 halsuch o charg resresents a foir nd reasoable sl of e costs Landord wh incr
yroasonof e pymentby Tenant. Accapance o such ol charg be Landird shal 1o even constite a alves
of Tenants Defaut o Greach wih respec 0 such overdue amoues, o prevent Landrd o exarceing any of e
thr s an ramacie granted herrcer. 1 1o avent it s charge s ayatie harsincer, hethe of ek
colecid, fo 1o (3 consaculvo elalimris of Baso R, hen nobwistanding Paragragh 4.1 o any oher
provisn of e Lsase o the conay, Baso Ront sl Lanld's opion, bocore 0o 30 payatle quatdy
Scvance.

135 Breach by Landiord. Lanord shal na ba doomed nbreach of s Loosa s Landlord s
Wi a 0asanable o o peror an obigaton oqured 0 beperoed by Landor. For poses o s Paagyagh
12:5.3 rasanab o sha i 00 ovant b mor han iy (30) cays ar receipt by Landors,and b any Lener(s)
whose name snd adess sall e been fumishod > Tenant i wrilg o Sch puposa, of witan oS Specing
horin such Goigaton of Landlord has o besn paromed: poices, Powover, at 50 1aturo of Landrds.
Gbigaton e such Bt mors tha ity (30)days e uch nclo & ecsonaty rocueed for &5 parormance, en
Lanclod snat o be i treach o is Leasa 1 pertormance s commenced wif such iy (3) da prod and
hereate dsgenty pursusd o compition.

14, Gondemnation. I he Premiss o ary prtn hereof ar sken unde he power o it doman or s
o th Breatof e exerisn o s power al o wich ars herein call “condemnstn’, is Lease sl tsmnsta
210 the part 0 ke a fthdat i condeing athorty ke Ul o poscasion hichever s ccus. i mre
ety v parcont (25%) f o floo reaof e Promos, o more han ety perced 25%)of 2 poion
of e Common Aroas eskgnatod for Tonants parking. ok b congomation, Tenant may,  Tenant opon, 0
o exerisad i wring vt (10) daye ser Landlordshall have ivn Tenand it ot of s tking (o
e absone of such s, wibinan (10)deys e hacondemring achorty sall have aken possassion) tamrale
i Loaue 9 of e dote he condemring auborty akes uch possaeson. I Tenant doss ntlemmnat s Lease 1
‘ccoréance wih he orooing, e Leaso shal reman n 18 o and oac 25 o o porion of o Promises
omsiing. excepthat th Base Rent sha b raducad n 1 e proporton 9 0 enble foor arce ofho Promiscs
sken bears 0 e total bl foor area of the Pramses. No reducion of e Base Ront shall occur f o
‘Condarnaton 600 ot 290y 1 3ny porkon of e Pramisss. Ay auard for i takiog o o8 o any paro the Premcs.
ndor he powar of eminert Gomai o ny paymens mads under veat of e exacise of such power i be the
propenty o Landors, whaher such award sha oo made 4 compensaton o dminuion of value o e easahod or
for o aking of e foe, r as soveranco damages; provded, however, et Tenart shall be ented o any
Compensaion. separately awarded o Tsnant o Tanant reocaton expenees andc ot of Terans Trade Fxres.
1 he evot it T Loase k& ht leinaie by reason ofsuchcondermndon, Landiod shall 1 the extet of 15 et
Sovaranc s e, ovs and sbove Tenant Sharsof h gl and e cxpanses ncred by Landio
0 condemraton malr, ol 3o damage > Promises cause by such condemngon authrty. Tenard shall
e resonsilefor the paymant ofay St n 255 0 Sch e soveranca damages Qe o Compets such
ropai

15 BrokereFoss.
151 Procuring Cause. The Sroka(s) namec n Paragraph 1.10 /o th procurng cauee of s Leass

152 Addional Terms. Uriess Landord and Biokes) have ciheriss agraed n wiog Landod
grass it () Tanan xarisosary Opton (3 o Paragaph 39.1)graniad uer (i Lease o any Opton
ibsecuenty ante. or (o) Tenant aczres sy rights o he Premises o fbs preises i #hich Landirs has an
trest, o () Tenant renins i possassion of e P wih e consent of Landirdafer th cxaton of e
101 of s Lease sl i a1 oxcee an Opton, o (6 s Brkars xo e procure cavse o any oher
1025 or sl elera o batween the Partes peaiing 0 the Premises andior any adacent poperty n whch
anlrd has a forst,or o) 1 B9so R i crsased, whfhor by ggeemand or cparaton f an sscalaion cuse
Parain, than s 15 any of sid ransocions, nfhe Lancor no Tanant shall e bl 0 5ad Bokere] o pay 2 0.

