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        If this form is filed to register additional securities for an offering pursuant to Rule 462(b) under the Securities Act, check the following box and list the
Securities Act registration statement number of the earlier effective registration statement for the same offering.    o

        If this form is a post-effective amendment filed pursuant to Rule 462(c) under the Securities Act, check the following box and list the Securities Act
registration statement number of the earlier effective registration statement for the same offering.    o

        If this form is a post-effective amendment filed pursuant to Rule 462(d) under the Securities Act, check the following box and list the Securities Act
registration statement number of the earlier effective registration statement for the same offering.    o

CALCULATION OF REGISTRATION FEE

Title of Each Class of
Securities to be Registered

Amount To
Be Registered(1)

Proposed Maximum
Offering Price
Per Share(2)

Proposed Maximum
Aggregate

Offering Price(2)
Amount Of

Registration Fee

Common Stock, par value $0.001 per share,
offered by the selling stockholders 17,834,898 $6.53 $116,461,884 $12,461.42

(1)
Represents the aggregate number of shares of our common stock that are currently issuable upon conversion of our 5% senior unsecured convertible
notes due December 1, 2010, based on a conversion price of $14.22 per share. Pursuant to Rule 416 under the Securities Act of 1933, as amended, we
are also registering an indeterminate number of shares of common stock that may be issued from time to time upon conversion of the convertible notes
in connection with a stock split, stock dividend, recapitalization or similar event or as a result of the anti-dilution provisions of the convertible notes.

(2)
Estimated solely for the purpose of calculating the amount of the registration fee pursuant to Rule 457(c), based on the average of the high and low
prices for the common stock as reported on the New York Stock Exchange on August 15, 2006.

The registrant hereby amends this Registration Statement on such date or dates as may be necessary to delay its effective date until the registrant
shall file a further amendment which specifically states that this Registration Statement shall thereafter become effective in accordance with Section 8(a)
of the Securities Act of 1933 or until this Registration Statement shall become effective on such date as the Commission, acting pursuant to said
Section 8(a), may determine.
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The information in this prospectus is not complete and may be changed. We may not sell these securities until the registration statement
filed with the Securities and Exchange Commission is effective. This prospectus is not an offer to sell these securities and it is not
soliciting an offer to buy these securities in any state where the offer or sale is not permitted.

SUBJECT TO COMPLETION, DATED AUGUST 21, 2006

PROSPECTUS

17,834,898 Shares

Vonage Holdings Corp.

Common Stock

        We previously issued 5% senior unsecured convertible notes due December 1, 2010 in the aggregate principal amount of $253.6 million
which we refer to as the "convertible notes." This prospectus will be used by the selling stockholders named herein from time to time to resell
any shares of our common stock issuable upon conversion of the notes. We will not receive any proceeds from the sale of any shares of our
common stock issuable upon conversion of the notes offered by this prospectus.

        Our common stock is listed on the New York Stock Exchange under the symbol "VG." On August 17, 2006, the closing sale price of our
common stock as reported on the New York Stock Exchange was $6.54.

Investing in our common stock involves a high degree of risk. See "Risk Factors" beginning on page 8 to
read about risk factors you should consider before buying shares of our common stock.

        In connection with our sale of the convertible notes, we entered into a registration rights agreement with the holders of the convertible notes
pursuant to which we are required to file a registration statement of which this prospectus forms a part within 90 calendar days after the
consummation of our initial public offering, to cover the resale of shares of common stock issuable upon conversion of the convertible notes.

Neither the Securities and Exchange Commission nor any state securities commission has approved or disapproved of these
securities or determined if this prospectus is truthful or complete. Any representation to the contrary is a criminal offense.

Prospectus dated                        , 2006
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IMPORTANT NOTICE TO READERS

        This prospectus is part of a registration statement we filed with the Securities and Exchange Commission, or SEC, using a "shelf"
registration process. Under this shelf registration process, the selling stockholders may, from time to time, offer shares of our common stock
issued upon conversion of the convertible notes owned by them. Each time the selling stockholders offer shares of common stock under this
prospectus, they are required to provide to potential purchasers a copy of this prospectus and, if applicable, a copy of a prospectus supplement.
You should read both this prospectus and, if applicable, any prospectus supplement. See "Where You Can Find Additional Information" for
more information.

You should rely only on information contained in this prospectus or in any related free writing prospectus filed with the Securities
and Exchange Commission and used or referred to in an offering to you of these securities. We have not authorized anyone to provide
you with different information. We are not making an offer of these securities in any state where the offer is not permitted. You should
not assume that the information contained in this prospectus is accurate as of any date other than the date on the front of this
prospectus.

i
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PROSPECTUS SUMMARY

The following summary is qualified in its entirety by the more detailed information and financial statements and notes appearing elsewhere
in this prospectus. Before making an investment, prospective investors should read this entire prospectus carefully, especially the information
set forth under the heading "Risk Factors."

Our Company

        We are a leading provider of broadband telephone services with over 1.9 million subscriber lines as of August 1, 2006. Utilizing our
innovative Voice over Internet Protocol, or VoIP, technology platform, we offer feature-rich, low-cost communications services that offer users
an experience similar to traditional telephone services. While customers in the United States currently represent over 95% of our subscriber
lines, we continue to expand internationally, having launched our service in Canada in November 2004 and in the United Kingdom in May 2005.
Since our U.S. launch in October 2002, we have experienced rapid subscriber line growth. For example, we more than tripled our subscriber
lines during 2005.

        We offer our customers a variety of service plans, each of which has a fixed monthly fee. Each of our service plans includes a full suite of
features typically offered by traditional telephone service providers, such as call waiting, caller ID and call forwarding. In addition, we offer
several enhanced features at no additional charge that are not typically offered by traditional circuit-switched telephone service providers, such
as area code selection, web- and e-mail-based voicemail and an account management website that allows customers to add or change their
features online. We also offer a number of premium services for an additional fee, such as toll free numbers, fax numbers and virtual phone
numbers. We offer low international per minute calling rates for calls to locations outside the United States, Puerto Rico and Canada. We believe
the combination of these factors allows us to offer an attractive value proposition to our customers.

        Our customers can make and receive calls using a standard telephone plugged into a portable Vonage-enabled device that can be used
almost anywhere a broadband Internet connection is available. We transmit these calls using VoIP technology, which converts voice signals into
digital data packets for transmission over the Internet. We provide our service by using our customers' existing broadband Internet connections,
eliminating the need for us to build or lease costly "last-mile" connections. In addition, our network is based on internally developed software
and industry-standard servers, rather than the more expensive switches used by traditional telephone service providers. This network design
enables us to monitor, maintain and expand our network quickly and efficiently while realizing capital and operating cost savings.

        We have invested heavily to build a strong brand that helps drive our subscriber growth. During 2005 and the first six months of 2006, we
spent an aggregate of $421.9 million on marketing. We employ an integrated marketing strategy that includes extensive television, online, print
and radio advertising, a customer referral program and a range of other promotions, all designed to build our brand, attract new customers and
retain existing customers. For example, according to Nielsen//NetRatings, an independent Internet media and market research firm, we were the
top advertiser on the Internet from January 2005 through the first quarter of 2006 based on estimated spending and impressions. We employ a
broad distribution strategy and acquire customers through our websites, our toll free numbers and our presence in leading retail outlets, including
Best Buy, Circuit City, CompUSA and RadioShack stores.

        We have experienced rapid revenue growth since our inception. Our revenues were $18.7 million in 2003, $79.7 million in 2004,
$269.2 million in 2005 and $262.3 million for the six months ended June 30, 2006. While our revenues have grown rapidly, we have
experienced increasing net losses, primarily driven by our increase in marketing expenses. For the period from inception through June 30,

1
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2006, our accumulated deficit was $541.6 million. For 2005 and the six months ended June 30, 2006, our net loss was $261.3 million and
$159.3 million, respectively, and our marketing expenses were $243.4 million and $178.5 million, respectively. To grow our revenue and
customer base and enhance awareness of our brand, we have chosen to spend significant amounts on our marketing activities, and we intend to
continue to do so. While this strategy will have the effect of delaying or preventing us from generating net income in the near term, we believe
that our focus on growth will better position us as a strong competitor in the long term. As of June 30, 2006, our debt consisted of $253.4 million
of convertible notes (principal amount of $253.6 less unamortized discount of $0.2 million) and $24.7 million of capital leases.

Our Market Opportunity

        VoIP communications are carried as data packets and require a broadband Internet connection that has sufficient bandwidth to deliver the
data uninterrupted. As a result, broadband penetration has been a key driver of VoIP's expansion to date. We believe that as broadband adoption
becomes even more prevalent worldwide, consumers will increasingly look to use their high-speed Internet connections for more of their voice,
video and data communications. Many independent market research analysts believe that the growth rate in new VoIP subscribers over the next
few years will exceed the growth rate for new broadband subscribers. For example, several such analysts have estimated that the approximately
0.9 to 1.5 million U.S. or North American consumer VoIP users in 2004 will grow to between 8.2 and 15.3 million by the end of 2007. As a
leading provider of broadband telephone services using VoIP, we believe we are well positioned to benefit from the growth expected in this
marketplace. However, the VoIP market may not grow as expected, and our business might not benefit from any actual growth that does occur.

Our Strengths

        We believe we have the following strengths:

�
Leading VoIP Market Position and VoIP Brand in the United States

�
Attractive Customer Value Proposition

�
Innovative, Low-Cost Technology Platform

�
Strong Direct and Retail Distribution Channels

�
Loyal Customer Base

Our Strategy

        We believe that our strong brand identity and reputation for quality communications services are instrumental to building our customer
base. Our core business strategy is to enhance our brand image and the quality of our services in order to attract new customers. As we build on
our leading brand and above-mentioned strengths, our additional business strategies are to:

�
Develop Attractive, Innovative Features and Products

�
Expand our Direct and Retail Distribution Capabilities

�
Continue to Improve the Customer Experience

�
Expand into New Geographic Markets

2
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E-911 Initiative

        The U.S. Federal Communications Commission, or FCC, required us to provide enhanced emergency dialing capabilities, or E-911, to all
of our U.S. customers by November 28, 2005. We are not currently in compliance with the FCC's order, although approximately 84% of our
U.S. subscriber lines were E-911 compliant as of August 11, 2006. Additional progress is being made on a daily basis and we expect to provide
E-911 capabilities to nearly all of our remaining subscriber lines within the year. We have requested a waiver from the FCC to provide us with
the additional time needed to complete the roll-out. It is possible the FCC will deny our request and subject us to fines or penalties or order us to
stop accepting new customers in certain areas until we have rolled out E-911 capability in those areas.

Risk Factors

        An investment in our common stock involves a high degree of risk. The following risks, as well as the other risks discussed in "Risk
Factors," should be carefully considered before participating in this offering:

�
our history of net operating losses and our need for cash to finance our growth;

�
the competition we face, including from companies with greater financial resources;

�
our dependence on our customers' existing broadband connections, which gives us less control over call quality than
traditional telephone networks;

�
differences between our service and traditional telephone services, including our 911 service;

�
uncertainties relating to regulation of VoIP services;

�
system disruptions or flaws in our technology;

�
our ability to manage our rapid growth; and

�
the risk that VoIP does not gain broader acceptance.

Corporate Information

        We were incorporated in Delaware in May 2000 and changed our name to Vonage Holdings Corp. in February 2001. Our principal
executive offices are located at 23 Main Street, Holmdel, NJ 07733. Our telephone number is (732) 528-2600. Our websites are
http://www.vonage.com, http://www.vonage.ca and http://www.vonage.co.uk. We also maintain a website at http://ir.vonage.com on which we
post all reports we file with the Securities and Exchange Commission under Section 13(a) of the Securities Exchange Act of 1934. We also post
on this site our key corporate governance documents, including our board committee charters and our ethics policy. Information contained on
our websites or that can be accessed through our websites is not part of this prospectus, and investors should not rely on any such
information in making the decision whether to purchase our common stock.

3

Edgar Filing: VONAGE HOLDINGS CORP - Form S-1

7



The Offering

Common stock offered by the selling stockholders 17,834,898 shares(1)

Common stock outstanding after the offering 172,559,728 shares(2)

Use of proceeds We will not receive any proceeds from the sale of shares in this
offering.

Dividend policy We do not intend to pay any cash dividends on our common stock.

Risk factors Investing in our common stock involves a high degree of risk. See "Risk
Factors" beginning on page 8 to read about risk factors you should
consider before buying shares of our common stock.

New York Stock Exchange trading symbol VG

(1)
Represents the aggregate number of shares of our common stock that are currently issuable upon conversion of the convertible notes
based on a conversion price of $14.22 per share. Additional shares will be issuable upon conversion if we elect to pay interest on these
notes in kind by increasing the principal outstanding under the notes. See "Description of Convertible Notes."

(2)
Assumes the conversion of all of the convertible notes into shares of common stock.

        The number of shares of common stock outstanding after this offering excludes:

�
16,599,533 shares of common stock issuable upon exercise of currently outstanding options as of June 30, 2006 with
exercise prices ranging from $0.70 to $35.00 and having a weighted average exercise price of $8.10 per share;

�
3,085,715 shares of common stock issuable upon exercise of currently outstanding warrants with exercise prices ranging
from $0.70 to $1.40 per share and having a weighted average exercise price of $1.28 per share; and

�
shares of common stock reserved for future grants under our stock option plans which will be determined under a formula
set forth in our 2006 Incentive Plan, and will equal approximately 17.65% of the number of shares that are issued and
outstanding from time to time. As of June 30, 2006, there were no shares granted and approximately 27,464,664 shares
reserved for grant.

4
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Summary Consolidated Financial Data

        The following table sets forth our summary consolidated financial data. The statement of operations data for the years ended December 31,
2003, 2004 and 2005 and the balance sheet data as of December 31, 2004 and 2005 are derived from our audited consolidated financial
statements and related notes included in the back of this prospectus. The balance sheet data as of December 31, 2003 is derived from our audited
consolidated financial statements and related notes not included in this prospectus. The statement of operations data for the six months ended
June 30, 2005 and 2006 and the balance sheet data as of June 30, 2006 are derived from our unaudited consolidated financial statements
included in the back of this prospectus. In the opinion of management, the unaudited consolidated financial statements have been prepared on
the same basis as our audited consolidated financial statements and include all adjustments, consisting of only normal recurring adjustments,
necessary for a fair presentation of the information set forth therein. The results for any interim period are not necessarily indicative of the
results that may be expected for a full year.

        The results included below and elsewhere in this prospectus are not necessarily indicative of our future performance. You should read this
information together with "Capitalization," "Selected Historical Financial Data," "Management's Discussion and Analysis of Financial Condition
and Results of Operations" and our consolidated financial statements and the related notes included elsewhere in this prospectus.

