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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q
(Mark One),
v Quarterly Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the quarterly period ended September 30, 2016.
or
o Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the transition period from to

Q2 Holdings, Inc.

(Exact name of Registrant as Specified in Its Charter)

Delaware o 001-36350 20-2706637

(State or Other Jurisdiction of (Commission File Number) (IRS Employer
Incorporation or Organization) Identification No.)

13785 Research Blvd., Suite 150

Austin, Texas 78750

(512) 275-0072

(Address, Including Zip Code, and Telephone Number, Including Area Code, of Registrant's Principal Executive
Offices)

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes y Noo
Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). Yes y Noo
Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definitions of “large accelerated filer,” “accelerated filer,” and “smaller reporting
company” in Rule 12b-2 of the Exchange Act.
o Large accelerated filer y Accelerated filer o Non-accelerated filer o Smaller reporting company

(do not check if a

smaller reporting company)
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes
o Noy

Indicate the number of shares outstanding of each of the issuer's classes of common stock, as of the latest practicable
date: 40,138,663 shares of Common Stock, $0.0001 par value per share as of October 31, 2016.
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PART I - FINANCIAL INFORMATION
Item 1. Financial Statements.

Q2 HOLDINGS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except per share data)

September December 31,

30,2016 2015
(unaudited)
Assets
Current assets:
Cash and cash equivalents $51,623  $67,049
Restricted cash 2,159 2,123
Investments 40,708 43,571
Accounts receivable, net 16,246 9,009
Prepaid expenses and other current assets 5,335 3,058
Deferred solution and other costs, current portion 8,304 5,968
Deferred implementation costs, current portion 3,038 2,440
Total current assets 127,413 133,218
Property and equipment, net 28,994 24,440
Deferred solution and other costs, net of current portion 12,106 10,146
Deferred implementation costs, net of current portion 7,622 6,045
Intangible assets, net 15,631 17,192
Goodwill 12,876 12,876
Other long-term assets 642 551
Total assets $205,284 $204,468
Liabilities and stockholders' equity
Current liabilities:
Accounts payable $5,082 $ 3,450
Accrued liabilities 9,069 11,319
Accrued compensation 14,037 7,712
Deferred revenues, current portion 32,290 23,051
Capital lease obligations, current portion — 161
Total current liabilities 60,478 45,693
Deferred revenues, net of current portion 32,266 29,188
Deferred rent, net of current portion 9,750 7,359
Other long-term liabilities 292 4,254
Total liabilities 102,786 86,494
Commitments and contingencies (Note 8)
Stockholders' equity:
Preferred stock: $0.0001 par value; 5,000 shares authorized; no shares issued or
outstanding as of September 30, 2016 and December 31, 2015 T o
Common stock: $0.0001 par value; 150,000 shares authorized; 40,125 issued and 40,114
shares outstanding as of September 30, 2016 and 38,891 shares issued and 38,889 shares 4 4
outstanding as of December 31, 2015
Treasury stock at cost: 11 shares at September 30, 2016 and 2 shares at December 31, 2015 (264 ) (41 )
Additional paid-in capital 221,041 207,541
Accumulated other comprehensive loss (13 ) (101 )

Accumulated deficit (118,270 ) (89,429 )
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Total stockholders' equity 102,498 117,974
Total liabilities and stockholders' equity $205,284 $204,468

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Q2 HOLDINGS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE LOSS

(unaudited)
(in thousands, except per share data)

Revenues

Cost of revenues)

Gross profit

Operating expenses:

Sales and marketing())

Research and development()
General and administrative(!
Acquisition related costs
Amortization of acquired intangibles
Unoccupied lease charges

Total operating expenses

Loss from operations

Other income (expense):

Interest and other income

Interest and other expense

Total other income (expense), net
Loss before income taxes
Provision for income taxes

Net loss

Other comprehensive loss:

Unrealized (loss) gain on available-for-sale investments

Comprehensive loss

Net loss per common share, basic and diluted
Weighted average common shares outstanding:

Basic and diluted

Three Months
Ended September
30,

2016 2015 2016 2015
$38,305 $28,018 $108,069 $78,459
19,599 15,135 56,283 42,545
18,706 12,883 51,786 35914