153 Assumption of Obligations. Any buye o transeres of Landior nerst i i Laase, whsther
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such ranstor i by agresment or by operaton ofow,shall b oo o have assumed Lo’ cblgaton under
i Paragraph 15

154 Reprosentatons and Warranties. Tonant s Lanird each reprasent snd vt fo o iher
et s 1 20 desings with any perso, fm, broker or e otha han as named m Pagragh 1.100) it
‘connecton i 15 nogotision of i Laase andlor thconsummatn of he rarsacton contermgaated hereey and
1.0 boker o o person, o ety otvr tansa named Brkers) e enid o any comrisson o fncrs
oo comnecon wah sa ransacton. Tenantand Larord 6o each hersy agree o nderty. prolec, deend st
Pold tho thr harmies fom an against Eaiy for compensatn or charges which ay bo clamed by any such
‘mnamod broker cr o ater s ary by eason of any Gealings o ackns of i ncering ary, g
amy cots, expanses, ndio atomoys' oo raasonaly e i ecpect el

16 Tenancy and Financia Statements

161 Estoopel & Tenancy Statement. Each Pary (as Tesponding Party’) shll whe t (10 days
e witen e fom e ot Pany e Requesting Pary ) execue, scknowede an dlver o ho Rocuestng
Party a sttement 1 wiiogna form s 10 ten s curent Estospel o “Tenancy Satement- orm pubiched
by the Amescan inusiral Reol Estte Assosaton,pus such actons fommatn, confimaton andior stements
35 may be easonably equeste by the Requostg Pary.

162 Financil Statement. fLandios dosost inance, eance, o sl o Premises or e Buldng.
or any par hreo, Tenant and i he Guaraniors shal Gever o any polenial ender o purchaser deognted by
Landord such il salemerss of Tenant 30 such Guaranors 2 may b reasanably rqure b suen o o
purchaser, nckudog bt vt imded I Tenants Snancal stsaments fr h past o () yeors Al such Sanci
sttements shall b rocoved by Landord and such e o sschaser i caniancs and shal be sed ary o e
purposes hercn st o

7. Landion's Lisbilty. Th fem “Landlord™ s used hroin shallmean th aneror owrrs e e
@uesion of e foe e o the Prerises. 1 e cvené of 3 Fanser o Lartord' s o nert 1 e Premess o o
s Loase, Lancior shall s 10 o ransfrss o 356ignes 1 cash or by creck) any Unused Securty Dopont hold
by Landiord at he e o such ransioror assgnment. Except a5 prowded i Paraga 5.3, g such vansir o
‘st and delivry of e Securty Deposi, s aorsai, e pror Landore shal b rdeved of o faity it
oSpect 0 he cligatons andlr covenants under s Loass hareafor o b poiomed by Landord. Subct o e
foregang, the cbigaors andorcovenants I s Lease  be paromed b th Landord hal be brng ol coon
e Landord 2 b sbovedefned. Notuistanding any oher s o rovisionsof s leasa. Tanan srees ot
i the ot of any deut o beach by Landord weh espect 10 any ofte ferms of e Loass o b cbsered s
peromad by Landiont (3) Tenant shall ook sosy 1 o esats and propes (wch s o scrt o s ase) of
Landiord or any sccessor n ntrest i he property and he Bukin, r e sodsfacion of Tarantsremecies fr e
‘ofocton of audament (o cther el process) i th payment of money by Larcrd (o) othr propary
or assesof L. pariners, members, hareholors.cffcers o any sccessor nnersstshll b Syt ooy,
‘ecuton orcierenforcamont procecuae o the saffctn f Tenants remedess(c) o personalEaity ol ot any
ime beasscre o anfrceatie againstLandrd, ' pariners, mambers o sccessorsn et (sacept o e xtent
emiied I (a) above). and o et btk ageintany parier, memer,shebcider,ofce o et o
Landlord. The provisonsof tis secionshalaply oy 1 the Landiod and o partes herein descrbed,and hallr
o o thabenaft o any nuror o sy aer B pary.