For the Years Ended
December 31,

For the Six Months Ended
June 30,

2003 2004 2005 2005 2006

(dollars in thousands)

Statement of Operations Data:
Operating Revenues:
Telephony services $ 16,905 $ 75,864 $ 258,165 $ 96,122 $ 248,294
Customer equipment and shipping 1,817 3,844 11,031 4,023 13,967

18,722 79,708 269,196 100,145 262,261

Operating Expenses:
Direct cost of telephony services (excluding
depreciation and amortization of $1,388,
$2,519, $6,671, $2,380 and $5,685) 8,556 23,209 84,050 29,827 76,530
Direct cost of goods sold 4,867 18,878 40,441 20,829 33,627
Selling, general and administrative 19,174 49,186 154,716 53,778 118,984
Marketing(1) 11,819 56,075 243,404 117,373 178,452
Depreciation and amortization 2,367 3,907 11,122 3,876 10,699

46,783 151,255 533,733 225,683 418,292

Loss from operations (28,061) (71,547) (264,537) (125,538) (156,031)
Net loss $ (29,974) $ (69,921) $ (261,334) $ (123,625) $ (159,296)

Statement of Cash Flow Data:
Net cash used in operating activities $ (16,583) $ (38,600) $ (189,765) $ (69,918) $ (118,332)
Net cash used in investing activities (4,933) (73,707) (154,638) (95,821) (187,478)
Net cash provided by financing activities 34,226 141,094 434,006 193,393 485,432
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December 31,

June 30,
20062003 2004 2005

(dollars in thousands)

Balance Sheet Data (at period end):
Cash, cash equivalents and marketable securities $ 14,245 $ 105,768 $ 266,379 $ 597,721
Property and equipment, net 9,325 16,290 103,638 124,734
Total assets 28,311 136,493 446,882 827,138
Convertible notes(2) � � 247,958 253,407
Capital lease obligations 5 � 22,431 24,725
Total liabilities 14,038 51,045 426,940 479,588
Total redeemable preferred stock 51,409 192,521 388,427 �
Total stockholders' equity (deficit) (37,136) (107,073) (368,485) 347,550

For the Years Ended
December 31,

For the Six Months Ended
June 30,

2003 2004 2005 2005 2006

Operating and Other Data (unaudited):
Gross subscriber line additions(3) 91,522 364,214 1,099,641 542,433 798,895
Net subscriber line additions(4) 77,936 304,849 878,472 457,283 584,215
Subscriber lines(5)(6) 85,717 390,566 1,269,038 847,849 1,853,253
Average monthly customer churn(7) 2.5% 1.8% 2.1% 2.0% 2.3%
Average monthly revenue per line(8) $ 33.37 $ 27.89 $ 27.03 $ 26.96 $ 28.00
Average monthly telephony services revenue
per line(9) $ 30.13 $ 26.55 $ 25.93 $ 25.87 $ 26.51
Average monthly direct cost of telephony
services per line(10) $ 15.25 $ 8.12 $ 8.44 $ 8.03 $ 8.17
Marketing cost per gross subscriber line
addition(11) $ 129.14 $ 153.96 $ 221.35 $ 216.38 $ 223.37
Employees(5)(12) 189 648 1,355 1,397 1,602

(1)
Marketing expense consists of costs of advertising, which include online, television, print and radio advertising and direct mail,
promotions, sponsorships and inbound and outbound telemarketing; creative and production costs; the costs to serve and track our
online advertising; certain amounts we pay to retailers for newspaper insert advertising, product placement and activation
commissions; and the cost associated with our customer referral program. Marketing expense does not include the cost of certain
customer acquisition activities, such as rebates and promotions, which are accounted for as an offset to revenues, or customer
equipment subsidies, which are accounted for as direct cost of goods sold.

(2)
As of June 30, 2006, we had convertible notes with a principal amount of $253.6 million before unamortized discount of $0.2 million.

(3)
Gross subscriber line additions for a particular period are calculated by taking the net subscriber line additions during that period and
adding to that the number of subscriber lines that terminated during that period. This number does not include subscriber lines both
added and terminated during the period, where termination occurred within the first 30 days after activation. The number does include,
however, subscriber lines added during the period that are terminated within 30 days of activation but after the end of the period.

(4)
Net subscriber line additions for a particular period reflect the number of subscriber lines at the end of the period less the number of
subscriber lines at the beginning of the period.

(5)
At end of period.
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(6)
Subscriber lines include, as of a particular date, all subscriber lines from which a customer can make an outbound telephone call on
that date. Our subscriber lines include fax lines, the Vonage V-Phone, SoftPhones and WiFi phones but do not include our virtual
phone numbers or toll free numbers, which only allow inbound telephone calls to customers.

(7)
Average monthly customer churn for a particular period is calculated by dividing the number of customers that terminated during that
period by the simple average number of customers during the period and dividing the result by the number of months in the period.
The simple average number of customers during the period is the number of customers on the first day of the period, plus the number
of customers on the last day of the period, divided by two. Terminations, as used in the calculation of churn statistics, do not include
customers terminated during the period if termination occurred within the first 30 days after activation. We monitor churn on a daily
basis and use it as an indicator of the level of customer satisfaction. Other companies may calculate churn differently, and their churn
data may not be directly comparable to ours. Average monthly customer churn is calculated using the number of customers, not
subscriber lines. The number of customers is lower than the number of subscriber lines because some customers have more than one
subscriber line.

(8)
Average monthly revenue per line for a particular period is calculated by dividing our total revenue for that period by the simple
average number of subscriber lines for the period and dividing the result by the number of months in the period. The simple average
number of subscriber lines for the period is the number of subscriber lines on the first day of the period, plus the number of subscriber
lines on the last day of the period, divided by two.

(9)
Average monthly telephony services revenue per line for a particular period is calculated by dividing our total telephony services
revenue for that period by the simple average number of subscriber lines for the period and dividing the result by the number of
months in the period.

(10)
Average monthly direct cost of telephony services per line for a particular period is calculated by dividing our direct cost of telephony
services for that period by the simple average number of subscriber lines for the period and dividing the result by the number of
months in the period.

(11)
Marketing cost per gross subscriber line addition is calculated by dividing our marketing expense for a particular period by the number
of gross subscriber line additions during the period.

(12)
Represents the number of personnel that are on our payroll and excludes temporary or outsourced labor.
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RISK FACTORS

Investing in our common stock involves a high degree of risk. Before you invest in our common stock, you should understand and carefully
consider the risks below, as well as all of the other information contained in this prospectus and our financial statements and the related notes
included elsewhere in this prospectus. Any of these risks could materially adversely affect our business, financial condition and results of
operations and the trading price of our common stock, and you may lose all or part of your investment.

Risks Related to Our Business

We have incurred increasing quarterly losses since our inception, and we expect to continue to incur losses in the future.

        We have incurred losses since our inception, and we expect to continue to incur losses in the future. For the period from our inception
through June 30, 2006, our accumulated deficit was $541.6 million. Our quarterly net losses generally have increased each quarter from our
inception through the quarter ended June 30, 2006, for which our net loss was $74.1 million. Initially, our net losses were driven principally by
start-up costs and the costs of developing our technology. More recently, our net losses have been driven principally by marketing expense,
which was $90.2 million for the three months ended June 30, 2006. In order to grow our revenue and customer base, we have chosen to increase
our marketing expenditures significantly. In addition, we plan to continue to invest in research and development and customer care. We are
pursuing growth, rather than profitability, in the near term to capitalize on the current expansion of the broadband and VoIP markets and
enhance the future value of our company. Although we believe we will achieve profitability in the future utilizing this strategy, we ultimately
may not be successful and we may never achieve profitability. In the past, we projected that we would generate net income during future
periods, but then generated a net loss. We intend to continue to increase our marketing expense, and we may continue to generate net losses for
the foreseeable future. In addition, we will always be required to incur some marketing expense in order to replace customers who terminate our
service, or "churn." Further, marketing expense is not the only factor that may contribute to our net losses. For example, interest expense on our
convertible notes of at least $12.7 million annually will contribute to our net losses. As a result, even if we significantly reduce our marketing
expense, we may continue to incur net losses.

If we are unable to compete successfully, we could lose market share and revenue.

        The telecommunications industry is highly competitive. We face intense competition from traditional telephone companies, wireless
companies, cable companies and alternative voice communication providers. Our principal competitors are the traditional telephone service
providers, namely AT&T, Inc. (formerly SBC Communications Inc.), BellSouth Corp., Citizens Communications Corp., Qwest
Communications International Inc. and Verizon Communications, Inc., which provide telephone service based on the public switched telephone
network. Some of these traditional providers also have added or are planning to add VoIP services to their existing telephone and broadband
offerings. We also face, or expect to face, competition from cable companies, such as Cablevision Systems Corp., Charter
Communications, Inc., Comcast Corporation, Cox Communications, Inc. and Time Warner Cable (a division of Time Warner Inc.), which have
added or are planning to add VoIP services to their existing cable television, voice and broadband offerings. Further, wireless providers,
including Cingular Wireless LLC, Sprint Nextel Corporation, T-Mobile USA Inc. and Verizon Wireless, offer services that some customers may
prefer over wireline service. In the future, as wireless companies offer more minutes at lower prices, their services may become more attractive
to customers as a replacement for wireline service. Some of these providers may be developing a dual mode phone that will be able to use VoIP
where broadband access is available and cellular phone service elsewhere, which will pose additional competition to our offerings.
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        Most traditional wireline and wireless telephone service providers and cable companies are substantially larger and better capitalized than
we are and have the advantage of a large existing customer base. Because most of our target customers are already purchasing communications
services from one or more of these providers, our success is dependent upon our ability to attract target customers away from their existing
providers. Until recently, our target market has been composed largely of early adopters, or people who tend to seek out new technologies and
services. Attracting customers away from their existing providers will become more difficult as the early adopter market becomes saturated and
mainstream customers make up more of our target market. In addition, these competitors could focus their substantial financial resources to
develop competing technology that may be more attractive to potential customers than what we offer. Our competitors' financial resources may
allow them to offer services at prices below cost or even for free in order to maintain and gain market share or otherwise improve their
competitive positions. Our competitors also could use their greater financial resources to offer VoIP services with more attractive service
packages that include on-site installation and more robust customer service. In addition, because of the other services our competitors provide,
they may choose to offer VoIP services as part of a bundle that includes other products, such as video, high speed Internet access and wireless
telephone service, which we do not offer. This bundle may enable our competitors to offer VoIP service at prices with which we may not be able
to compete or to offer functionality that integrates VoIP service with their other offerings, both of which may be more desirable to consumers.
Any of these competitive factors could make it more difficult for us to attract and retain customers, cause us to lower our prices in order to
compete and reduce our market share and revenues.

        We also compete against established alternative voice communication providers, such as Skype (a service of eBay Inc.), and face
competition from other large, well-capitalized Internet companies, such as America Online, Inc., Google Inc., Microsoft Corporation and
Yahoo! Inc., which have recently launched or plan to launch VoIP-enabled instant messaging services. In addition, we compete with
independent VoIP service providers. Some of these service providers may choose to sacrifice revenue in order to gain market share and have
offered their services at lower prices or for free. In order to compete with such service providers, we may have to significantly reduce our prices,
which would delay or prevent our profitability.

Decreasing telecommunications prices may cause us to lower our prices to remain competitive, which could delay or prevent our future
profitability.

        Currently, our prices are lower than those of many of our competitors for comparable services. However, domestic and international
telecommunications prices have decreased significantly over the last few years, and we anticipate that prices will continue to decrease. Users
who select our service offerings to take advantage of our prices may switch to another service provider as the difference between prices
diminishes or disappears, and we may be unable to use our price as a distinguishing feature to attract new customers in the future. Such
competition or continued price decreases may require us to lower our prices to remain competitive, may result in reduced revenue, a loss of
customers or a decrease in our subscriber line growth and may delay or prevent our future profitability.

If VoIP technology fails to gain acceptance among mainstream consumers, our ability to grow our business will be limited.

        The market for VoIP services is rapidly evolving. We currently generate most of our revenue from the sale of VoIP services and related
products to residential customers. Revenue generated from sales to residential customers will continue to account for most of our revenue for the
foreseeable future. We believe that a significant portion of our residential customers are early adopters of VoIP technology. However, in order
for our business to continue to grow and to become profitable, VoIP technology must gain acceptance among mainstream consumers, who tend
to be less technically
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knowledgeable and more resistant to new technology services. Because potential VoIP customers need to connect additional hardware not
required for the use of traditional telephone service, mainstream consumers may be reluctant to use our service. We have increased our focus on
more mainstream customers and have added advertising in media with a broader reach, such as television, to enhance our brand awareness.
However, if mainstream consumers choose not to adopt our technology, our ability to grow our business will be limited.

Certain aspects of our service are not the same as traditional telephone service, which may limit the acceptance of our services by
mainstream consumers and our potential for growth.

        Certain aspects of our service are not the same as traditional telephone service. Our continued growth is dependent on the adoption of our
services by mainstream customers, so these differences are becoming increasingly important. For example:

�
Both our new E-911 and emergency calling services are different, in significant respects, from the 911 service associated
with traditional wireline and wireless telephone providers and, in certain cases, with other VoIP providers.

�
Our customers may experience lower call quality than they are used to from traditional wireline telephone companies,
including static, echoes and delays in transmissions.

�
Our customers may experience higher dropped-call rates than they are used to from traditional wireline telephone
companies.

�
Customers who obtain new phone numbers from us do not appear in the phone book and their phone numbers are not
available through directory assistance services offered by traditional telephone companies.

�
Our customers cannot accept collect calls.

�
In the event of a power loss or Internet access interruption experienced by a customer, our service is interrupted. Unlike
some of our competitors, we have not installed batteries at customer premises to provide emergency power for our
customers' equipment if they lose power, although we do have backup power systems for our network equipment and service
platform.

        If customers do not accept the differences between our service and traditional telephone service, they may choose to remain with their
current telephone service provider or may choose to return to service provided by traditional telephone companies.

Our emergency and new E-911 calling services are different from those offered by traditional wireline telephone companies and may expose
us to significant liability.

        Both our emergency calling service and our new E-911 calling service are different, in significant respects, from the emergency calling
services offered by traditional wireline telephone companies. In each case, those differences may cause significant delays, or even failures, in
callers' receipt of the emergency assistance they need.

        Traditional wireline telephone companies route emergency calls over a dedicated infrastructure directly to an emergency services dispatcher
at the public safety answering point, or PSAP, in the caller's area. Generally, the dispatcher automatically receives the caller's phone number and
actual location information. While our new E-911 service being deployed in the United States is designed to route calls in a fashion similar to
traditional wireline services, our new E-911 capabilities are not yet available in all locations. In addition, the only location information that our
E-911 service can transmit to a dispatcher at a PSAP is the information that our customers have registered with us. A customer's registered
location may be different from the customer's actual location at the time of the call because
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customers can use their Vonage-enabled devices to make calls almost anywhere a broadband connection is available.