Nine Months Ended
September 30,

8,980 6,660 26,798 19,841
8,219 5,979 23,952 14,927
8,624 5,961 23,482 16,430
1,835 1,006 4,793 1,006
368 227 1,104 227

— — 33 —
28,026 19,833 80,162 52,431
(9,320 ) (6,950 ) (28,376 ) (16,517 )

90 84 260 205
(154 )y (@71 )@395 ) (@208 )
©4 )13 (135 )@ )

(9,384 ) (6,937 ) (28,511 ) (16,520 )
97 ) (79 ) (330 ) (123 )
$(9,481) $(7,016 ) $(28,841) $(16,643)

(17 )25 88 (11 )
$(9,498 ) $(6,991) $(28,753) $(16,654)
$(0.24 ) $(0.19 ) $(0.73 ) $(0.45 )

39,870 37,438 39,445 36,774

() Includes stock-based compensation expenses as follows:

Cost of revenues

Sales and marketing
Research and development
General and administrative

Three Months

September 30,

Nine Months
Ended
September 30,
2016 2015
$1,408 $706
1,514 1,035
2,050 681
3,849 2,450

Total stock-based compensation expenses $3,359 $1,911 $8,821 $4,872
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The accompanying notes are an integral part of these condensed consolidated financial statements.
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Q2 HOLDINGS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)

(in thousands)

Nine Months Ended

September 30,

2016 2015
Cash flows from operating activities:
Net loss $(28,841) $(16,643)
Adjustments to reconcile net loss to net cash (used in) provided by operating activities:
Amortization of deferred implementation, solution and other costs 4,928 3,750
Depreciation and amortization 8,935 4,429
Amortization of debt issuance costs 72 72
Amortization of premiums on investments 324 225
Stock-based compensation expenses 8,821 4,872
Deferred income taxes 208 —
Allowance for sales credits 29 37
Loss on disposal of long-lived assets 102 —
Unoccupied lease charges 33 —
Changes in operating assets and liabilities:
Accounts receivable, net (7,265 ) (3,420 )
Prepaid expenses and other current assets (2,062 ) 326
Deferred solution and other costs 6,617 ) (4,679 )
Deferred implementation costs 4,784 ) (3,064 )
Other long-term assets (109 ) 137
Accounts payable 1,361 1,104
Accrued liabilities 7,841 1,611
Deferred revenues 12,319 11,692
Deferred rent and other long-term liabilities 3,316 (71 )
Net cash (used in) provided by operating activities (1,389 ) 378
Cash flows from investing activities:
Purchases of investments (32,024 ) (41,418 )
Maturities of investments 34,650 17,418
Purchases of property and equipment (13,553 ) (3,570 )
Business combinations, net of cash acquired 95 ) (18,583 )
Capitalized software development costs (1,932 ) —
Purchases of other intangible assets (263 ) —
Increase in restricted cash — (486 )
Net cash used in investing activities (13,217 ) (46,639 )
Cash flows from financing activities:
Payments on financing obligations (4,890 ) (2,873 )
Payments on capital lease obligations (161 ) (324 )
Proceeds from the issuance of common stock, net of issuance costs (8 ) 53,045
Proceeds from exercise of stock options to purchase common stock 4,462 3,623
Shares acquired to settle the exercise of stock options (223 ) (20 )
Net cash (used in) provided by financing activities (820 ) 53,451
Net (decrease) increase in cash and cash equivalents (15,426 ) 7,190
Cash and cash equivalents, beginning of period 67,049 67,979

Cash and cash equivalents, end of period $51,623 $75,169
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Supplemental disclosures of cash flow information:

Cash paid for taxes $120
Cash paid for interest $167
Non-cash investing activities:

Acquisition consideration payable to seller - working capital adjustment $—

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Q2 HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
(in thousands, except per share amounts and unless otherwise indicated)

1. Organization and Description of Business

Q2 Holdings, Inc. and its wholly-owned subsidiaries, collectively the Company, is a leading provider of secure,
cloud-based virtual banking solutions. The Company enables regional and community financial institutions, or RCFIs,
to deliver a robust suite of integrated virtual banking services to more effectively engage with their retail and
commercial account holders who expect to bank anytime, anywhere and on any device. The Company delivers its
solutions to the substantial majority of its customers using a software-as-a-service, or SaaS, model under which its
RCFI customers pay subscription fees for the use of the Company's solutions. The Company was incorporated in
Delaware in March 2005 and is a holding company that owns 100% of the outstanding capital stock of Q2

Software, Inc. The Company's headquarters are located in Austin, Texas.