8. Severabiity. Theinvakdty of any proision of s Laase, a dtemined by a court of compeentkesicton,
Nl 00wy afct e vaidty of any ihr rovsion eres

19. __ Interst on Past-Dus Obligations. Anymonstay payment e Lonord heredor, e han s chrges,
ot received by Lancied it e (10)days ol the daioon which  wes due, shal e freet ot e
e ot he prime rte charged by e gestsa charred bonk i h sista m which he Framisos r oo e
four prcent (4%)per anouen bt excandng s masemum rae akowed by e, n addon o o poenta ot
charge peides for i Pararaph 135,

20, Time of Essence. Time s of o cssence i respact 1 the prormance ofall abigatons o b perormad
orcbserve by th Portes ndar s Loase.

21 Rent Defined. Allmoneary cbigatonsof Tenant o Lasord under th tamsofis Losse are doomes o
e

2. NoPrororother Agresmnts; BrokerDisciaimer. Tis easo contsins o sgrsrments btwoen e Pars.
1 respect i s s menionec erin, and o cvrpie o contenporanoous agreeent o urdersance el
e efioctive. Landord and Tenan sachrpresents and warant 0 e Srokers 1t £ s ade. o = ey sy
pon. e nvesigaton a5 o e e, qualty, characier and fnanial responsibily of e et Pary o e Loase
22310 th nsture. uskty an characte of e Premios, Brokars hav no responsibiy i respect aret or it
espect o anydefau o breach hroof by seher Pary. Each Bokar s b an lrcd hrd party ey of o
provisons of s Pararaoh 22

2 Notkss

231 Notice Requirements. Al noies el or pamit by this Laase shal be in whlng and may
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o celversd i person (o o by massangr o couria saica) or ay b sent b rogulr e orregaad
i or 5. PosttSenvco Express Ml it posage epa, o by 0mai Fansrission drng ol busioess hours.
‘o shall o deomed sffciendy givn  sorved n @ manrr specfod i s Paragraph 23. The addresses ncisd
ot 13 Parys sgnatre on s Lease shall b at Parys addruss for dlery o i of olce puposes.
ERvor Paty may by wion nolce o he ciher spaciy 3 dferet adkross o 1060 paposes, excah il upon Tonancs
kg possassion o (e Promess,the Premises shal consaho Tonans adress o e pupose of mallog or
dovring nflcas 1o Tonant A copy o all olces requred o pamied t b gvon 1 Landird horeuder shall bo
oty transmitad 1 sich pary or paris st such oiresses 38 Landlod may Fom S o ime hereater
dosignas b witen noic o Teran.

252 Date of Notce. Any ot sant by agsiere or corod mal, rebam et requesed,shall be
oo g o th dte of vy shown on 1 ecapt card, o f i Golhery G s shown, 1 posimark herean
1150ty roguiar mod, e ot shll be e v -Gt (45) s afer e same s acresse s rocuied
e and m s postage prepai. Notoes dolere by Uned States Exoress Mol o cvemigh courer et
uaranioes rext day debuay sha b desmac gvn twondy-four (24) hoes e dalvery of the s 10 o Uritec
Statos PosttSenvic o courr. Hf any pote s ransmited by ol Fansmision 5 same shll be doamed sevet
or davered pon confimaton of foclo of e anerasen harof, proviced capy ' lsocoliversd v Geveryor
mai. Koo aceved n  Saturday or  Sunday o3 loga ey, sl e deomed ocaved 1 o nesLbusness
.