        We are currently deploying E-911 service that is comparable to the emergency calling services provided to customers of traditional wireline
telephone companies in the same area. For those customers located in an E-911 area, emergency calls are routed, subject to the limitations
discussed below, directly to an emergency services dispatcher at the PSAP in the area of the customer's registered location. The dispatcher will
have automatic access to the customer's telephone number and registered location information. However, if a customer places an emergency call
using the customer's Vonage-enabled device in a location different from the one registered with us, the emergency call will be routed to a PSAP
in the customer's registered location, not the customer's actual location at the time of the call. Every time a customer moves his or her
Vonage-enabled device to a new location, the customer's registered location information must be updated and verified. Until that takes place, the
customer will have to verbally advise the emergency dispatcher of his or her actual location at the time of the call and wait for the call to be
transferred, if possible, to the appropriate local emergency response center before emergency assistance can be dispatched.

        In some cases, even under our new 911 service, emergency calls may be routed to a PSAP in the area of the customer's registered location,
but such PSAP will not be capable of receiving our transmission of the caller's registered location information and, in some cases, the caller's
phone number. Where the emergency call center is unable to process the information, the caller is provided a service that is similar to the basic
911 services offered to some wireline telephone customers. In these instances, the emergency caller may be required to verbally advise the
operator of their location at the time of the call and, in some cases, a call back number so that the call can be handled or forwarded to an
appropriate emergency dispatcher.

        The emergency calls of customers located in areas where we are currently unable to provide either E-911 or the basic 911 described above
are supported by a national call center that is run by a third-party provider and operates 24 hours a day, seven days a week. In these cases, a
caller must provide the operator with his or her physical location and call back number. The operator will then coordinate connecting the caller
to the appropriate PSAP or emergency services provider. Our E-911 service does not support the calls of our WiFi phone, SoftPhone users and
recently deployed V-phone. The emergency calls of our WiFi phone, SoftPhone users and V-phone are supported by the national call center.

        If one of our customers experiences a broadband or power outage, or if a network failure were to occur, the customer will not be able to
reach an emergency services provider.

        Delays our customers encounter when making emergency services calls and any inability of the answering point to automatically recognize
the caller's location or telephone number can have devastating consequences. Customers have attempted, and may in the future attempt, to hold
us responsible for any loss, damage, personal injury or death suffered as a result. Some traditional phone companies also may be unable to
provide the precise location or the caller's telephone number when their customers place emergency calls. However, traditional phone companies
are covered by legislation exempting them from liability for failures of emergency calling services and we are not. This liability could be
significant. In addition, we have lost, and may in the future lose, existing and prospective customers because of the limitations inherent in our
emergency calling services. Any of these factors could cause us to lose revenues, incur greater expenses or cause our reputation or financial
results to suffer.
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Flaws in our technology and systems could cause delays or interruptions of service, damage our reputation, cause us to lose customers and
limit our growth.

        Although we have designed our service network to reduce the possibility of disruptions or other outages, our service may be disrupted by
problems with our technology and systems, such as malfunctions in our software or other facilities and overloading of our network. Our
customers have experienced interruptions in the past and may experience interruptions in the future as a result of these types of problems.
Interruptions have in the past and may in the future cause us to lose customers and offer substantial customer credits, which could adversely
affect our revenue and profitability. For example, during 2005 our service was significantly impaired on two separate occasions. In March 2005,
a problem during a software upgrade to our call processing system caused most of our customers to experience intermittent service for several
hours. In August 2005, one of our third-party carriers experienced an outage of approximately 90 seconds, which caused a failure in some of our
gateways. As a result, during a period of several hours, approximately two out of three outbound calls from our customers to the public switched
telephone network experienced an "all circuits busy" condition. We have since had other outages that affected smaller groups of customers at
various times. In addition, because our systems and our customers' ability to use our services are Internet-dependent, our services may be subject
to "hacker attacks" from the Internet, which could have a significant impact on our systems and services. If service interruptions adversely affect
the perceived reliability of our service, we may have difficulty attracting and retaining customers and our brand reputation and growth may
suffer.

Our ability to provide our service is dependent upon third-party facilities and equipment, the failure of which could cause delays or
interruptions of our service, damage our reputation, cause us to lose customers and limit our growth.

        Our success depends on our ability to provide quality and reliable service, which is in part dependent upon the proper functioning of
facilities and equipment owned and operated by third parties and is, therefore, beyond our control. Unlike traditional wireline telephone service
or wireless service, our service requires our customers to have an operative broadband Internet connection and an electrical power supply, which
are provided by the customer's Internet service provider and electric utility company, respectively, and not by us. The quality of some broadband
Internet connections may be too poor for customers to use our services properly. In addition, if there is any interruption to a customer's
broadband Internet service or electrical power supply, that customer will be unable to make or receive calls, including emergency calls, using
our service. We also outsource several of our network functions to third-party providers. For example, we outsource the maintenance of our
regional data connection points, which are the facilities at which our network interconnects with the public switched telephone network. If our
third-party service providers fail to maintain these facilities properly, or fail to respond quickly to problems, our customers may experience
service interruptions. Our customers have experienced such interruptions in the past and will experience interruptions in the future. In addition,
our new E-911 service is currently dependent upon several third-party providers. Interruptions in service from these vendors could cause failures
in our customers' access to E-911 services. Interruptions in our service caused by third-party facilities have in the past caused and may in the
future cause us to lose customers, or cause us to offer substantial customer credits, which could adversely affect our revenue and profitability. If
interruptions adversely affect the perceived reliability of our service, we may have difficulty attracting new customers and our brand, reputation
and growth will be negatively impacted.

We may not be able to maintain adequate customer care during periods of growth or in connection with our addition of new and complex
Vonage-enabled devices, which could adversely affect our ability to grow and cause our financial results to be negatively impacted.

        Good customer care is important to acquiring and retaining customers. In the recent past, we have not been able to expand our customer
care operations quickly enough to meet the needs of our greatly
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increased customer base, and the quality of our customer care has suffered. For example, in the first quarter of 2006, our customers experienced
longer than acceptable hold times when they called us for assistance. In the second quarter of 2006, our average monthly customer churn rate
increased to 2.3% from 2.1% in the prior quarter and in the short-term may continue to increase. We believe this increase was due to our rapid
growth and inability to hire enough qualified customer care employees which led to less than satisfactory customer care during these quarters. In
the future, as we broaden our Vonage-enabled device offerings and our customers build increasingly complex home networking environments,
we will face additional challenges in training our customer care staff. We face a high turnover rate among our customer care employees. We
continue to hire and train customer care representatives at a rapid rate in order to meet the needs of our growing customer base. If we are unable
to hire, train and retain sufficient personnel to provide adequate customer care, we may experience slower growth, increased costs and higher
churn levels, which would cause our financial results to be negatively impacted.

If we are unable to improve our process for local number portability provisioning, our growth may be negatively impacted.

        We support local number portability for our customers, which allows our customers to retain their existing telephone numbers when
subscribing to our services. Transferring numbers is a manual process that in the past could have taken us 20 business days or longer, although
we have taken steps to automate this process to reduce the delay. A new Vonage customer must maintain both Vonage service and the
customer's existing telephone service during the transferring process. By comparison, transferring wireless telephone numbers among wireless
service providers generally takes several hours, and transferring wireline telephone numbers among traditional wireline service providers
generally takes a few days. The additional delay that we experience is due to our reliance on the telephone company from which the customer is
transferring and to the lack of full automation in our process. Further, because we are not a regulated telecommunications provider, we must rely
on the telephone companies, over whom we have no control, to transfer numbers. We also rely on two third parties who have contractual
obligations to us to facilitate the transfer of customers' telephone numbers. Local number portability is considered an important feature by many
potential customers, and if we fail to reduce related delays, we may experience increased difficulty in acquiring new customers.

A higher rate of customer terminations would negatively impact our business by reducing our revenue or requiring us to spend more money
to grow our customer base.

        Our rate of customer terminations, or average monthly customer churn, was 2.3% for the three months ended June 30, 2006. During those
three months, approximately 101,365 of our customers terminated. Our churn rate could increase in the future if customers are not satisfied with
our service. Other factors, including increased competition from other providers, also influence our churn rate.

        Because of churn, we have to acquire new customers on an ongoing basis just to maintain our existing level of customers and revenues. As
a result, marketing expense is an ongoing requirement of our business. If our churn rate increases, we will have to acquire even more new
customers in order to maintain our existing revenues. We incur significant costs to acquire new customers, and those costs are an important
factor in determining our net losses and achieving future profitability. Therefore, if we are unsuccessful in retaining customers or are required to
spend significant amounts to acquire new customers beyond those budgeted, our revenue could decrease and our net losses could increase.

We may require significant capital to pursue our growth strategy, but we may not be able to obtain additional financing on favorable terms
or at all.

        We intend to continue spending substantial amounts on marketing and product development in order to grow our business. Although we
believe we will achieve profitability in the future, we may

13

Edgar Filing: VONAGE HOLDINGS CORP - Form S-1

18



need to obtain additional financing to respond to new competitive pressures or to respond to opportunities to acquire complementary businesses
or technologies. Our significant losses to date may prevent us from obtaining additional funds on favorable terms or at all. For the three months
ended June 30, 2006, we recorded a net loss of $74.1 million. Because of these losses and our limited tangible assets, we do not fit traditional
credit lending criteria, which, in particular, could make it difficult for us to obtain loans or to access the capital markets. For example, we
discussed a revolving credit facility with commercial banks in the summer of 2005. As a result of those discussions, we believe most commercial
lenders will require us to very significantly reduce our loss from operations before they will lend us money. In addition, the terms of our
outstanding convertible notes provide for additional shares to be issued upon conversion if we sell shares of our common stock at a price that is
less than the average trading price of our common stock over the 10-day period prior to any such sale, which might further limit our access to the
capital markets. Finally, our ability to raise additional capital through the issuance of equity securities may be impaired due to the events
surrounding our IPO. A failure to obtain additional financing could adversely affect our ability to grow and maintain our business.

As a result of being a public company, we incur increased costs that may place a strain on our resources or divert our management's
attention from other business concerns.

        As a public company, we incur additional legal, accounting and other expenses that we did not incur as a private company. The Exchange
Act requires us to file annual, quarterly and current reports with respect to our business and financial condition, which requires us to incur legal
and accounting expenses. The Sarbanes-Oxley Act requires us to maintain effective disclosure controls and procedures and internal controls for
financial reporting. In order to maintain and improve the effectiveness of our disclosure controls and procedures and internal control over
financial reporting, significant resources and management oversight are required. We expect the corporate governance rules and regulations of
the SEC and the New York Stock Exchange will increase our legal and financial compliance costs and make some activities more time
consuming and costly. These requirements may place a strain on our systems and resources and may divert our management's attention from
other business concerns, which could have a material adverse effect on our business, financial condition and results of operations. In addition,
we are hiring and will continue to hire additional legal, accounting and financial staff with appropriate public company experience and technical
accounting knowledge, which will increase our operating expenses in future periods.

Our rapid growth has placed substantial demands on our management and operations. If we fail to hire and train additional personnel or
improve our controls and procedures to respond to this growth, our business, operating results and financial position could be harmed.

        Our business and operations have expanded rapidly since our inception in May 2000. For example, during the 18 months ended June 30,
2006, the number of our employees more than doubled, growing from 648 to 1,602, and we experienced high turnover among our customer care
employees. To support our expanded customer base effectively and meet our growth objectives for the future, we must continue to successfully
hire, train, motivate and retain our employees. We expect that significant further expansion will be necessary. In addition, in order to manage our
expanded operations, we will need to continue to improve our management, operational and financial controls and our reporting systems and
procedures. All of these measures will require significant expenditures and will demand the attention of management. If we are not able to hire,
train and retain the necessary personnel, or if these operational and reporting improvements are not implemented successfully, we may have to
make significant additional expenditures and further draw management attention away from running our business to address these issues. The
quality of our services could suffer, which could negatively affect our brand, operating results and financial position.
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Because much of our potential success and value lies in our use of internally developed systems and software, if we fail to protect them, it
could negatively affect us.

        Our ability to compete effectively is dependent in large part upon the maintenance and protection of systems and software that we have
developed internally. While we have several pending patent applications, we cannot patent much of the technology that is important to our
business. In addition, our pending patent applications may not be successful. To date, we have relied on copyright, trademark and trade secret
laws, as well as confidentiality procedures and licensing arrangements, to establish and protect our rights to this technology. We typically enter
into confidentiality or license agreements with our employees, consultants, customers and vendors in an effort to control access to and
distribution of technology, software, documentation and other information. Despite these precautions, it may be possible for a third party to copy
or otherwise obtain and use this technology without authorization. Policing unauthorized use of this technology is difficult. The steps we take
may not prevent misappropriation of the technology we rely on. In addition, effective protection may be unavailable or limited in some
jurisdictions outside the United States, Canada and the United Kingdom. Litigation may be necessary in the future to enforce or protect our
rights or to determine the validity and scope of the rights of others. That litigation could cause us to incur substantial costs and divert resources
away from our daily business, which in turn could materially adversely affect our business.

We are currently subject to securities class action litigations, the unfavorable outcome of which might have a material adverse effect on our
financial condition, results of operations and cash flows.

        A number of putative class action lawsuits have been filed against us, certain of our officers and directors, and the lead underwriters of our
recent initial public offering, alleging, among other things, securities laws violations. We expect these complaints to be consolidated at some
time in the future and intend to contest vigorously each lawsuit. We cannot, however, determine the outcome or resolution of these claims or the
timing for their resolution. In addition to the expense and burden incurred in defending this litigation and any damages that we may suffer, our
management's efforts and attention may be diverted from the ordinary business operations in order to address these claims. If the final resolution
of this litigation is unfavorable to us, our financial condition, results of operations and cash flows may be materially adversely affected if our
existing insurance coverage is unavailable or inadequate to resolve the matter.

We may be subject to damaging and disruptive intellectual property litigation.

        We have been named as a defendant in several suits currently pending that relate to alleged patent infringement. See "Business Legal
Proceedings�Patent Litigation." In addition, we have been subject to other infringement claims in the past and may be subject to infringement
claims in the future. We may be unaware of filed patent applications and issued patents that could relate to our products and services. Intellectual
property litigation could:

�
be time-consuming and expensive;

�
divert attention and resources away from our daily business;

�
impede or prevent delivery of our products and services; and

�
require us to pay significant royalties, licensing fees and damages.

        Parties making claims of infringement may be able to obtain injunctive or other equitable relief that could effectively block our ability to
provide our services and could cause us to pay substantial damages. In the event of a successful claim of infringement, we may need to obtain
one or more licenses from third parties, which may not be available at a reasonable cost, if at all. The defense of any lawsuit could result in
time-consuming and expensive litigation, regardless of the merits of such
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claims, and could also result in damages, license fees, royalty payments and restrictions on our ability to provide our services, any of which
could harm our business.