2. Summary of Significant Accounting Policies

Basis of Presentation and Principles of Consolidation
As used in this report, the terms "we," "us," "our," or the "Company" refer to Q2 Holdings, Inc. and its direct and
indirect wholly-owned subsidiaries. These interim unaudited condensed consolidated financial statements have been
prepared in accordance with accounting principles generally accepted in the United States, or GAAP, and Securities
and Exchange Commission, or SEC, requirements for interim financial statements. The interim unaudited condensed
consolidated financial statements include the accounts of the Company and its direct and indirect wholly-owned
subsidiaries. All intercompany accounts and transactions have been eliminated in consolidation.

In the Company's opinion, the accompanying interim unaudited condensed consolidated financial statements have
been prepared on the same basis as the audited consolidated financial statements and include all adjustments,
consisting of normal, recurring adjustments, necessary for a fair presentation. Certain information and disclosures
normally included in the notes to the annual consolidated financial statements prepared in accordance with GAAP
have been omitted from these interim unaudited condensed consolidated financial statements pursuant to the rules and
regulations of the SEC. Accordingly, these interim unaudited condensed consolidated financial statements should be
read in conjunction with the consolidated financial statements and the accompanying notes for the fiscal year ended
December 31, 2015, which are included in the Company's Annual Report on Form 10-K, filed with the SEC on
February 12, 2016. The results of operations for the three and nine months ended September 30, 2016 are not
necessarily indicative of the results to be expected for the year ending December 31, 2016 or for any other period.

Use of Estimates

The preparation of the accompanying interim unaudited condensed consolidated financial statements in conformity
with 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 interim unaudited condensed consolidated
financial statements, and the reported amounts of revenues and expenses. Significant items subject to such estimates
include revenue recognition, stock-based compensation, the carrying value of goodwill, the fair value of acquired
intangibles, the capitalization of software development costs, the useful lives of property and equipment and
long-lived intangible assets, accruals for compensation for certain employees and shareholders of recent acquisitions,
and income taxes. In accordance with GAAP, management bases its estimates on historical experience and on various
other assumptions that management believes are reasonable under the circumstances. Management regularly evaluates
its estimates and assumptions using historical experience and other factors; however, actual results could differ

10
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Cash and Cash Equivalents

The Company considers all highly liquid investments acquired with an original maturity of ninety days or less at the
date of purchase to be cash equivalents. Cash equivalents are stated at cost or fair value based on the underlying
security.

11
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Q2 HOLDINGS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
(in thousands, except per share amounts and unless otherwise indicated)

Restricted Cash

Restricted cash consists of a deposit held in a checking account for leased office space and amounts collected by the
Company on behalf of the customers of its subsidiary Smarty Pig, LL.C, doing business as Social Money, or Social
Money, which have not yet been remitted. Monies collected on behalf of customers are segregated and used
exclusively for remittance to such customers. This usage restriction is internally imposed and reflects the Company's
intention with regard to such deposits.

Investments

Investments consist primarily of U.S. government agency bonds, corporate bonds, commercial paper, certificates of
deposit and money market funds. All investments are considered available for sale and are carried at fair value.

Concentration of Credit Risk

Financial instruments that potentially subject the Company to concentrations of credit risk consist of cash and cash
equivalents, restricted cash, investments and accounts receivable. The Company's cash and cash equivalents, restricted
cash and investments are placed with high credit quality financial institutions and issuers, and at times may exceed
federally-insured limits. The Company has not experienced any loss relating to cash and cash equivalents or restricted
cash in these accounts. The Company provides credit, in the normal course of business, to a number of its customers.
The Company performs periodic credit evaluations of its customers' financial condition and generally does not require
collateral. No individual customer accounted for 10% or more of revenues for each of the three and nine months ended
September 30, 2016 and 2015. No individual customer accounted for 10% or more of accounts receivable, net, as of
September 30, 2016 or December 31, 2015.