24, Wakvers. Novaiver b Lanclrd of te Defaul o Beach of syl covensat o consion hereof by Tera,
520 b disemac 5 waivr of any lbr o, covenant o conckion hecec, o f oy ubsccuent D or Baach by
Tenant oftha sams o any athr o covenant o condion herao. Landlor's consent 1, o approal o, any sch
ctshall o b desmed 1 rendor nncassay ha cblanng ofLarlord's consad o, o 3ppoval f,any sbsecuent
s act by Tenant.or b consirued g8 basis o an stopel o éirce 50 provision o prvisions of s Leass
ocuiing sch consent. Regaress of Landrs knowiede of & Defau or Sraach e i of accapng on,he
‘captance o rent by Landord shal not b a wavr of ny Defau o Breach by Tenant o any poviion hrool. Any
paymnt gen Lanclord by Tenant may bo accoptod by Landor on accoun of moneys s Camages Gue Landor,
Potwihsanng sny Qosiyng sisements or condors mado by Tesan in connecton therakth, Whch st
stomarss andor condtons shall b of no focs o et whatsoaver e spociicaly greed 1 n wit by
Lancior oo bofor he tme of deposi o uch payment.

25 Recording. Eitor Landion or Tonan shal upo rouest of he ohr,sxede, acknleca an ofver 10
90 ar 3 shor form memorandum o i Loaso o racoro puposes. The Paryfequesing ecordaton shl be
epanaiie fo paymend of an foes ortases appcatio bores.

26 NoRightToHoldover. _ Terant has 1o it 1o retan possession of tha Pramises o any part ereol
beyond the cxpeaton o oafe taminaton of i Lease. 1 he event 1t Tenant Rokis ovr i viaton of s
~Paragraph 26 ot Base Rt paysbl from and e e s of e exiralon o s ferinadon of B Leaso
o ncreased o o huncred ercant 200%)of v Baso Ront aplcabe &g the o meditely precedng
‘e exiration or earer teminaton. Nothing conned here sha b consied a5  consat by Landod 0 30y
Pokding overby Tonant.

27, Cumuistive Ramedies. No ramacy o lacion haroner shall be doamed xciusie b shal,whorever
possibe, b cumdatve i o b o alaw o n el

20, Covenants and Conditons. AL provisions of is Le2s 1 ba cbsarved o perfomed by Tenant ars bt
Covorants v conditors

2. Binding Efect; Chice of Law. This Lesso shll b= g e s Parées, P porsoral reeseotaves.
Sucnsssorsand sssgns and bo Govemad by th laws of 1o Site i whch e Pramises e locatod Any igaton
Detwen i Partes heret concerming s Lesse Shallbe niatod I 15 couty i which he Prarsses oo lcatec

3. Subordinaton; Atorment; Nov-Dlsturbance.

301 Subordination. Tis Lease and any Oplon rant herby shabe subjectand suborciate o ny
Ground ease, mortgege. deec o st o ohe ypcthecason o securty dovis cokocihely. “Security Devie”).now
orheroater pacad by Lanlard coon h el propery ofwhich 5 Prmisas ar a1 ay a0 all acvances mads
e sacurty root, and o renwas,odiicatons, consosaton,ropacemert and sensins hreot. Tenant
‘e that o Londers hing any 5uch Sty Dovio shaPave o Gty 65ty or bigaton 10 perom any of
1 colgatons of Lanciod uncor B Lease,bul thal i the evet of Landlont's defut wlh espect 1o any soch
blgaian, Tenant wl Gve any Landor whase ware and addross have boan Ramihd Tonast in wilg for such
purpose noics of Landios dafeult ursuan o Paragraph 135. 1 any Lender shalsec 1 have i Leasa ncior
iy Opto grantec erey upsro 1 he o of s Securty Dovic 9 shal he et noics e o Terant, s
Laase and soch Optons sha ba desmed pro o such Secury Dovio, robubrstanding o rolstv dacs of e
documentatonor ecarcson berect