Future disruptive new technologies could have a negative effect on our businesses.

        VoIP technology, which our business is based upon, did not exist and was not commercially viable until relatively recently. VoIP
technology is having a disruptive effect on traditional telephone companies, whose businesses are based on other technologies. We also are
subject to the risk of future disruptive technologies. If new technologies develop that are able to deliver competing voice services at lower prices,
better or more conveniently, it could have a material adverse effect on us.

We are dependent on a small number of individuals, and if we lose key personnel upon whom we are dependent, our business will be
adversely affected.

        Many of the key responsibilities of our business have been assigned to a relatively small number of individuals. Our future success depends
to a considerable degree on the vision, skills, experience and effort of our senior management, including Jeffrey Citron, our founder, Chairman
and Chief Strategist, Michael Snyder, our Chief Executive Officer, John Rego, our Chief Financial Officer, and Louis Mamakos, our Chief
Technology Officer. We may add additional senior personnel in the future.

        If we lose the services of any of our key employees, or if members of our management team do not work well together, it would have an
adverse effect on our business. In particular, Mr. Citron has been the driving force in the development of our business to date, and he will
continue to be in charge of our overall strategy and be closely involved with our technology and other aspects of our business. However,
Mr. Citron could decide to resign as our Chairman and Chief Strategist, which could have a material adverse effect on us.

The past background of our founder, Chairman and Chief Strategist, Jeffrey A. Citron, may adversely affect our ability to enter into business
relationships and may have other adverse effects on our business.

        Prior to joining Vonage, Mr. Citron was associated with Datek Securities Corporation and Datek Online Holdings Corp., including as an
employee of, and consultant for, Datek Securities and, later, as one of the principal executive officers and largest stockholders of Datek Online.
Datek Online, which was formed in early 1998 following a reorganization of the Datek business, was a large online brokerage firm. Datek
Securities was a registered broker-dealer that engaged in a number of businesses, including proprietary trading and order execution services.
During a portion of the time Mr. Citron was associated with Datek Securities, the SEC alleged that Datek Securities, Mr. Citron and other
individuals participated in an extensive fraudulent scheme involving improper use of the Nasdaq Stock Market's Small Order Execution System,
or SOES. Datek Securities (through its successor iCapital Markets LLC), Mr. Citron and other individuals entered into settlements with the SEC
in 2002 and 2003, which resulted in extensive fines, bans from future association with securities brokers or dealers and enjoinments against
future violations of certain U.S. securities laws. The NASD previously had imposed disciplinary action against Datek Securities, Mr. Citron and
other individuals in connection with alleged violations of the rules and regulations regarding the SOES. These and other matters are discussed
under "Information Concerning our Founder, Chairman and Chief Strategist."

        There is a risk that some third parties will not do business with us, that some prospective investors will not purchase our securities or that
some customers may be wary of signing up for service with us as a result of allegations against Mr. Citron and his past SEC and NASD
settlements. We believe that some financial institutions and accounting firms have declined to enter into business relationships with us in the
past, at least in part because of these matters. Other institutions and potential business associates may not be able to do business with us because
of internal policies that restrict associations with individuals who have entered into SEC and NASD settlements. While we believe that these
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matters have not had a material impact on our business, they may have a greater impact on us when we become a public company, including by
adversely affecting our ability to enter into commercial relationships with third parties that we need to effectively and competitively grow our
business. Further, should Mr. Citron in the future be accused of, or be shown to have engaged in, additional improper or illegal activities, the
impact of those accusations or the potential penalties from such activities could be exacerbated because of the matters discussed above. If any of
these risks were to be realized, there could be a material adverse effect on our business or the market price of our common stock.

Risks Related to Regulation

        Set forth below are certain material risks related to regulation. For additional information about these and other regulatory risks we face, see
"Regulation" in this prospectus.

Regulation of VoIP services is developing and therefore uncertain, and future legislative, regulatory or judicial actions could adversely
impact our business and expose us to liability.

        Our business has developed in an environment largely free from government regulation. However, the United States and other countries
have begun to assert regulatory authority over VoIP and are continuing to evaluate how VoIP will be regulated in the future. Both the application
of existing rules to us and our competitors and the effects of future regulatory developments are uncertain.

        Future legislative, judicial or other regulatory actions could have a negative effect on our business. If we become subject to the rules and
regulations applicable to telecommunications providers in individual states, we may incur significant litigation and compliance costs, and we
may have to restructure our service offerings, exit certain markets or raise the price of our services, any of which could cause our services to be
less attractive to customers. In addition, future regulatory developments could increase our cost of doing business and limit our growth.

        Our international operations are also subject to regulatory risks, including the risk that regulations in some jurisdictions will prohibit us
from providing our services cost-effectively or at all, which could limit our growth. Currently, there are several countries where regulations
prohibit us from offering service. In addition, because customers can use our services almost anywhere that a broadband Internet connection is
available, including countries where providing VoIP services is illegal, the governments of those countries may attempt to assert jurisdiction
over us, which could expose us to significant liability and regulation.

The success of our business relies on customers' continued and unimpeded access to broadband service. Providers of broadband services
may be able to block our services or charge their customers more for also using our services, which could adversely affect our revenue and
growth.

        Our customers must have broadband access to the Internet in order to use our service. Some providers of broadband access may take
measures that affect their customers' ability to use our service, such as degrading the quality of the data packets we transmit over their lines,
giving those packets low priority, giving other packets higher priority than ours, blocking our packets entirely or attempting to charge their
customers more for also using our services.

        It is not clear whether suppliers of broadband Internet access have a legal obligation to allow their customers to access and use our service
without interference. As a result of recent decisions by the U.S. Supreme Court and the FCC, providers of broadband services are subject to
relatively light regulation by the FCC. Consequently, federal and state regulators might not prohibit broadband providers from limiting their
customers' access to VoIP or otherwise discriminating against VoIP providers. Interference with our service or higher charges for also using our
service could cause us to lose existing customers, impair our ability to attract new customers and harm our revenue and growth. See
"Regulation�Access to Networks."
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        These problems could also arise in international markets. For example, a Canadian cable provider recently began offering an optional
Cdn$10 per month "quality of service premium" to customers who use third-party VoIP services over its facilities. However, customers who
purchase VoIP services directly from this cable provider are not required to pay this additional fee.

If we fail to comply with new FCC regulations requiring us to provide E-911 emergency calling services, we may be subject to fines or
penalties, which could include disconnection of our service for certain customers or prohibitions on marketing of our services and accepting
new customers in certain areas.

        The FCC released an order on June 3, 2005 requiring us to notify our customers of any differences between our emergency calling services
and those available through traditional telephone providers and obtain affirmative acknowledgments from our customers of those notifications.
The rules also required us to offer by November 28, 2005 enhanced emergency calling services, or E-911, to all of our customers located in
areas where E-911 service is available from their traditional wireline telephone company. E-911 service allows emergency calls from our
customers to be routed directly to an emergency dispatcher in a customer's registered location and gives the dispatcher automatic access to the
customer's telephone number and registered location information.

        We have notified our customers of the differences between our emergency calling services and those available through traditional telephony
providers and have received affirmative acknowledgement from substantially all of our customers. We also have taken steps to comply with the
FCC's order by the November 28, 2005 deadline, but we are not currently in full compliance and do not expect to be in full compliance in the
short term unless we are granted a waiver of the requirements by the FCC. As of August 11, 2006, we were not providing E-911 service to
approximately 16% of our U.S. subscriber lines.

        The consequences of failure to comply fully with the FCC's order currently are unclear. On November 7, 2005, the FCC's Enforcement
Bureau issued a public notice stating that it would not require disconnection of existing customers to whom E-911 service cannot be provided by
November 28, 2005, but it also stated that it expected VoIP providers to stop marketing and accepting new subscribers in areas where they
cannot provide E-911 service after November 28, 2005. It is not clear whether the FCC will enforce this restriction or how it would do so. On
November 28, 2005, we filed a petition for extension of time and limited waiver of certain of the enhanced emergency service requirements,
including the limitations on marketing and accepting new customers. We are continuing to market our services and accept new customers in
areas in which we do not provide E-911 service. The FCC has not acted on our petition, and we cannot predict whether the FCC will grant our
petition or provide other relief. Should we be unable to obtain an extension of time to implement the requirements of the order, we may be
subject to enforcement action by the FCC that could include monetary forfeitures, cease and desist orders and other penalties. We also may be
required to stop serving customers to whom we cannot provide the E-911 service required by the FCC's rules and to stop marketing our services
and accepting new customers in areas in which we cannot provide the E-911 service. Any of these actions could significantly harm our business.
See "Business�Network Operations" and "Regulation�VoIP E-911 Matters" for further information on the FCC's E-911 requirements, our existing
systems and our measures for compliance.

Taxes and 911-related fees will increase our customers' cost of using our services and could result in penalties being imposed on us.

        There are numerous taxes and fees assessed on traditional telephone services that we believe have not been applicable to us and that we
have not paid in the past. Previously, we only collected and remitted sales taxes for customers with a billing address in New Jersey, where our
corporate operations are conducted. However, as a result of changes in certain states' statutes as part of the streamlined sales tax initiatives and
numerous tax agreements we have entered into with states, we are collecting
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and remitting sales tax in 40 states as of August 1, 2006. We also believe it is likely that we eventually will be required to collect and remit sales
taxes in virtually all U.S. states that charge sales taxes. This will have the effect of decreasing any price advantage we may have. Some states
have taken the position that we should have collected and remitted sales taxes in the past and have sought to collect those past sales taxes from
us and impose fines, penalties or interest charges on us. We established a reserve of $13.0 million, as of July 31, 2006, for these matters. If our
ultimate liability exceeds that amount, it could have a material adverse effect on us.

        We began charging customers an Emergency 911 Cost Recovery fee of $0.99 per month, effective March 7, 2006. This fee is designed to
cover some of our costs associated with complying with E-911 regulation and our national 911 emergency call center. State and local
governments may also assess fees to pay for emergency services in a customer's community. As of August 1, 2006, we are collecting and
remitting 911 related fees to the appropriate authorities in thirteen states. We expect this fee for most of our customers to be between $0.50 to
$1.50 per month, and as high as $3.00 for a limited number of customers, depending on their location. This will also have the effect of
decreasing any price advantage we may have.

Our service requires an operative broadband connection, and if the adoption of broadband does not progress as expected, the market for our
services will not grow and we may not be able to grow our business and increase our revenue.

        Use of our service requires that the user be a subscriber to an existing broadband Internet service, most typically provided through a cable
or digital subscriber line, or DSL, connection. Although the number of broadband subscribers worldwide has grown significantly over the last
five years, this service has not yet been adopted by a majority of consumers. If the adoption of broadband services does not continue to grow, the
market for our services may not grow. As a result, we may not be able to increase our revenue and become profitable.

We will need to comply with Section 404 of the Sarbanes-Oxley Act of 2002. If we fail to achieve and maintain adequate internal controls
over financial reporting, our business, results of operations and financial condition could be materially adversely affected.

        As a public company, our systems of internal controls over financial reporting are required to comply with the standards adopted by the
Public Company Accounting Oversight Board. We are presently evaluating our internal controls for compliance. We have also commenced a
section 404 compliance project. Although our review is not complete, we have taken steps to improve our internal control structure by hiring
dedicated, internal Sarbanes-Oxley Act compliance personnel to analyze and improve our internal controls, and have supplemented with outside
consultants as needed. During the course of our evaluation, we may identify areas requiring improvement and may be required to design
enhanced processes and controls to address issues identified through this review. This could result in significant delays and cost to us and require
us to divert substantial resources, including management time, from other activities. We cannot be certain regarding when we will be able to
successfully complete the procedures, certification and attestation requirements of Section 404 of the Sarbanes-Oxley Act of 2002. If we fail to
achieve and maintain the adequacy of our internal controls, we may not be able to conclude that we have effective internal controls over
financial reporting in accordance with the Sarbanes-Oxley Act. Moreover, effective internal controls are necessary for us to produce reliable
financial reports and are important to help prevent fraud. As a result, our failure to satisfy the requirements of Section 404 on a timely basis
could result in the loss of investor confidence in the reliability of our financial statements, which in turn could harm the market value of our
common stock. Any failure to maintain effective internal controls also could impair our ability to manage our business and harm our financial
results.
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Risks Related to this Offering

Jeffrey A. Citron, our founder, Chairman, Chief Strategist and principal stockholder, exerts significant influence over us.

        As of June 30, 2006, Mr. Citron beneficially owns approximately 34% of our outstanding common stock, including outstanding securities
convertible into or exercisable for common stock held by Mr. Citron. As a result, Mr. Citron is able to exert significant influence over all matters
presented to our stockholders for approval, including election and removal of our directors and change of control transactions. In addition, as our
Chairman and Chief Strategist, Mr. Citron has and will continue to have significant influence over our strategy, technology and other matters.
Mr. Citron's interests may not always coincide with the interests of other holders of our common stock.

The market price of our common stock has been and may continue to be volatile, and purchasers of our common stock could incur
substantial losses.

        Securities markets experience significant price and volume fluctuations. This market volatility, as well as general economic conditions,
could cause the market price of our common stock to fluctuate substantially. The trading price of our common stock has been, and is likely to
continue to be, volatile. Many factors that are beyond our control may significantly affect the market price of our shares. These factors include:

�
changes in our earnings or variations in operating results;

�
any shortfall in revenue or increase in losses from levels expected by securities analysts;

�
changes in regulatory policies or tax law;

�
operating performance of companies comparable to us; and

�
general economic trends and other external factors.

If any of these factors causes the price of our common stock to fall, investors may not be able to sell their common stock at or above their
respective purchase prices.

Our stock price may decline due to sales of shares by our other stockholders.

        Sales of substantial amounts of our common stock, or the perception that these sales may occur, may adversely affect the price of our
common stock and impede our ability to raise capital through the issuance of equity securities in the future. There were 154,726,130 shares of
our common stock outstanding as of June 30, 2006. All shares sold in our initial public offering are freely transferable without restriction or
further registration under the Securities Act, subject to restrictions that may be applicable to our "affiliates," as that term is defined in Rule 144
under the Securities Act, and subject to 180-day lock-up agreements executed in connection with our initial public offering. In addition,
investors who purchased our securities prior to our initial public offering hold 124,482,440 shares of our common stock and convertible notes
that are convertible into the 17,834,898 shares of our common stock offered by this prospectus. Further, as of June 30, 2006, warrants
exercisable for 3,085,715 shares of our common stock and stock options to purchase 16,599,533 shares of our common stock were outstanding.
Of these shares of common stock, in addition to the shares offered by this prospectus, 124,482,440 shares may be sold into the public market
after this offering pursuant to Rule 144 under the Securities Act, subject to volume limitations and other restrictions that may be applicable to
some holders pursuant to that rule and subject to the 180-day lock-up restrictions applicable to holders of those shares. Substantially all of the
shares held by our existing stockholders are subject to registration rights, and we believe these rights will be exercised. You should expect a
significant number of these shares to be sold, which may decrease the price of shares of our common stock. Shares issuable upon exercise of our
options also may be sold in the market in the future, subject to any restrictions on
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resale following underwritten offerings contained in our option agreements. We expect that many of these shares will be sold when these
lock-ups expire.