Accounts Receivable

Accounts receivable are stated at net realizable value, including both billed and unbilled receivables to customers.
Unbilled receivable balances arise primarily when the Company provides services in advance of billing for these
services and also when the Company earns revenues based on the number of registered users and the number of
bill-pay and certain other transactions that registered users perform on the Company's virtual banking solutions in
excess of the levels included in the Company's minimum subscription fee. Generally, billing for revenues related to
the number of registered users and the number of transactions processed by our registered users occurs one month in
arrears. Included in the accounts receivable balances as of September 30, 2016 and December 31, 2015 were unbilled
receivables of $4.8 million and $3.4 million, respectively.

The Company assesses the collectability of outstanding accounts receivable on an ongoing basis and maintains an
allowance for doubtful accounts for accounts receivable deemed uncollectable. As of September 30, 2016 and
December 31, 2015, the Company did not provide for an allowance for doubtful accounts, as all amounts outstanding
were deemed collectable. Historically, the Company's collection experience has not varied significantly, and bad debt
expenses have been insignificant.

The Company maintains a reserve for estimated sales credits issued to customers for billing disputes or other
service-related reasons. This allowance is recorded as a reduction against current period revenues and accounts
receivable. In estimating this allowance, the Company analyzes prior periods to determine the amounts of sales credits
issued to customers compared to the revenues in the period that related to the original customer invoice. This estimate

12



Edgar Filing: Q2 Holdings, Inc. - Form 10-Q

is analyzed quarterly and adjusted as necessary. The allowance for sales credits was $0.2 million at each of September
30, 2016 and December 31, 2015.

13
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Q2 HOLDINGS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
(in thousands, except per share amounts and unless otherwise indicated)

Deferred Implementation Costs

The Company capitalizes certain personnel and other costs, such as employee salaries, benefits and the associated
payroll taxes that are direct and incremental to the implementation of its solutions. The Company analyzes
implementation costs that may be capitalized to assess their recoverability, and only capitalizes costs that it anticipates
to be recoverable. The Company assesses the recoverability of its deferred implementation costs by comparing the
greater of the amount of the non-cancellable portion of a customer's contract and the non-refundable customer
prepayments received as it relates to the specific implementation costs incurred. The Company begins amortizing the
deferred implementation costs for an implementation once the revenue recognition criteria have been met and the
Company amortizes those deferred implementation costs ratably over the remaining term of the customer agreement.
The portion of deferred implementation costs expected to be amortized during the succeeding twelve-month period is
recorded in current assets as deferred implementation costs, current portion, and the remainder is recorded in
long-term assets as deferred implementation costs, net of current portion.

Deferred Solution and Other Costs

The Company capitalizes sales commissions and other third-party costs, such as third-party licenses and maintenance
related to its customer agreements. The Company capitalizes sales commissions because the commission charges are
so closely related to the revenues from the non-cancellable customer agreements that they should be recorded as an
asset and charged to expense over the same period that the related revenue is recognized. The Company begins
amortizing deferred solution and other costs for a particular customer agreement once the revenue recognition criteria
are met and amortizes those deferred costs over the remaining term of the customer agreement. The Company
analyzes solution and other costs that may be capitalized to assess their recoverability and only capitalizes costs that it
anticipates to be recoverable. The portion of capitalized costs expected to be amortized during the succeeding
twelve-month period is recorded in current assets as deferred solution and other costs, current portion, and the
remainder is recorded in long-term assets as deferred solution and other costs, net of current portion.

Property and Equipment

Property and equipment are stated at cost less accumulated depreciation and amortization. Depreciation is calculated
on a straight-line basis over the estimated useful lives of the related assets. Leasehold improvements are amortized
over the shorter of the lease term or the estimated useful lives of the related assets. Maintenance and repairs that do
not extend the life of or improve an asset are expensed in the period incurred.