202 Aomment. Subjoct o th ron-dstsbanc provisons of Pragaph 0.3, Tenant arees o atom
108 Landaro sy other prty ho 3qires Gamersip o o Premises by reaso of  oracosur o Sty Devce.
et n s eventof s frecosar, such new owner shall . () b lable o amy act o omission of ny por
Lanciord or i respec 1 ovents g e 10 acuson of wrers, 1) b subjec 1o any ofets o dferses
weich Tanant migh have againstany prio Lancirs, r (4] b bourd by rapaymentofmore han o mont's et
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372 Additonsl Obligations of Guarantor. I shall constuts  Dofaul of e Terant under i Loase
any such Guarantor ol orfuses, pon reasonabe roquest b Landiord o ive: 3)evidence of e e execuon o
9o quarany calo o by his Lease, ichusng the authrtl ofthe Guatantor (an ofhe party sgang on Guarantrs
oeha) o abligate such Gusranior o e uaranty.snd asoadion o  boad of drecios auharizng he ki o
such guarany ogatrer it carficat o cumency showo o Sgnatres of e persons auhorzed 1> gn o1
115 behal, (o) currot nanced sitaments of Guaranr 25 may fom 5 (0 e bo aquestod by Landord, (€) 3
Tonancy Siatement, o (d) witen confmaton htthe quaranty s s i fect.

38, GuiatPossassion. Upon paymant by Tenant of e ron o tho Premises and 50 perormance of o of e
ovanan, coniions and proveions on Tenants par o bo abaonved and perome under i Lo, Tanant shak
e o possossion of h Pramssesfor 1 e o heroolsuyec 1 o e proveions of i Laase

. Optons.

301 Definiton. As used i s Loaso, o word “Optr1as e folowing mesnng: o) the riht 1o
xion e o of i Laase or o renew e Lease o 1 oxian or ranow amy easo that Tenar s o oer prgerty
ofLancior

392 Options Personl to Original Tenant. Each ption rante o Torant i s Leas s persons 0
o criginalTenant named In Paragrap 1.1 heref and cannot be vy o nvoitary ssiged o exercssd by
any parion or ety tbr han sk g Tenant whie B orgnal Tenant s i ul a0 acil possession of e
Pramisos snd ot I ntanton of harealr assring o Sblefio. The Optns,f ary, b ranted o Terant
ot st ithr 4. par of an asignmentof s Loas o separatl r apart Ferekom,and 10 Opon .
0 sopartad Fom i Loasa i sn manner, by osanatonoroherwse.

303 Muiple Optons. n o cven hai Tenant 19 any mulle Optons 0 exien o ranew s Laase,
ke opton cannot e exriead s e prior Optons o xtnd o fnew s Luass have been valy exercisd

394 EMectof Dtault on Options.

(8) Tanant st have o right o xarcis an Optn,notwpstanding ny prvsion  tho grant
of Opton 10t conray ) g the o commancin it he g o any ot of Dfaut uncer Paragrach
2.1 300 coneing el h otced Defout & 5, or () e the paccd o ima any monelary obkgton cue
Lanciod fom Tonant i npai(hou ogard o whethr noics e ghven Taman),o () o th i Tt
lemBrecch of s Loz,

(5) _ The perod of o wiin which an Option may be exercised sha ot be exendsd o
entrged by raason of Tonant nabit 1o cxerce an Opton because o i proviions of Paragaph 30 4a)

(©) A8 ght of Tenant undor the proviions o sn Optn sha frinaio and bo of o frher
fores or sfctnotahsancng Tonants cus ae el axacis of the Oplon, f, e such exariss and g e
o of 4 Loase, ) Tonant st pay 1o Landlord & monedary obigaton o Tenant or a pad f ity (20) days.
o uch oDigatn becormes dus (vt any necesstyof Lanclord o e o nersc o Tenand), or (i) Landord
s 1 Tanant e (3) o more notos of separate Dolauts under Paragraoh 13.1 cuing any tushe (12) month
ercd,whethar or ot he Defas o cured, o (5)  Tonantcomes a Breach of s Lease.

40, Rules snd Reguistons. Tenan acyecs ht il abce b, and koop and observe al reasonable nies 2
oguiaions (‘Fases a0 Raguiatons) wich Landod may ke fom me o Umo o he managemers. saey, care.
and Gaaniness of e rounds, e parkng and uicasig of vehicies and he presenaton ofgood ordr, 25 well a5
ot convanince of s ocpant of lenant o e Budng and 0 Industial Cter and el itss

41, Sacurty Measures. Tenant hroby acknowiedges il i renal ayabl t Landord hesunder does ot
inchud e cost o g servis o oler ocurly measure, and hal LanSord shall e o abigaton htsoaver 1
provicn sama. Tenantassumes o esponsistyfor h protocon ofh Proise, Tenas, £ ageds and iviees
{hoic propery o the acsof i pares.