        In connection with our initial public offering, we and our executive officers, directors, substantially all our stockholders and all of the
holders of our convertible notes entered into 180-day lock-up agreements. These lock-up agreements prohibit us and our executive officers,
directors and such stockholders and holders of our convertible notes from selling or otherwise disposing of shares of common stock, except in
limited circumstances. The terms of the lock-up agreements can be waived, at any time, by Citigroup Global Markets Inc., Deutsche Bank
Securities Inc., and UBS Securities LLC, at their discretion, without prior notice or announcement, to allow us or our executive officers,
directors, stockholders and holders of our convertible notes to sell shares of our common stock. If the terms of the lock-up agreements are
waived, shares of our common stock will be available for sale in the public market sooner, which could reduce the price of our common stock.

Our certificate of incorporation, bylaws and convertible notes contain provisions that could delay or discourage a takeover attempt, which
could prevent the completion of a transaction in which our stockholders could receive a substantial premium over the then-current market
price for their shares.

        Certain provisions of our restated certificate of incorporation and our amended and restated bylaws may make it more difficult for, or have
the effect of discouraging, a third party from acquiring control of us or changing our board of directors and management. See "Description of
Capital Stock�Anti Takeover Effects of Various Provisions of Delaware Law and Our Restated Certificate of Incorporation and Amended and
Restated Bylaws." These provisions:

�
permit our board of directors to issue additional shares of common stock and preferred stock and to establish the number of
shares, series designation, voting powers (if any), preferences, other special rights, qualifications, limitations or restrictions
of any series of preferred stock;

�
limit the ability of stockholders to amend our restated certificate of incorporation and bylaws, including supermajority
requirements;

�
allow only our board of directors, Chairman of the board of directors, Chief Strategist or Chief Executive Officer to call
special meetings of our stockholders;

�
eliminate the ability of stockholders to act by written consent;

�
require advance notice for stockholder proposals and director nominations;

�
limit the removal of directors and the filling of director vacancies; and

�
establish a classified board of directors with staggered three-year terms.

        In addition, our convertible notes provide that, upon a change of control, holders may require us to redeem all or a portion of their
convertible notes at a price equal to the principal amount of notes to be redeemed, plus any accrued and unpaid interest and potentially a
premium.

        Such provisions could have the effect of depriving stockholders of an opportunity to sell their shares at a premium over prevailing market
prices. Any delay or prevention of, or significant payments required to be made upon, a change of control transaction or changes in our board of
directors or management could deter potential acquirers or prevent the completion of a transaction in which our stockholders could receive a
substantial premium over the then-current market price for their shares.

21

Edgar Filing: VONAGE HOLDINGS CORP - Form S-1

26



Edgar Filing: VONAGE HOLDINGS CORP - Form S-1

27



SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

        This prospectus contains "forward-looking statements," which include information relating to future events, future financial performance,
strategies, expectations, competitive environment and regulation. Words such as "may," "should," "could," "would," "predicts," "potential,"
"continue," "expects," "anticipates," "future," "intends," "plans," "believes," "estimates," and similar expressions, as well as statements in future
tense, identify forward-looking statements. These forward-looking statements include, without limitation, statements regarding:

�
projections, predictions, expectations, estimates or forecasts as to broadband Internet access, VoIP adoption, our business,
financial and operating results and future economic performance;

�
proposed new product and service offerings;

�
expectations that regulatory developments or other matters will not have a material adverse effect on our consolidated
financial position, results of operations or liquidity; and

�
our management's goals and objectives and other similar expressions concerning matters that are not historical facts.

        Forward-looking statements should not be read as a guarantee of future performance or results and will probably not be accurate indications
of when such performance or results will be achieved. Forward-looking statements are based on information we have when those statements are
made or our management's good faith belief as of that time with respect to future events, and are subject to risks and uncertainties that could
cause actual performance or results to differ materially from those expressed in or suggested by the forward-looking statements. Important
factors that could cause such differences include, but are not limited to:

�
our history of operating losses;

�
the highly competitive nature of our industry;

�
decreasing telecommunications prices to consumers;

�
the acceptance of VoIP technology by mainstream consumers;

�
the differences between our calling service, including our emergency calling service, compared to incumbent telephony
providers;

�
system disruptions, power outages and failures of the third-party facilities and equipment we utilize and flaws in our
technology;

�
our ability to maintain adequate customer care and manage increases in our churn rate;

�
our ability to improve local number portability provisioning;

�
our ability to sustain the growth rates we have enjoyed so far;

�
the costs associated with being a public company and our ability to comply with the internal control and reporting
obligations of public companies;

Edgar Filing: VONAGE HOLDINGS CORP - Form S-1

28



�
our ability to manage our rapid growth, train additional personnel and improve our controls and procedures;

�
securities class action litigations initiated against us;

�
intellectual property litigation initiated against us and our ability to protect our internally developed systems and software;

�
the growth of broadband Internet access;

�
our ability to retain key personnel;

�
increasing regulation of our services and the imposition of federal, state and municipal sales and use taxes, fees or
surcharges on our services; and

�
our ability to comply with the FCC's new regulations regarding E-911 services;

        Forward-looking statements speak only as of the date the statements are made. You should not put undue reliance on any forward-looking
statements. We assume no obligation to update forward-looking statements to reflect actual results, changes in assumptions or changes in other
factors affecting forward-looking information, except to the extent required by applicable securities laws.
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USE OF PROCEEDS

        All of the shares of common stock offered by this prospectus are being sold by the selling stockholders. We will not receive any proceeds
from the sale of shares sold in this offering.

DIVIDEND POLICY

        In the past, we have not declared or paid cash dividends on our common stock, and we do not intend to pay any cash dividends on our
common stock. Rather, we intend to retain future earnings (if any) to fund the operation and expansion of our business and for general corporate
purposes. Subject to legal and contractual limits, our board of directors will make any decision as to whether to pay dividends in the future.

COMMON STOCK PRICE RANGE

        Our common stock has been listed on the New York Stock Exchange under the symbol "VG" since May 24, 2006. Prior to that time there
was no public market for our stock. American Stock Transfer and Trust Company is the transfer agent and registrar for our common stock. As of
August 4, 2006, there were approximately 178 record holders of our common stock. The following table sets forth, for the periods indicated, the
high and low sales prices for our common stock on the New York Stock Exchange.

2006 High Low

Second Quarter (from May 24, 2006) $ 17.25 $ 8.25
Third Quarter (through August 18, 2006) $ 8.82 $ 6.30
        A recent reported closing sale price for our common stock is set forth on the cover page of this prospectus.
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SELECTED HISTORICAL FINANCIAL DATA

        The following table sets forth our selected historical financial information. The statement of operations and cash flow data for the years
ended December 31, 2003, 2004 and 2005 and the balance sheet data as of December 31, 2004 and 2005 are derived from our audited
consolidated financial statements and related notes included in the back of this prospectus. The statement of operations and cash flow data for
the years ended December 31, 2001 and 2002 and the balance sheet data as of December 31, 2001, 2002 and 2003 are derived from our audited
consolidated financial statements and related notes not included in this prospectus. The statement of operations and cash flow data for the six
months ended June 30, 2005 and 2006 and the balance sheet data as of June 30, 2006 are derived from our unaudited consolidated financial
statements included in the back of this prospectus. In the opinion of management, the unaudited consolidated financial statements have been
prepared on the same basis as our audited consolidated financial statements and include all adjustments, consisting of only normal recurring
adjustments, necessary for a fair presentation of the information set forth therein. The results for any interim period are not necessarily indicative
of the results that may be expected for a full year.

        The results included below and elsewhere in this prospectus are not necessarily indicative of our future performance. You should read this
information together with "Capitalization," "Management's Discussion and Analysis of Financial Condition and Results of Operations" and our
consolidated financial statements and the related notes included elsewhere in this prospectus.

For the Years Ended December 31,
For the Six Months Ended

June 30,

2001(1) 2002 2003 2004 2005 2005 2006

(in thousands, except per share amounts)

Statement of Operations Data:
Operating Revenues:
Telephony services $ �$ 797 $ 16,905 $ 75,864 $ 258,165 $ 96,122 $ 248,294
Customer equipment and shipping � 174 1,817 3,844 11,031 4,023 13,967

� 971 18,722 79,708 269,196 100,145 262,261

Operating Expenses:
Direct cost of telephony
services(2) � 1,599 8,556 23,209 84,050 29,827 76,530
Direct cost of goods sold � 855 4,867 18,878 40,441 20,829 33,627
Selling, general and administrative 6,846 7,846 19,174 49,186 154,716 53,778 118,984
Marketing 50 1,983 11,819 56,075 243,404 117,373 178,452
Depreciation and amortization 550 1,114 2,367 3,907 11,122 3,876 10,699

7,446 13,397 46,783 151,255 533,733 225,683 418,292

Loss from operations (7,446) (12,426) (28,061) (71,547) (264,537) (125,538) (156,031)
Net loss $ (7,217) $ (12,742) $ (29,974) $ (69,921) $ (261,334) $ (123,625) $ (159,296)

Net loss per common share
calculation:
Net loss $ (7,217) $ (12,742) $ (29,974) $ (69,921) $ (261,334) $ (123,625) $ (159,296)
Imputed dividend on preferred
shares � � � � (605) � �

Net loss attributable to common
stockholders $ (7,217) $ (12,742) $ (29,974) $ (69,921) $ (261,939) $ (123,625) $ (159,296)

Net loss per common share:
Basic and diluted $ (5.68) $ (8.96) $ (21.14) $ (51.41) $ (189.67) $ (90.17) $ (4.85)

Weighted-average common shares
outstanding:
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For the Years Ended December 31,
For the Six Months Ended

June 30,

Basic and diluted 1,271 1,422 1,418 1,360 1,381 1,371 32,875
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For the Years Ended December 31,
For the Six Months Ended

June 30,

2001(1) 2002 2003 2004 2005 2005 2006

(in thousands, except per share amounts)

Statement of Cash Flow
Data:
Net cash used in operating
activities $ (6,284) $ (11,140) $ (16,583) $ (38,600) $ (189,765) $ (69,918) $ (118,332)
Net cash used in investing
activities (2,812) (4,935) (4,933) (73,707) (154,638) (95,821) (187,478)
Net cash provided by
financing activities 11,134 14,804 34,226 141,094 434,006 193,393 485,432

December 31,

June 30,
20062001 2002 2003 2004 2005

(dollars in thousands)

Balance Sheet Data (at period end):
Cash, cash equivalents and marketable
securities $ 2,806 $ 1,536 $ 14,245 $ 105,768 $ 266,379 $ 597,721
Property and equipment, net 2,892 5,262 9,325 16,290 103,638 124,734
Total assets 5,898 10,583 28,311 136,493 446,882 827,138
Convertible notes(3) � � � � 247,958 253,407
Capital lease obligations 104 31 5 � 22,431 24,725
Total liabilities 886 2,952 14,038 51,045 426,940 479,588
Total redeemable preferred stock � 15,968 51,409 192,521 388,427 �
Total stockholders' equity (deficit) 5,012 (8,337) (37,136) (107,073) (368,485) 347,550

(1)
Our consolidated financial statements for the fiscal year ended December 31, 2001 were audited by Arthur Andersen LLP, our former
independent auditor. In June 2002, Arthur Andersen LLP was convicted of federal obstruction of justice charges in connection with its
destruction of other clients' documents, which conviction was subsequently overturned. As a result of this conviction, Arthur Andersen
LLP has ceased operations and is no longer in a position to reissue its audit reports.

(2)
Excludes depreciation and amortization of $270 for 2001, $642 for 2002, $1,388 for 2003, $2,519 for 2004, $6,671 for 2005, $2,380
and $5,685 for the six months ended June 30, 2005 and 2006, respectively.

(3)
As of June 30, 2006, we had convertible notes with a principal amount of $253,612 before unamortized discount of $205.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

You should read the following discussion together with "Selected Historical Financial Data" and our consolidated financial statements and
the related notes included elsewhere in this prospectus. This discussion contains forward-looking statements, which involve risks and
uncertainties. Our actual results may differ materially from those we currently anticipate as a result of many factors, including the factors we
describe under "Risk Factors," "Special Note Regarding Forward-Looking Statements" and elsewhere in this prospectus.

Overview

        We are a leading provider of broadband telephone services with over 1.9 million subscriber lines as of August 1, 2006. Our services use
Voice over Internet Protocol, or VoIP, technology, which enables voice communications over the Internet through the conversion and
compression of voice signals into data packets. In order to use our service offerings, customers must have access to a broadband Internet
connection with sufficient bandwidth (generally 60 kilobits per second or more) for transmitting those data packets.

        We earn revenue and generate cash primarily through our broadband telephone service plans, each of which offers a different pricing
structure based on a fixed monthly fee. We generate most of our revenue from those fees, substantially all of which we bill to our customers'
credit cards one month in advance.

        We have invested heavily in an integrated marketing strategy to build a strong brand awareness that supports our sales and distribution
efforts. We acquire customers through a number of sales channels, including our websites, our toll free numbers and our presence in major
retailers located in the United States, Canada and the United Kingdom with whom we have developed relationships. We also acquire a
significant number of new customers through Refer-a-Friend, our online customer referral program.

        We launched our service in the United States in October 2002, in Canada in November 2004 and in the United Kingdom in May 2005.
Since our U.S. launch, we have experienced rapid revenue and subscriber line growth. Our revenue was $18.7 million in 2003, $79.7 million in
2004, $269.2 million in 2005 and $100.1 million and $262.3 million for the six months ended June 30, 2005 and June 30, 2006, respectively.