The estimated useful lives of property and equipment are as follows:

Computer hardware and equipment 3 - 5 years

Purchased software and licenses 3 -5 years

Furniture and fixtures 7 years

Leasehold improvements Lesser of estimated useful life or lease term

Purchase Price Allocation, Intangible Assets, and Goodwill
The purchase price allocation for business combinations requires extensive use of accounting estimates and judgments
to allocate the purchase price to the identifiable tangible and intangible assets acquired and liabilities assumed based

on their respective fair values. In connection with the Company's acquisition of Centrix Solutions, Inc., or Centrix, in
July 2015 and Social Money in November 2015, the Company recorded certain intangible assets, including acquired

14
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technology, customer relationships, trademarks and non-compete agreements.

Amounts allocated to the acquired intangible assets are being amortized on a straight-line basis over the estimated
useful lives. The Company periodically reviews the estimated useful lives and fair values of its identifiable intangible
assets, taking into consideration any events or circumstances which might result in a diminished fair value or revised
useful life.

15
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Q2 HOLDINGS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
(in thousands, except per share amounts and unless otherwise indicated)

The excess purchase price over the fair value of assets acquired is recorded as goodwill. The Company tests goodwill
for impairment annually in October, or whenever events or changes in circumstances indicate an impairment may
have occurred. Because the Company operates in a single reporting unit, the impairment test is performed at the
consolidated entity level by comparing the estimated fair value of the Company to the carrying value of the Company.
Impairment evaluations involve the Company's assessment of qualitative factors to determine whether it is more likely
than not that goodwill is impaired. If the Company concludes from its assessment of qualitative factors that it is more
likely than not that impairment exists, then a quantitative impairment test will be performed involving management
estimates of asset useful lives and future cash flows. Significant judgment is required in the forecasts of future
operating results that are used in these evaluations. If actual results, or the plans and estimates used in future
impairment analysis are lower than the original estimates used to assess the recoverability of these assets, the
Company could incur impairment charges in a future period.

Deferred Revenues

Deferred revenues primarily consist of amounts that have been billed to or received from customers in advance of
revenue recognition and prepayments received from customers in advance for implementation, maintenance and other
services, as well as initial subscription fees. The Company recognizes deferred revenues as revenues when the services
are performed and the corresponding revenue recognition criteria are met. Customer prepayments are generally
applied against invoices issued to customers when services are performed and billed. Deferred revenues that are
expected to be recognized as revenues during the succeeding twelve-month period are recorded in current liabilities as
deferred revenues, current portion, and the remaining portion is recorded in long-term liabilities as deferred revenues,
net of current portion.

Revenues

All revenue-generating activities are directly related to the sale, implementation and support of the Company's
solutions within a single operating segment. The Company derives the substantial majority of its revenues from
subscription fees for the use of its solutions hosted in the Company's data centers as well as revenues for
implementation and customer support services related to the Company's solutions. A small portion of the Company's
customers host the Company's solutions in their own data centers under term license and maintenance agreements, and

the Company recognizes the corresponding revenues ratably over the term of those customer agreements.

Revenues are recognized net of sales credits and allowances. The Company begins to recognize revenues for a
customer when all of the following criteria are satisfied:

there is persuasive evidence of an arrangement;

the service has been or is being provided to the customer;

the collection of the fees is reasonably assured; and

the amount of fees to be paid by the customer is fixed or determinable.

Determining whether and when these criteria have been met can require significant judgment and estimates. In

general, revenue recognition commences when the Company's solutions are implemented and made available to the
customers.

16



Edgar Filing: Q2 Holdings, Inc. - Form 10-Q

The Company's software solutions are available for use in hosted application arrangements under subscription fee
agreements. Subscription fees from these applications, including related customer support, are recognized ratably over
the customer agreement term beginning on the date the solution is made available to the customer. Amounts that have
been invoiced are recorded in accounts receivable and deferred revenues or revenues, depending on whether the
Company's revenue recognition criteria have been met.

The Company considers subscription fees to be fixed or determinable unless the fees are subject to refund or
adjustment or are not payable within the Company's standard payment terms. In determining whether collection of
subscription fees is reasonably assured, the Company considers financial and other information about customers, such
as a customer's current credit-worthiness and payment history over time. Historically, bad debt expenses have not
been significant.