42 Reservations. Lanciod reseves he rgh, Fom S fo e, 0 grant, WA th consent o onder f
Tonan, soch sasemerts ihts o wy, 1y racoweys, and dedcatons ot LonGor deers necassary, and o cause
he ecordaton of parce maps and rosticons, g s e easemeis ghts oy, Ry ooways,dedeators.
g and fsticons o nt resscnacl lairs wih h use of o Promises by Tenart. Tenar 2gres 0 51 a0y
‘ocemant reasonay roquesed by Landord o flecuato any uch easement s, dedcation, map o festicors.

43, Porformance Under Potest. ot any tme a dspute sall ass 35 1 any amourt o sum of monsy .06
Dok by ane Pary 1o th aier under e provisns hercol, 1 Party against whom he bkgaton 0 py e mney s
Seseta ns hav te igh o ake pytant ndor rte” 3 52h paymant shal o b fgarded o 3 vty
payment and hore sl sunive 1 Tght on o part o s3] Party 1 nslide .t o recovery of such sm. (2 shal
o g thore was 2 1oga abligaron on 1ho part of s Pary 10y such s o any part et 53d Pty
Sl b anétd 1 recover S 8 or 20 much tereo 2 t s kel eared 1 pay i ho provisions of
i Lo

4 Authorkty. If cir Pary hereto is 3 corporaton, s, i Fobly company, o genealor kmisd
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partnersip, ach nchial exmcutng s Laase onbenal of sch oy regeessotsand warans 1t hoor sl dfy
uthorzed 10 exscute and Gefver 5 Lease o1 s behalland that such sty sy aihorzos and oxsing s
Qualf 1 6o usincss in Caomia and ha Tananthas th bl ht and gl aurory i e 1o 1 s

45 Canfict. Any conict botwoen the pantd provions of s Lease and he pewriten or handriion
prvisionsshel b conolled b te ypewrtin o handwritn provicns.

46 Offer. Proparato of i Lease by eter Lanlrd or Tenantor Lonionfs agent or Tanant agent
submision of same o Tenantor Landiod shal ot o doared 2 ofr 1 aase. T Laase i nt i o b0
incing untl excutod and datvered by al Parts harsk

47, Amandments. Tris Liase may be mextfed ony i weiing, s by the pare i ndarsta 3 imeof he
moiicaon. The Paries shal amend i Leass Fom o 1 tmé o raec any akstmants e are mad '
Basa Rent o cihr et payabio under e Laase. As o 35 thy do ot metaraly change Teranés coiGatona
hereunder, Tenant agroes 1o make such easonable non-monatary modificason f s Loase a5 may b reasonaoly
Qe by an nstutonsl rsuranc cormpany or pansion lan Lender i connecton it he obaig of nomral
narcingorrefnancing ofh progerty of which e Prmisesaro a par.

48 Mulple Partes. Excapt 2 oherwis expressy provided rersin i oo tha on parsan o ity s ramed
erein 2 it Landord o« Tenan,tho oblgatons f such muile parkes sha bs e ot and svers
espansiltyof il persons or e named hari a8 i Landerd o Tonant

4. CASp. Tisis ot hat o Landions s ntinspocied the pramiss. A Cerfied Accass Speclt
(CASP)can nspect e sbjectprisas nd detorman whother he utoctsemass comsy whn alf e
appicabieconsnuclon roled accessy slandards uncr s ow. AT ot o dos s 1S
2 CASD nspecton of he subjectpromises, £ commarilpropery ounaror o may 1ot HONH
Iessee orenant rom obfaing  CASp nspecton of o sbject s ot e cupancy o gt
‘Ocaupancy ofhe lessee ol oqussied by o osees ortonant. Th paries shall mualy caros on
e amangemrts for e e nc maner ofho GASp npocton h paymantof s e o e Gy
msgecon. and he Cost o making any ropars necessay s corotvelabons of onsacion-eied
‘acCosuby starcards witin e peises.