        While our revenue has grown rapidly, we have incurred an accumulated deficit of $541.6 million from our inception through June 30, 2006.
Although our net losses initially were driven primarily by start-up costs and the cost of developing our technology, more recently our net losses
have been driven by our growth strategy. In order to grow our customer base and revenue, we have chosen to increase our marketing expenses
significantly, rather than seeking to generate net income. In addition, we plan to continue to invest in research and development and customer
care. We are pursuing growth, rather than profitability, in the near term to capitalize on the current expansion of the broadband and VoIP
markets, and to establish and maintain a leading position in the market for broadband telephone services. We incurred marketing expense of
$178.5 million and a net loss of $159.3 million for the six months ended June 30, 2006, respectively. We intend to continue to pursue growth
because we believe it will position us as a strong competitor in the long term. Although we believe we will achieve profitability in the future, we
ultimately may not be successful and we may never achieve profitability.
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Trends in Our Industry and Business

        A number of trends in our industry and business have a significant effect on our results of operations and are important to an understanding
of our financial statements. These trends include:

        Broadband adoption.    The number of U.S. households with broadband Internet access has grown significantly. We expect this trend to
continue. We benefit from this trend because our service requires a broadband Internet connection and our potential addressable market
increases as broadband adoption increases.

        Changing competitive landscape.    We are facing increasing competition from other companies that offer multiple services such as cable
television, voice and broadband Internet service. Several of these competitors are offering VoIP or other voice services as part of a bundle, in
which they offer voice services at a lower price than we do to new subscribers. In addition, several of these competitors are working to develop
new integrated offerings that we cannot provide and that could make their services more attractive to customers. We also compete against
established alternative voice communication providers and independent VoIP service providers. Some of these service providers may choose to
sacrifice revenue in order to gain market share and have offered their services at lower prices or for free. These offerings could negatively affect
our ability to acquire new customers or retain our existing customers.

        Subscriber line growth.    Since our launch, we have experienced rapid subscriber line growth. For example, we grew from 85,717
subscriber lines as of December 31, 2003 to 390,566 as of December 31, 2004 to 1,269,038 as of December 31, 2005. In addition, we grew from
847,849 subscriber lines as of June 30, 2005 to 1,853,253 as of June 30, 2006, or over 1 million incremental subscriber lines. We believe we will
continue to add a significant number of subscriber lines in future periods; however, we do not expect to sustain our historical subscriber line
growth rate on a percentage basis due to a combination of increased competition, a significantly larger and growing customer base and
increasing saturation among our initial target customer base, which included many early adopters.

        Average monthly customer churn.    For the three months ended June 30, 2006, we experienced average monthly customer churn of 2.3%
compared to 2.1% for the three months ended June 30, 2005. We believe this increase was driven by our continued rapid growth and inability to
hire enough qualified customer care employees which led to less than satisfactory customer care during the first half of 2006. We are working to
improve our customer care. We believe that our churn will fluctuate over time and may continue to increase as we shift our marketing focus
from early adopters to mainstream customers and acquire customers from new sources, such as outbound telemarketing, that historically have
had a higher churn rate.

        Average monthly revenue per line.    Our average monthly revenue per line increased to $27.70 for the three months ended June 30, 2006
compared to $26.63 for the three months ended June 30, 2005. For 2006, we believe that our average monthly revenue per line will remain
steady or slightly increase. We recently began charging customers an Emergency 911 Cost Recovery fee, which has increased average monthly
revenue per line. In addition, an increasing number of customers are choosing the residential unlimited plan as a result of the first month free
promotion which has a positive effect on longer term average monthly revenue per line. These increases could be negatively impacted by the
timing and duration of promotions such as the second line promotion introduced in late May 2006. In addition, in May 2006 we started offering
free calls to certain countries in Europe for customers on our unlimited plans, which will decrease average monthly revenue per line.

        Average monthly direct cost of telephony services per line.    Our average monthly direct cost of telephony services per line decreased to
$7.52 for the three months ended June 30, 2006 compared to $7.94 for the three months ended June 30, 2005. This decrease has been driven by
changes in customers' calling patterns, as international calling is a lower portion of our overall call volume, and by
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our fixed network costs being spread over a larger subscriber line base. These decreases were partially offset by the costs of E-911 compliance.

        Regulation.    Our business has developed in an environment largely free from regulation. However, the United States and other countries
are examining how VoIP services should be regulated, and a number of initiatives could have an impact on our business. For example, the FCC
has concluded that wireline broadband Internet access, such as DSL and Internet access provided by cable companies, is an information service
and is subject to lighter regulation than telecommunications services. This order may give providers of wireline broadband Internet access the
right to discriminate against our services, charge their customers an extra fee to use our service or block our service. We believe it is unlikely
that this will occur on a widespread basis, but if it does it would have a material adverse effect on us. Other regulatory initiatives include the
assertion of state regulatory authority over us, FCC rulemaking regarding emergency calling services and proposed reforms for the intercarrier
compensation system. In addition, the FCC recently concluded that VoIP providers must begin contributing to the Universal Service Fund on
October 1, 2006, an order that we are appealing. The Internal Revenue Service, however, has discontinued the requirement to collect the Federal
Excise Tax, which we stopped collecting on June 24, 2006. Complying with regulatory developments will impact our business by increasing our
operating expenses, including legal and consulting fees, requiring us to make significant capital expenditures or increasing the taxes and
regulatory fees we pay. For additional information about these and other regulatory risks we face, See "Regulation" elsewhere in this prospectus.

        E-911 roll-out.    As of August 11, 2006, we were providing E-911 services to approximately 84% of our U.S. subscriber lines. We expect
to complete the E-911 roll-out to nearly all of our remaining subscriber lines within the year. If the FCC orders us to disconnect customers or
stop accepting new customers in areas where we have not yet implemented E-911 capability, it would reduce our subscriber growth while we
work to complete the roll-out. This may result in an increase in our marketing cost per gross subscriber line addition, since most of our
marketing programs are national in nature and we cannot significantly reduce our marketing costs in areas in which we could not accept new
customers.

Operating Revenues

        Operating revenues consists of telephony services revenue and customer equipment and shipping revenue.

        Telephony services revenue.    Substantially all of our operating revenues are telephony services revenue. In the United States, we offer two
residential plans, "Residential Premium Unlimited" and "Residential Basic 500," and two small office and home office plans, "Small Business
Unlimited" and "Small Business Basic." Each of our unlimited plans offers unlimited domestic calling (including Puerto Rico) and unlimited
calls to Canada, subject to certain restrictions, and each of our basic plans offers a limited number of domestic calling minutes per month. Under
our basic plans, we charge on a per minute basis when the number of domestic calling minutes included in the plan is exceeded for a particular
month. International calls (except for calls to certain European countries) under our unlimited plans are charged on a per minute basis. These per
minute fees are not included in our monthly subscription fees. We offer similar plans in Canada and the United Kingdom.

        We derive most of our telephony services revenue from monthly subscription fees that we charge our customers under our service plans.
We also offer residential fax service, virtual phone numbers, toll free numbers and other services, for each of which we charge an additional
monthly fee. One business fax line is included with each of our two small office and home office plans, but we charge monthly fees for
additional business fax lines. We automatically charge these fees to our customers' credit cards monthly in advance. We automatically charge the
per minute fees not included in our monthly subscription fees to our customers' credit cards monthly in arrears unless they exceed a certain
dollar threshold, in which case they are charged immediately.

28

Edgar Filing: VONAGE HOLDINGS CORP - Form S-1

36



        By collecting monthly subscription fees in advance and certain other charges immediately after they are incurred, we are able to reduce the
amount of accounts receivable that we have outstanding, thus allowing us to have lower working capital requirements. Collecting in this manner
also helps us mitigate bad debt exposure, which is recorded as a reduction to revenue. If a customer's credit card is declined, we generally
suspend international calling capabilities as well as the customer's ability to incur domestic usage charges in excess of their plan minutes.
Historically, in most cases, we are able to correct the problem with the customer within the current monthly billing cycle. If the customer's credit
card cannot be successfully processed during two billing cycles (i.e. the current and subsequent month's billing cycle), we terminate the account.

        We also generate revenue by charging a fee for activating service. Through June 2005, we charged an activation fee to our direct channel
customers, or those customers who purchase equipment directly from us. Beginning in July 2005, we also began charging an activation fee to
our retail channel customers, or customers who purchase equipment from retail stores. For our direct channel customers, activation fees, together
with the related customer acquisition amounts for equipment, are deferred and amortized over the estimated average customer relationship
period. For our retail channel customers, rebates and retailer commissions up to but not exceeding the activation fee, are also deferred and
amortized over the estimated average customer relationship period. The amortization of deferred customer equipment expense is recorded to
direct cost of goods sold. The amortization of deferred rebates is recorded as a reduction to telephony services revenue. The amortization of
deferred retailer commissions is recorded as marketing expense. Through December 31, 2004, we estimated that the average customer
relationship period would be 30 months based upon comparisons to other telecommunications companies. For 2005, this period was reevaluated
based on our experience to date and we now estimate it will be 60 months. We have applied the 60-month customer relationship period on a
prospective basis beginning January 1, 2005. For 2006, we have confirmed that the customer relationship period should be 60 months.

        In the United States, we charge regulatory recovery fees on a monthly basis to defray the costs associated with regulatory consulting and
compliance as well as related litigation, E-911 compliance and to cover taxes that we are charged by the suppliers of telecommunications
services. We record these fees as revenue.

        Prior to June 30, 2005, we generally charged a disconnect fee to customers who did not return their customer equipment to us upon
termination of service, regardless of the length of time between activation and termination. On July 1, 2005, we changed our termination policy.
We no longer accept returns of any customer equipment after 30 days, and we charge a disconnect fee to customers who terminate their service
within one year of activation. Disconnect fees are recorded as revenue and are recognized at the time the customer terminates service.

        Telephony services revenue is offset by the cost of certain customer acquisition activities, such as rebates and promotions.

        Customer equipment and shipping revenue.    Customer equipment and shipping revenue consists of revenue from sales of customer
equipment to our wholesalers or directly to customers. In addition, customer equipment and shipping revenue includes the fees that we charge
our customers for shipping any equipment to them.

Operating Expenses

        Operating expenses consists of direct cost of telephony services, direct cost of goods sold, selling, general and administrative expense,
marketing expense and depreciation and amortization.
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        Direct cost of telephony services.    Direct cost of telephony services primarily consists of fees that we pay to third parties on an ongoing
basis in order to provide our services. These fees include:

�
Access charges that we pay to other telephone companies to terminate domestic and international calls on the public
switched telephone network. These costs represented approximately 57% and 64% of our direct cost of telephony services
for the three months ended June 30, 2006 and 2005, respectively, with a portion of these payments ultimately being made to
incumbent telephone companies. When a Vonage subscriber calls another Vonage subscriber, we do not pay an access
charge.

�
The cost of leasing interconnections to route calls over the Internet and transfer calls between the Internet and the public
switched telephone networks of various long distance carriers.

�
The cost of leasing from other telephone companies the telephone numbers that we provide to our customers. We lease these
telephone numbers on a monthly basis.

�
The cost of co-locating our regional data connection point equipment in third-party facilities owned by other telephone
companies, internet service providers, or collocation facility providers.

�
The cost of providing local number portability, which allows customers to move their existing telephone numbers from
another provider to our service. Only regulated telecommunications providers have access to the centralized number
databases that facilitate this process. Because we are not a regulated telecommunications provider, we must pay other
telecommunications providers to process our local number portability requests.

�
The cost of complying with the new FCC regulations regarding VoIP emergency services, which require us to provide
enhanced emergency dialing capabilities to transmit 911 calls for all of our customers.

�
Taxes that we pay on our purchase of telecommunications services from our suppliers.

        Direct cost of goods sold.    Direct cost of goods sold primarily consists of costs that we incur when a customer first subscribes to our
service. These costs include:

�
The cost of the equipment that we provide to customers who subscribe to our service through our direct sales channel in
excess of activation fees. The remaining cost of customer equipment is deferred and amortized over the estimated average
customer relationship period.

�
The cost of shipping and handling for customer equipment, together with the installation manual, that we ship to customers.

�
The cost of products or services that we give customers as promotions.

        Selling, general and administrative expense.    Selling, general and administrative expense includes:

�
Compensation and benefit costs for all employees, which is the largest component of selling, general and administrative
expense and includes customer care, research and development, network engineering and operations, sales and marketing,
executive, legal, finance, human resources and business development personnel.

�
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Compensation expense related to stock-based awards to employees and directors.

�
Outsourced labor related to customer care and retail in-store support activities.

�
Transaction fees paid to credit card companies, which include a per transaction charge in addition to a percent of billings
charge.

�
Rent and related expenses.

�
Professional fees for legal, accounting, tax, public relations, lobbying and development activities.
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        We anticipate an increase in our selling, general and administrative expense as we hire additional personnel to address our growing
subscriber base and to handle the obligations of a public company but expect selling, general and administrative expense to decrease as a
percentage of revenue in 2006.

        Marketing expense.    Marketing expense consists of:

�
Advertising costs, which comprise a majority of our marketing expense and include online, television, print and radio
advertising, direct mail, alternative media, promotions, sponsorships and inbound and outbound telemarketing.

�
Creative and production costs.

�
The costs to serve and track our online advertising.

�
Certain amounts we pay to retailers for newspaper insert advertising, product placement and activation commissions.

�
The cost associated with our customer referral program.

        For 2006, we expect to spend between $360 million and $380 million for marketing expense, compared to $243.4 million in 2005. Because
our marketing commitments are generally six weeks or less in duration, we are able to significantly reduce marketing expense relatively quickly
if it becomes prudent to do so.

        Depreciation and amortization expenses.    Depreciation and amortization expenses include:

�
Depreciation of our network equipment, furniture and fixtures, and employee computer equipment.

�
Amortization of leasehold improvements and purchased software.

�
Amortization of intangible assets (patents).

Other Income (Expense)

        Other Income (Expense) consists of:

�
Interest income on cash, cash equivalents and marketable securities.

�
Interest expense on notes payable and capital leases.

�
Amortization of deferred financing costs.

�
Accretion of convertible notes.

�
Gain or loss on disposal of property and equipment.

�
Debt conversion expense relating to the conversion of notes payable to equity.
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        For 2006 and subsequent years through 2010, we will have annual interest expense on our convertible notes of at least $12.7 million unless
the convertible notes are converted or repaid prior to their maturity date. This amount will increase if we pay interest in kind on these notes.

31

Edgar Filing: VONAGE HOLDINGS CORP - Form S-1

41



Key Operating Data

        The following table contains certain key operating data that our management uses to measure the growth of our business and our operating
performance:

For the Years Ended
December 31,

For the Six Months Ended
June 30,

2003 2004 2005 2005 2006

Operating and Other Data (unaudited):
Gross subscriber line additions 91,522 364,214 1,099,641 542,433 798,895
Net subscriber line additions 77,936 304,849 878,472 457,283 584,215
Subscriber lines(1) 85,717 390,566 1,269,038 847,849 1,853,253
Average monthly customer churn 2.5% 1.8% 2.1% 2.0% 2.3%
Average monthly revenue per line $ 33.37 $ 27.89 $ 27.03 $ 26.96 $ 28.00
Average monthly telephony services revenue per
line $ 30.13 $ 26.55 $ 25.93 $ 25.87 $ 26.51
Average monthly direct cost of telephony
services per line $ 15.25 $ 8.12 $ 8.44 $ 8.03 $ 8.17
Marketing costs per gross subscriber line
addition $ 129.14 $ 153.96 $ 221.35 $ 216.38 $ 223.37
Employees (excluding temporary help)(1) 189 648 1,355 1,397 1,602

(1)
At end of period

        Gross subscriber line additions.    Gross subscriber line additions for a particular period are calculated by taking the net subscriber line
additions during that particular period and adding to that the number of subscriber lines that terminated during that period. This number does not
include subscriber lines both added and terminated during the period, where termination occurred within the first 30 days after activation. The
number does include, however, subscriber lines added during the period that are terminated within 30 days of activation but after the end of the
period.