17
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Q2 HOLDINGS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
(in thousands, except per share amounts and unless otherwise indicated)

The Company enters into arrangements with multiple-deliverables that generally include multiple subscriptions and
implementation services. Additional agreements with existing customers that are not in close proximity to the original
arrangements are treated as separate contracts for accounting purposes.

For multiple-deliverable arrangements, arrangement consideration is allocated to deliverables based on their relative
selling price. In order to treat deliverables in a multiple-deliverable arrangement as separate units of accounting, the
deliverables must have standalone value upon delivery. The Company's subscription services have standalone value as
such services are often sold separately. In determining whether implementation services have standalone value apart
from the subscription services, the Company considers various factors including the availability of the services from
other vendors. To date, the Company has concluded that the implementation services included in multiple-deliverable
arrangements do not have standalone value. As a result, when implementation services are sold in a
multiple-deliverable arrangement, the Company defers any arrangement fees for implementation services and
recognizes such amounts ratably over the period of performance for the initial agreement term.

When multiple-deliverables included in an arrangement are separated into different units of accounting, the
arrangement consideration is allocated to the identified separate units based on a relative selling price hierarchy. The
selling price for a deliverable is based on its vendor-specific objective evidence of selling price, or VSOE, if available,
third-party evidence of selling price, or TPE, if VSOE is not available or best estimate of selling price, or BESP, if
neither VSOE nor TPE is available. The Company has not established VSOE for its subscription services due to lack
of pricing consistency, the introduction of new services and other factors. The Company has determined that TPE is
not a practical alternative due to differences in its service offerings compared to other parties and the availability of
relevant third-party pricing information. Accordingly, the Company uses BESP to determine the relative selling price.
The amount of revenue allocated to delivered items is limited by contingent revenues.

The Company determines BESP by considering its overall pricing objectives and market conditions. Significant
pricing practices taken into consideration include the Company's discounting practices, the size and volume of its
transactions, customer characteristics, price lists, go-to-market strategy, historical standalone sales and agreement
prices. As the Company's go-to-market strategies evolve, it may modify its pricing practices in the future, which could
result in changes in relative selling prices, and include both VSOE and BESP.

Subscription Fee Revenues

The Company's solutions are available as hosted solutions under subscription fee agreements without licensing
perpetual rights to the software. Subscription fees from a hosted solution are recognized monthly over the customer
agreement term beginning on the date the Company's solution is made available to the customer. Additional fees for
monthly usage above the levels included in the standard subscription fee, which include fees for transactions
processed during the period, are recognized as revenue in the month when the usage amounts are determined and
reported. Any revenues related to upfront implementation services are recognized ratably over the same customer
agreement term. Amounts that have been invoiced are recorded in accounts receivable and deferred revenues or
revenues, depending on whether the revenue recognition criteria have been met.

Professional Services Revenues

When professional services are not combined with subscription services or term licenses as a single unit of
accounting, these professional services revenues are recognized as the services are performed.

18
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Certain out-of-pocket expenses billed to customers are recorded as revenues rather than an offset to the related
expense. Revenues recorded from out-of-pocket expense reimbursements totaled approximately $0.4 million and $0.3
million for the three months ended September 30, 2016 and 2015, respectively, and $1.2 million and $0.9 million for
the nine months ended September 30, 2016 and 2015, respectively. The out-of-pocket expenses are reported in cost of
revenues.

10
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Q2 HOLDINGS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
(in thousands, except per share amounts and unless otherwise indicated)

Term Licenses and Maintenance Revenues

A small portion of the Company's customers host and manage the Company's solutions on-premises or in third-party
data centers under term license and maintenance agreements. Term licenses sold with maintenance, which entitles the
customer to technical support and upgrades and updates to the software made available on a when-and-if-available
basis, are accounted for under Accounting Standards Codification, or ASC, 985-605, "Software Revenue
Recognition." The Company does not have VSOE of fair value for the maintenance and professional services so the
entire arrangement consideration is recognized monthly over the term of the software license when all of the other
revenue recognition criteria have been met. Revenues from term licenses and maintenance agreements were not
significant in the periods presented.