50 Option o Extend. Subjec 0 e s and corStons st forh bk, Tanant may o  opon extond e
Tomms f tis Laase for One (1) pariod of e (5)years. Such period s caled e “Renowal Term.” The
Renawal Term shal be upon the same ars connec n i Lease, excegt Tt () Landod shll ve
obigatn lo pvide Tenant withary Tenant inproverent Alowanc o domoifon i connscton wih e
Renewal Tern, ) the Base Rental duing o Romewa Tarm shll be caclatd s s forh below, 0 ()
any refoence i the Lease 10 the “Tor of i Laase shall be deemod 1 mchce te Renwwal Torm and
3ty erto ries s expressy rovded onenwie. Tonant shll v o scdonal axansion nions.
The Base Rt crig he Rooewai Tem shall b 5% o the th (i marke e (dnied evenaner) o
uch space fora tem commencig of e st ay of 0 Roneusl Tem. “Marke Rat” hal mean h the
provling market ot o  cemparaietm omenoncing o he st oy of the Reneval Term o feoant o
comperati iz and crctwortiness fo comparablo space i h Buing an oher R&DIOfcs badings
e FremontArea. 110 aven halh fon b s an e 600 o' ot ac sl s riouen
of % por year. To exrise any oplon, Tenant st dovor 3 binding riten ntos 1 Landord ok soonet
1 (10) monts ot than o (3) morth oor o th axpeaton o th el Tormnof i Leace. ¢
9o paries cannot actee on he arket R, e pates shll aach sepaint aral et boker o agpraier
vt a s 10 years oxprinco i RAD lasing i Sicon Valy) o determine h Narke Rt i ower
of e o i Wit 90% o o higher o he two vakaton, o he Markat e sl bt average of e
W0 1w of he o vlions i e han G0% ot ighe vk, et rokerlapprasos
oriaaly selected y i pries shal cect e brokerppeaser o shal peesent i fnal dcommncton
oforke Rt the iy bckaappraisr, n he S bokoiappralsosnad o of fhose s iy
ho Market Rate. The deermination of e hird brokerappraisar snall b bining o i pates. T markel
et shall e detemine it 5 day o e dateofTenant axaseeof 5 opo. 1o vt shll he ron.
e e hen e 60 Mo’ e and sl Icroase by a i of 3% paryear. Tenant o o rly
e 15 ncke of oracsa, Tenant il b Geeriad 2 have v 1 op e

St Tenant improvements. Londord shall provide e folowing Tenant Improvements prio fo the
Commencement Date. Por e atached drawig as ramant:

1) Cambne o (2)conforonce rooms et  Largo conference oor:

2) Combios o (2) ackiSona cororence rooms o crste & second Largs onference room

3) Constuctaroom b house T sovment.

4 Buld  Soard oo

) st emergancy Bohtng and et grgo over Pramises doos, s may b reqused by aspicaie
aws and butang coces:

) Insta 2 cad reacr ety sstom on he st doos of o Pramises.

7). Repant e mariogs o eisiog an any othr roquied tsabed parson pakig spaces:and

51 Updats nceres o eisig clcticlpanci.

Lo Lo sk costand xponse shallmake sursProisesin ket ey condion,incuing
prlessonslceaning o the Intrr,all ooring surace, epacement of damaged cese B, and it 1
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buling utitss and sysams i goos workin condon. Al othr work shal be a Tenant's sole cost and
oxpense.

Lanclor shall déver 1o erant 3 ey $0ace 3 is shoun on Exhibt“A" The spaco wilbe defvered 'AS IS”
gt for e acfRonal wass bt 8 showe on EXNOA" Ary (0012008 1 e esting Bukding sp0cs or .8
ormal offce or warshousa eiorment o b padfr by lonan (s inchudes ony acdonal HVAC loas above
1t par 400, an ncross o atns,any hrd oilgs,any s, any specil Fghing or a equipnen, any
s, any securty aqupeon, any hones o neswok Wi o communicatons eaupre, any dark oo 3nd
Do i wols, sy non-cryual wals, any fom nat s ot srighn ratrs uch 2 cved vl o comies,
. apphances, any doceica haokups fo equpment, sy Sectical Gops, any ping o ai or Gases, any
incroase power oads,ay ke S, any electfc ver a sandard ffos oo, ay oundeooAG. any
offcacicosorfardurs). Al window Govrngs by tanan, approve by andord. Al constucton shal bs one.
in 3 0504 and workmanik marmor and n compiance wih o appicale aws. AT adilonsl fems okl of
Wt shown on EXHBI-A"o & nct consisan wih 5 buiking speicaons sl b considered achange oder
a1y constut 3Gy Anydelays o change orders hatwireltinaGelay of v il b the Tenants
Tospanseity s may resull i Tenan payng et pior o taens.