        Net subscriber line additions.    Net subscriber line additions for a particular period reflect the number of subscriber lines at the end of the
period, less the number of subscriber lines at the beginning of the period.

        Subscriber lines.    Our subscriber lines include, as of a particular date, all subscriber lines from which a customer can make an outbound
telephone call on that date. Our subscriber lines include fax lines, the Vonage V-Phone and SoftPhones but do not include our virtual phone
numbers or toll free numbers, which only allow inbound telephone calls to customers. We added over 1 million net subscriber lines from
847,849 subscriber lines as of June 30, 2005 to 1,853,253 as of June 30, 2006. The increase in our subscriber lines was directly related to an
increase in our advertising spending in additional marketing channels such as direct mail, alternative media and outbound telemarketing while
reducing our reliance on online advertising as we hope to reach more mainstream consumers.

        Average monthly customer churn.    Average monthly customer churn for a particular period is calculated by dividing the number of
customers that terminated during that period by the simple average number of customers during the period, and dividing the result by the number
of months in the period. The simple average number of customers during the period is the number of customers on the first day of the period,
plus the number of customers on the last day of the period, divided by two. Terminations, as used in the calculation of churn statistics, do not
include customers terminated during the period if termination occurred within the first 30 days after activation. Our average monthly customer
churn was 2.3% for the six months ended June 30, 2006 compared to 2.0% for the six months ended June 30, 2005. We believe this increase was
driven by our continued rapid growth and inability to hire enough qualified customer care employees which led to less than satisfactory
customer care
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during the first half of 2006. We are working to improve our customer care. We monitor churn on a daily basis and use it as an indicator of the
level of customer satisfaction. Other companies may calculate churn differently, and their churn data may not be directly comparable to ours.
Customers who have been with us for a year or more tend to have a significantly lower churn rate than customers who have not. This means that
during periods of rapid customer growth, or if we fail to address issues with our customer care, our churn rate is likely to increase. In addition,
our churn will fluctuate over time and may increase as we shift our marketing focus from early adopters to mainstream customers and acquire
customers from new sources, such as outbound telemarketing, that historically have had a higher churn rate. Also, our churn rate could be
negatively affected by increased competition.

        Average monthly revenue per line.    Average monthly revenue per line for a particular period is calculated by dividing our total revenue for
that period by the simple average number of subscriber lines for the period, and dividing the result by the number of months in the period. The
simple average number of subscriber lines for the period is the number of subscriber lines on the first day of the period, plus the number of
subscriber lines on the last day of the period, divided by two. Our average monthly revenue per line was $28.00 for the six months ended
June 30, 2006 compared to $26.96 for the six months ended June 30, 2005.

        Average monthly telephony services revenue per line.    Average monthly telephony services revenue per line for a particular period is
calculated by dividing our total telephony services revenue for that period by the simple average number of subscriber lines for the period, and
dividing the result by the number of months in the period. Our average monthly telephony services revenue per line was $26.51 for the six
months ended June 30, 2006 compared with $25.87 for the six months ended June 30, 2005.

        Average monthly direct cost of telephony services per line.    Average monthly direct cost of telephony services per line for a particular
period is calculated by dividing our direct cost of telephony services for that period by the simple average number of subscriber lines for the
period, and dividing the result by the number of months in the period. We use the average monthly direct cost of telephony services per line to
evaluate how effective we are at managing our costs of providing service.

        Marketing cost per gross subscriber line addition.    Marketing cost per gross subscriber line addition is calculated by dividing our
marketing expense for a particular period by the number of gross subscriber line additions during the period. Marketing expense does not include
the cost of certain customer acquisition activities, such as rebates and promotions, which are accounted for as an offset to revenues, or customer
equipment subsidies, which are accounted for as direct cost of goods sold. As a result, it does not represent the full cost to us of obtaining a new
customer. Our marketing cost per gross subscriber line addition has fluctuated over time and may increase in 2006 for several reasons. We will
increase our advertising spending and have added advertising in more expensive media with a broader reach, such as television, to enhance our
brand awareness. In addition, we believe it is generally more expensive to acquire mainstream consumers than early adopters of new
technologies and we have increased our focus on more mainstream consumers.

        When we increase our total marketing expense, we generally experience, over the short term, a significant increase in marketing cost per
gross subscriber line addition. However, we track the efficiency of our marketing programs and make adjustments on how we allocate our funds.
These adjustments can result in a subsequent slight decrease in marketing cost per gross subscriber line addition after the initial increase in
marketing expense.

        Employees.    Employees represent the number of personnel that are on our payroll and exclude temporary or outsourced labor. One
challenge we face in enhancing the efficiency of our selling, general and administrative expense is our high turnover among our customer care
employees.

        Other Operating Data.    In addition to traditional metrics for evaluating financial performance, we also closely monitor the results from
operations from existing customers, prior to our marketing expense and net equipment subsidy associated with attracting new customers. While
we have incurred
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substantial and increasing net losses over the prior three-year period, we have been successful in increasing the income resulting from operations
prior to the inclusion of the marketing expense and net equipment subsidy. These excluded items remain largely in our discretionary control.

Results of Operations

Three Months
Ended June 30,

Six Months
Ended June 30,

2006 2005 2006 2005

Operating Revenues:
Telephony services 95% 97% 95% 96%
Customer equipment and shipping 5 3 5 4

100 100 100 100

Operating Expenses:
Direct cost of telephony services (excluding depreciation and amortization) 27 30 29 30
Direct cost of goods sold 11 16 13 21
Selling, general and administrative 46 56 45 54
Marketing 63 104 68 117
Depreciation and amortization 4 4 4 4

151 210 159 226

Loss from operations (51) (110) (59) (126)

Other Income (Expense):
Interest income 3 2 3 2
Interest expense (3) � (4) �

� 2 (1) 2
Loss before income taxes (51) (108) (60) (124)
Income taxes � � � �

Net loss (51)% (108)% (60)% (124)%

Three Months Ended June 30, 2006 Compared to the Three Months Ended June 30, 2005

Telephony Services Revenue and Direct Cost of Telephony Services

Three Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Telephony services $ 136,636 $ 57,539 $ 79,097 137%
Direct cost of telephony services (excluding depreciation and
amortization of $3,133 and $1,426, respectively) 38,946 17,719 21,227 120%
        Telephony services revenue.    The increase in telephony services revenue of $79.1 million, or 137%, was primarily due to an increase of
$59.8 million in monthly subscription fees resulting from an increased number of subscriber lines, which grew from 847,849 at June 30, 2005 to
1,853,253 at June 30, 2006. Also, the growing number of subscriber lines generated additional revenue from activation fees of $2.0 million,
increased revenue of $5.8 million from a higher volume of international calling, increased revenue of $1.0 million from customers exceeding
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their plan minutes and increased revenue of $6.6 million in regulatory fees we collected from customers. Additionally, add-on features to our
service plans generated an increase of $2.5 million and we had a $2.1 million increase in the fees we charge for disconnecting our service. The
increase in revenue from additional subscriber lines was partially offset by customer credits, rebates, bad debt and other promotional items of
$1.7 million. We believe that telephony services revenue will continue to increase in 2006, as we expect an increase in the number of
subscribers. However, we might not experience the same rapid growth as in prior years.
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        Direct cost of telephony services.    The increase in direct cost of telephony services of $21.2 million, or 120%, was primarily due to the
increase in the number of subscriber lines, which increased the costs that we pay other phone companies for terminating phone calls by
$11.3 million. We also incurred increased costs of $3.9 million for establishing compliance systems for E-911 services and for E-911 call
processing. Our network costs, which includes costs for co-locating in other carriers' facilities, for leasing phone numbers, routing calls on the
Internet, and transferring calls to and from the Internet to the public switched telephone network, increased by $3.6 million. Also, the cost of
porting phone numbers for our customers increased by $1.8 million.

Customer Equipment and Shipping Revenue and Direct Cost of Goods Sold

Three Months Ended
June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Customer equipment and shipping revenue $ 6,742 $ 1,896 $ 4,846 256%
Direct cost of goods sold 16,047 9,241 6,806 74%

Customer equipment and shipping gross loss $ (9,305) $ (7,345) $ (1,960) 27%

        Customer equipment and shipping revenue.    Our customer equipment and shipping revenue increased by $4.8 million, or 256%, primarily
due to an increase in the number of new customers subscribing to our services, resulting in incremental shipping revenue of $2.0 million. In
addition, we changed our default shipping option to second day shipping in late February 2006 resulting in higher shipping fees. Customer
equipment sales increased by $2.8 million, as in the fourth quarter of 2005 we began to offer our direct customers the option of upgrading their
customer equipment at the time of customer sign-up for an additional fee. We expect that customer equipment and shipping revenue will
continue to increase in 2006 as a result of growth in our customer base and customer equipment upgrades.

        Direct cost of goods sold.    The increase in direct cost of goods sold of $6.8 million, or 74%, was due largely to the increase in the number
of new customers subscribing to our services, which resulted in additional costs of $5.3 million associated with our provision of customer
equipment, as well as additional costs for shipping customer equipment of $1.5 million, including incremental costs associated with second day
shipping.

Selling, General and Administrative

Three Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Selling, general and administrative $ 66,109 $ 33,225 $ 32,884 99%
        Selling, general and administrative.    The increase in selling, general and administrative expenses of $32.9 million, or 99%, was primarily
due to an increase in the number of our employees, which grew to 1,602 full time employees at June 30, 2006 from 1,397 at June 30, 2005, and
an increase in outsourced labor. This increase resulted in higher wages, employee-related benefits, fees for recruitment of new employees and
outsourced labor costs of $17.6 million. On January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123 (revised 2004),
and accordingly have recognized $8.2 million of compensation expense for stock-based awards for the three months ended June 30, 2006. As a
result of our high turnover among our customer care employees, we have experienced an increase in training and recruiting costs. Also, we
experienced an increase in our facility maintenance and other
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administrative expenses of $4.0 million partially due to the relocation of our headquarters. As we continued to add customers, our credit card
fees have increased as well by $2.7 million.

        While selling, general and administrative expenses have increased, they have decreased as a percentage of revenue from 56% for the three
months ended June 30, 2005 to 46% for the three months ended June 30, 2006. For 2006, we believe that selling, general and administrative
expenses will continue to increase as we expect an increase in the number of our employees and outsourced labor. We also expect to incur
additional costs related to being a public company, and we expect an increase in credit card fees as the number of our subscribers and revenues
grow. However, we expect these expenses to continue to decrease as a percentage of revenue.

Marketing

Three Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Marketing $ 90,164 $ 61,937 $ 28,227 46%
        Marketing.    The increase in marketing expense of $28.2 million, or 46%, was primarily due to an increase in television advertising, direct
mail campaigns and telemarketing fees of $37.1 million offset by a decrease of $16.5 million in online and radio advertising. We have slightly
shifted our focus of advertising to reach out to the mainstream consumer and increase brand awareness, primarily with our television
commercials and by sponsoring events such as the Preakness Stakes and World Cup Soccer.

        We also had increased costs of $2.0 million for advertising agency fees and $4.2 million for other miscellaneous marketing fees. In
addition, we had increased costs of $1.3 million related to our retail channel including costs of advertisements and in-store placement fees as
well as activation commissions to retailers.

        For 2006, we will continue to incur a significant amount of marketing costs as we pursue our growth strategy of increasing our subscriber
and revenue base.

Depreciation and Amortization

Three Months Ended
June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Depreciation and amortization $ 5,740 $ 2,266 $ 3,474 153%
        Depreciation and amortization.    The increase in depreciation and amortization of $3.5 million, or 153%, was primarily due to an increase
in capital expenditures for the continued expansion of our network, computer equipment for our new employees and leasehold improvements for
our Holmdel, New Jersey headquarters.

Other Income (Expense)

Three Months Ended
June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Interest income $ 3,980 $ 1,336 $ 2,644 198%
Interest expense (4,484) (1) (4,483) *
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Three Months Ended
June 30,Other, net (4) (5) 1 (20%)

$ (508) $ 1,330 $ (1,838)
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        Interest income.    The increase in interest income of $2.6 million was due to an increase in cash, cash equivalents and marketable securities
from our convertible notes issued in December 2005 and January 2006 and our initial public offering in May 2006.

        Interest expense.    The increase in interest expense of $4.5 million was primarily related to interest on our convertible notes that were
issued in December 2005 and January 2006. Interest expense will increase significantly in 2006 as we will incur a full year of interest expense
on our convertible notes.

Provision for Income Taxes

        We have net losses for financial reporting purposes. Recognition of deferred tax assets will require generation of future taxable income.
There can be no assurance that we will generate sufficient taxable income in future years. Therefore, we established a valuation allowance on net
deferred tax assets of $213.9 million as of June 30, 2006.

        As of June 30, 2006, we had net operating loss carryforwards for U.S. federal and state tax purposes of $448.3 million and $434.2 million,
respectively, expiring at various times from years ending 2020 through 2026. In addition, we had net operating loss carryforwards for Canadian
tax purposes of $32.2 million expiring through 2013. We also had net operating loss carryforwards for United Kingdom tax purposes of
$10.7 million with no expiration date.

Net Loss

Three Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Net loss $ (74,136) $ (63,623) $ (10,513) 17%
        Net Loss.    Because the increases in expenses exceeded the increases in revenues described above, our net loss increased by $10.5 million,
or 17%, to $74.1 million for the three months ended June 30, 2006 from $63.6 million for the three months ended June 30, 2005.