Cost of Revenues

Cost of revenues is comprised primarily of salaries and other personnel-related costs, including employee benefits,
bonuses and stock-based compensation, for employees providing services to the Company's customers. Costs
associated with these services include the costs of the Company's implementation, customer support, data center and
customer training personnel. Cost of revenues also includes the direct costs of bill-pay and other third-party
intellectual property included in the Company's solutions, the amortization of deferred solution and services costs,
co-location facility costs and depreciation of the Company's data center assets, an allocation of general overhead costs
and referral fees. Direct costs of third-party intellectual property include amounts paid for third-party licenses and
related maintenance that are incorporated into the Company's software and the amortization of acquired technology
from the Company's recent acquisitions, with the costs amortized to cost of revenues over the useful lives of the
purchased assets.

The Company capitalizes certain personnel costs directly related to the implementation of its solutions to the extent
those costs are considered to be recoverable from future revenues. The Company amortizes the costs for a particular
implementation once revenue recognition commences, and the Company amortizes those implementation costs over
the remaining term of the customer agreement. Other costs not directly recoverable from future revenues are expensed
in the period incurred. The Company capitalized implementation costs in the amount of $1.7 million and $1.0 million
during the three months ended September 30, 2016 and 2015, respectively, and $4.8 million and $3.1 million during
the nine months ended September 30, 2016 and 2015, respectively.

Software Development Costs

Software development costs include salaries and other personnel-related costs, including employee benefits and
bonuses attributed to programmers, software engineers and quality control teams working on the Company's software
solutions. The costs related to software development that are incurred between reaching technological feasibility of a
solution and the point at which the solution is ready for general release are capitalized and are included in intangible
assets, net on the condensed consolidated balance sheet. Amortization of capitalized software development costs will
be computed on an individual product basis for those products available for market and will be recognized based on
the product's estimated economic life and these costs will be recognized in cost of revenues. As of September 30,
2016, no amortization of capitalized software development costs has been recognized as none of the related individual
products have reached general release. The Company capitalized software development costs in the amount of $0.7
million and zero during the three months ended September 30, 2016 and 2015, respectively, and $1.9 million and zero
during the nine months ended September 30, 2016 and 2015, respectively.
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Research and Development Costs
Research and development costs include salaries and other personnel-related costs, including employee benefits,
bonuses and stock-based compensation, third-party contractor expenses, software development tools, an allocation of

facilities and depreciation expenses and other related expenses incurred in developing new solutions and upgrading
and enhancing existing solutions. Research and development costs are expensed as incurred.

Advertising

All advertising costs of the Company are expensed the first time the advertising takes place. Advertising costs were
$0.1 million for each of the three months ended September 30, 2016 and 2015 and were $0.2 million for each of the
nine months ended September 30, 2016 and 2015.
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Sales Tax

The Company presents sales taxes and other taxes collected from customers and remitted to governmental authorities
on a net basis and, as such, excludes them from revenues.

Comprehensive Loss

Comprehensive loss includes net loss as well as other changes in stockholders' equity that result from transactions and
economic events other than those with stockholders. Other comprehensive loss consists of net loss and unrealized
gains and losses on available-for-sale investments.

Stock-Based Compensation

Stock options and restricted stock units awarded to employees, directors and consultants are measured at fair value at
each grant date. The Company recognizes compensation expense ratably over the requisite service period of the option
or restricted stock unit award, net of the expected forfeitures. The forfeiture rate is estimated at grant date based on
historical experience and adjusted in subsequent periods for differences in actual forfeitures for those

estimates. Generally, options vest 25% on the one-year anniversary of the grant date with the balance vesting monthly
over the following 36 months, and restricted stock unit awards vest in four annual installments of 25% beginning on
the one-year anniversary of the grant date.

The Company values stock options using the Black-Scholes option-pricing model, which requires the input of
subjective assumptions, including the risk-free interest rate, expected life, expected stock price volatility and dividend
yield. The risk-free interest rate assumption is based upon observed interest rates for constant maturity U.S. Treasury
securities consistent with the expected term of the Company's employee stock options. The expected life represents
the period of time the stock options are expected to be outstanding and is 