52 Addionsl Tenank-Funded improvements. Landird sqres ha Tenard may, o Tenans s exponse,
constc, i and insid 1 fodowing addlonal mprovaments on % BUldng bt oly sbove o
Fromiso o £1bekow, and adfacnt o el Pramisesfor 2 beow:

1) Arooiopphoovotaic power ganratn sstom, nchung all e mockses ks, componeets, WG
and cer nfasrucaur easonably dosmod nacessary by Tenant for 15 poper and ffiont opeation
(Solar Systen).

2) N0 mors han four skt vehice chargng systoms [ b nstalled acsacent (8 ot i oot of B
nbong space) o o mare than 12 Unvesarved Parkng Spaces  ocatons areed by L andrd s
Tenan 2 close 5 possible 0 e Kont doo of e Pramices (EV Charging Satons”)

3) Afee suppression system o s ocaed s he I room.

Tonant shll ave sl conrol over th design an insitsion o 0 Solar Systom and e EV Crarging
Stakons (otechvely he “Solar Improvements"), subfect 1 approval by Landind of e plans, which
ot be vessonably wihhekd. Dusog e Term o e Laase, Tenant shall o soely esconsie o
o cperaton, el and maiionanco o he Solar mprovemens, and Tonant shall s s 83y o
any damages f he Sulding o e Promses sibutatie 1 he Sclar Improvemens. Duig o Terr,
Tanant shal b cxchsivly et t ol banefts o the S0 Improvement, ncluing: 50 60 so of
‘2 cihor bonsfts o o locic oo generted by the Sola Sy D cxclushe fght o use of e
EV Chargng Sitons for s amployces and guess; axd aoer monetay o fbor beeits o tho Solar
Improvements chudeg ey bllng berets, foec--re bonofis, tx credts 3nd deduclons. Upon
xpision or frminakon of he Lease, Tonant shal ramove 38 the AdSinal TorantFunded
mprovemants bt in s Paragaph 52 o tho Dulig, Promises and oarkg o 3 5 59 cost and
xponse 2 epae any an a cmoges caused, rioss Landlrd a5rves g Torant iy eove
£ improversents an Tenad shal o vanteramy or all cunership Ahts n i S Improvemen's
oLanor

LANDLORD AND TENANT HAVE CAREFULLY READ AND REVIEWED THIS LEASE
/AND EACH TERM AND PROVISION CONTAINED HEREIN, AND BY THE EXECUTION
OF THIS LEASE SHOW THEIR INFORMED AND VOLUNTARY CONSENT THERETO.
THE PARTIES HEREBY AGREE THAT. AT THE TIME THIS LEASE IS EXECUTED,
THE TERMS OF THIS LEASE ARE COMMERCIALLY REASONABLE AND
EFFECTUATE THE INTENT AND PURPOSE OF LANDLORD AND TENANT WITH
RESPECT TO THE PREMISES,

THIS LEASE PREPARED FOR YOUR ATTORNEY'S
REVIEW AND APPROVAL. FURTHER, EXPERTS SHOULD
BE CONSULTED TO THE PRESENCE OF ASBESTOS,
UNDERGROUND STORAGE TANKS OR HAZARDOUS
SUBSTANCES. NO  REPRESENTATION OR
RECOMMENDATION IS MADE BY THE AMERICAN
INDUSTRIAL REAL ESTATE ASSOCIATION OR BY THE
REAL ESTATE BROKERS OR THEIR CONTRACTORS,
AGENTS OR EMPLOYEES AS TO THE LEGAL
SUFFICIENCY,  LEGAL _ EFFECT,  OR  TAX
CONSEQUENCES OF THIS LEASE OR THE
TRANSACTION TO WHICH IT RELATES: THE PARTIES
'SHALL RELY SOLELY UPON THE ADVICE OF THEIR OWN
COUNSEL AS TO THE LEGAL AND TAX CONSEQUENCES
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