Six Months Ended June 30, 2006 Compared to the Six Months Ended June 30, 2005

Telephony Services Revenue and Direct Cost of Telephony Services

Six Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Telephony services $ 248,294 $ 96,122 $ 152,172 158%
Direct cost of telephony services (excluding depreciation and
amortization of $5,685 and $2,380, respectively) 76,530 29,827 46,703 157%
        Telephony services revenue.    The increase in telephony services revenue of $152.2 million, or 158%, was primarily due to an increase of
$115.0 million in monthly subscription fees resulting from an increased number of subscriber lines, which grew from 847,849 at June 30, 2005
to 1,853,253 at June 30, 2006. Also, the growing number of subscriber lines generated additional revenue from activation fees of $4.0 million,
increased revenue of $12.8 million from a higher volume of international calling, increased revenue of $2.2 million from customers exceeding
their plan minutes and increased revenue of $11.5 million in regulatory fees collected from customers. Additionally, add-on features to our
service plans generated an increase of $4.9 million and we had a $4.2 million increase in the fees we charge for disconnecting our service. The
increase in revenue from additional subscriber lines was partially offset by customer credits, rebates, bad debt and other promotional items of
$3.9 million.
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        Direct cost of telephony services.    The increase in direct cost of telephony services of $46.7 million, or 157%, was primarily due to the
increase in the number of subscriber lines, which increased the costs that we pay other phone companies for terminating phone calls by
$25.5 million. We also incurred increased costs of $7.6 million for establishing compliance systems for E-911 services and for E-911 call
processing. Our network costs for co-locating in other carriers' facilities, for leasing phone numbers, routing calls on the Internet, and
transferring calls to and from the Internet to the public switched telephone network increased by $7.7 million. Also, the cost for porting phone
numbers increased by $5.0 million.

Customer Equipment and Shipping Revenue and Direct Cost of Goods Sold

Six Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Customer equipment and shipping revenue $ 13,967 $ 4,023 $ 9,944 247%
Direct cost of goods sold 33,627 20,829 12,798 61%

Customer equipment and shipping gross loss $ (19,660) $ (16,806) $ (2,854) 17%

        Customer equipment and shipping revenue.    Our customer equipment and shipping revenue increased by $9.9 million, or 247%, primarily
due to an increase in the number of new customers subscribing to our services. Customer equipment sales increased by $6.0 million, as in the
fourth quarter of 2005 we began to offer our direct customers the option of upgrading their customer equipment at the time of customer sign-up
for an additional fee. Also, there was additional increased incremental shipping revenue of $3.9 million related to the increase in new customers
and a change of our default shipping option to second day shipping in late February 2006 resulting in higher shipping fees.

        Direct cost of goods sold.    The increase in direct cost of goods sold of $12.8 million, or 61%, was due largely to the increase in the
number of new customers subscribing to our services, which resulted in additional costs of $10.0 million associated with our provision of
customer equipment, as well as increased costs of shipping equipment to customers of $2.8 million, including incremental costs associated with
second day shipping.

Selling, General and Administrative

Six Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Selling, general and administrative $ 118,984 $ 53,778 $ 65,206 121%
        Selling, general and administrative.    The increase in selling, general and administrative expenses of $65.2 million, or 121%, was primarily
due to an increase in the number of our employees, which grew to 1,602 full time employees at June 30, 2006 from 1,397 at June 30, 2005, and
an increase in outsourced labor. This increase resulted in higher wages, employee-related benefits, fees for recruitment of new employees and
outsourced labor costs of $34.2 million. On January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123 (revised 2004),
and accordingly have recognized $12.6 million of compensation expense for stock-based awards for the six months ended June 30, 2006. As a
result of our high turnover among our customer care employees, we have experienced an increase in training and recruiting costs. Also, we
experienced an increase in our facility maintenance and other administrative expenses of $8.7 million partially due to the relocation of our
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headquarters and a slight increase in professional fees of $1.7 million. As we continued to add customers, our credit card fees have increased as
well by $5.2 million.

        While selling, general and administrative expenses have increased, they have decreased as a percentage of revenue from 54% for the six
months ended June 30, 2005 to 45% for the six months ended June 30, 2006.

Marketing

Six Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Marketing $ 178,452 $ 117,373 $ 61,079 52%
        Marketing.    The increase in marketing expense of $61.1 million, or 52%, was primarily due to an increase in television advertising, direct
mail campaigns and telemarketing fees of $70.2 million offset by a decrease of $23.7 million in online and radio advertising. We have slightly
shifted our focus of advertising to reach out to the mainstream consumer and increase brand awareness, primarily with our television
commercials and by sponsoring events such as the Preakness Stakes and World Cup Soccer.

        We also had increased costs of $5.3 million for advertising agency fees and $5.9 million for other miscellaneous marketing fees. In
addition, we had increased costs of $3.4 million related to our retail channel including costs of advertisements and in-store placement fees as
well as activation commissions to retailers.

Depreciation and Amortization

Six Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Depreciation and amortization $ 10,699 $ 3,876 $ 6,823 176%
        Depreciation and amortization.    The increase in depreciation and amortization of $6.8 million, or 176%, was primarily due to an increase
in capital expenditures for the continued expansion of our network, system enhancements for customer care and computer equipment for our
new employees.

Other Income (Expense)

Six Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Interest income $ 6,721 $ 1,914 $ 4,807 251%
Interest expense (9,978) (1) (9,977) *
Other, net (8) � (8) *

$ (3,265) $ 1,913 $ (5,178)

        Interest income.    The increase in interest income of $4.8 million was primarily due to an increase in cash, cash equivalents and marketable
securities from our convertible notes issued in December 2005 and January 2006 and our initial public offering in May 2006.
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        Interest expense.    The increase in interest expense of $10.0 million was primarily related to interest on our convertible notes that were
issued in December 2005 and January 2006.
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Net Loss

Six Months Ended June 30,

$
Change

%
Change2006 2005

(dollars in thousands)

Net loss $ (159,296) $ (123,625) $ (35,671) 29%
        Because the increases in expenses exceeded the increases in revenues described above, our net loss increased by $35.7 million, or 29%,
from $123.6 million for the six months ended June 30, 2005 to $159.3 million for the six months ended June 30, 2006.

Year Ended December 31, 2005 Compared to the Year Ended December 31, 2004

        The following table sets forth, as a percentage of consolidated operating revenues, our consolidated statements of operations for the periods
indicated:

For the Years Ended
December 31,

2004 2005

Operating Revenues:
Telephony services 95% 96%
Customer equipment and shipping 5 4

100 100

Operating Expenses:
Direct cost of telephony services (excluding depreciation and amortization) 29 31
Direct cost of goods sold 24 15
Selling, general and administrative 62 58
Marketing 70 90
Depreciation and amortization 5 4

190 198

Loss from operations (90) (98)

Other Income (Expense):
Interest income 1 1
Interest expense � �
Other, net � �
Debt conversion expense � �

1 1

Loss before income tax (89) (97)
Income tax 1 �

Net loss (88)% (97)%
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Telephony Services Revenue and Direct Cost of Telephony Services

For the Years Ended December 31,

$
Change

%
Change2004 2005

(dollars in thousands)

Telephony services revenue $ 75,864 $ 258,165 $ 182,301 240%
Direct cost of telephony services (excluding depreciation and
amortization of $2,519 and $6,671) 23,209 84,050 60,841 262
        Telephony services revenue.    The increase in telephony services revenue of $182.3 million, or 240%, was primarily due to an increase of
$147.5 million in monthly subscription fees resulting from an increased number of subscriber lines, which grew from 390,566 at December 31,
2004 to 1,269,038 at December 31, 2005. The growing number of subscriber lines also generated additional activation fee revenue of
$3.6 million, increased revenue of $20.4 million from a higher volume of international calling, $4.5 million from customers exceeding their plan
minutes and $11.5 million in regulatory fees collected from customers. Also, add-on features to our service plans generated an increase of
$7.4 million and we had a $4.5 million increase in the fees we charge for disconnecting our service. The increase in revenue from additional
subscriber lines was partially offset by customer credits, rebates and other promotional items of $17.6 million and reductions in the monthly
price for our residential unlimited plan from $34.99 to $29.99 in May 2004 and to $24.99 in October 2004.

        Direct cost of telephony services.    The increase in direct cost of telephony services of $60.8 million, or 262%, was primarily due to the
increase in the number of subscriber lines and the further expansion of our network, which increased the costs that we pay other phone
companies for terminating phone calls by $37.8 million, including $3.0 million for establishing compliance systems for E-911 services and for
E-911 call processing. Also, our network costs for co-locating in other carriers' facilities, for leasing phone numbers, routing calls on the Internet
and transferring calls to and from the Internet to the public switched telephone network increased by $16.1 million and our costs for porting local
phone numbers increased by $6.9 million for the year ended December 31, 2005. These increases were offset in part by reduced vendor pricing.

Customer Equipment and Shipping Revenue and Direct Cost of Goods Sold

For the Years Ended
December 31,

$
Change

%
Change2004 2005

(dollars in thousands)

Customer equipment and shipping revenue $ 3,844 $ 11,031 $ 7,187 187%
Direct cost of goods sold 18,878 40,441 21,563 114

Customer equipment and shipping gross loss $ (15,034) $ (29,410) $ (14,376) 96%

        Customer equipment and shipping revenue.    Our customer equipment and shipping revenue increased by $7.2 million, or 187%, primarily
due to an increase in the number of new customers subscribing to our services, resulting in incremental shipping revenue of $5.4 million.
Customer equipment sales increased by $1.8 million, as we began to offer our direct customers the option of upgrading their customer
equipment at the time of customer sign-up for an additional fee in the fourth quarter of 2005.

        Direct cost of goods sold.    The increase in direct cost of goods sold of $21.6 million, or 114%, was due largely to the increase in the
number of new customers subscribing to our services, which resulted in additional costs of $9.7 million associated with our provision of
customer equipment and $3.5 million in additional amortization of customer equipment. In addition, as part of a promotion during the first
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part of 2005, we waived the activation fee for certain customers, which resulted in us expensing the entire customer equipment cost of
approximately $2.9 million. Typically, we defer a portion of the customer equipment expense to the extent of activation fee revenue, and we
amortize the revenue and costs equally over the estimated life of the customer. In the absence of an activation fee, the entire customer equipment
cost is expensed immediately. See "�Critical Accounting Policies and Estimates." Also, the costs of shipping customer equipment increased by
$5.5 million for 2005 compared to 2004.

Selling, General and Administrative

For the Years Ended December 31,

$
Change

%
Change2004 2005

(dollars in thousands)

Selling, general and administrative $ 49,186 $ 154,716 $ 105,530 215%
        Selling, general and administrative.    The increase in selling, general and administrative expenses of $105.5 million, or 215%, was
primarily due to an increase in the number of our employees, which grew to 1,355 full time employees at December 31, 2005 from 648 at
December 31, 2004, and an increase in outsourced labor. This increase resulted in higher wages, employee-related benefits and fees for
recruitment of new employees of $53.8 million. As a result of our high turnover among our customer care employees, we have experienced an
increase in training and recruiting costs. Also, we experienced an increase in rent, facilities and other administrative expenses of $9.4 million
partially for maintenance of two facilities in November and December 2005 as we moved to our new headquarters. In addition, we had an
increase of $18.4 million in legal, consulting and other professional expenses as we address regulatory matters and related litigation, E-911
compliance, network development and Sarbanes-Oxley compliance. As we continued to add customers, our credit card fees increased by
$7.6 million, and other customer-related expenses, such as our customer help number and retail store support, increased by $5.9 million. We also
increased by $8.0 million, compared to 2004, our expense for what we believe we potentially might owe for sales taxes. While selling, general
and administrative expenses have increased, they have decreased as a percentage of revenue from 62% in 2004 to 58% in 2005.

Marketing

For the Years Ended December 31,

$
Change

%
Change2004 2005

(dollars in thousands)

Marketing $ 56,075 $ 243,404 $ 187,329 334%
        Marketing.    The increase in marketing expense of $187.3 million, or 334%, was primarily due to an increase in online advertising
spending and our expansion to other media, such as television, that have a broader customer reach. The increase in costs relating to advertising
was $152.4 million, or 81% of the total marketing expense increase. We also had increased costs of $9.9 million in telemarketing fees,
$8.3 million for advertising agency fees, $2.6 million for marketing development fund fees and $3.3 million in connection with our
Refer-a-Friend program. In addition, we had increased costs of $8.9 million related to our retail channel, which was launched toward the end of
the second quarter of 2004 and has since grown significantly. The increased costs consist of advertisements and in-store placement fees as well
as activation commissions to retailers, which increased as the number of subscribers from the retail channel increased.
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Depreciation and Amortization

For the Years Ended
December 31,

$
Change

%
Change2004 2005

(dollars in thousands)

Depreciation and amortization $ 3,907 $ 11,122 $ 7,215 185%
        Depreciation and amortization.    The increase in depreciation and amortization of $7.2 million, or 185%, was primarily due to an increase
in capital expenditures for the continued expansion of our network, system enhancements for customer care and computer equipment for our
new employees.

Other Income (Expense)

For the Years Ended
December 31,

$
Change

%
Change2004 2005

(dollars in thousands)

Interest income $ 1,135 $ 4,347 $ 3,212 283%
Interest expense (5) (1,093) (1,088) *
Other, net 21 (441) (462) *

$ 1,151 $ 2,813 $ 1,662 144%

        Interest income.    The increase in interest income of $3.2 million was primarily due to an increase in cash, cash equivalents and marketable
securities from our convertible preferred stock offerings.

        Interest expense.    The increase in interest expense of $1.1 million was primarily related to two weeks of interest on our convertible notes
that were issued in December 2005.

        Other, net.    The increase in other, net was primarily due to the loss on the disposal of property and equipment relating to our relocation to
our new headquarters.

Provision for Income Taxes

For the Years Ended
December 31,

$
Change

%
Change2004 2005

(dollars in thousands)

Income tax benefit $ 475 $ 390 $ (85) (18)%
        Provision for income taxes.    We had net losses for financial reporting purposes, which created deferred tax assets that can be used to offset
future income taxes. Recognition of deferred tax assets will require generation of future taxable income. There can be no assurance that we will
generate earnings in future years. Therefore, we established a valuation allowance for all of our deferred tax assets, which was $149.3 million as
of December 31, 2005.

        We participated in the State of New Jersey's corporation business tax benefit certificate transfer program, which allows certain high
technology and biotechnology companies to transfer unused New Jersey net operating loss carryovers to other New Jersey corporation business
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taxpayers. During 2003 and 2004, we submitted an application to the New Jersey Economic Development Authority, or EDA, to participate in
the program and the application was approved. The EDA then issued a certificate certifying our eligibility to participate in the program. The
program requires that a purchaser pay at least 75% of the amount of the surrendered tax benefit. For tax years 2002, 2003 and 2004, we sold
approximately $451, $2,437, $6,207, respectively, of our New Jersey State net operating loss carryforwards for a recognized benefit of
approximately $221 in 2003 and $475 in 2004. Although we
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cannot participate in this program for net operating losses derived in 2005 due to program cap limits, the EDA did approve during 2005 an
additional sale of 2002 and 2003 net operating losses in the amount of $5,101 that resulted in a benefit of $390. Collectively, all transactions
represent approximately 82% of the surrendered tax benefit each year and have been recognized in the year received.

        We had net operating loss carryforwards for U.S. federal and state tax purposes of approximately $320.0 million and $305.8 million,
respectively, expiring at various times from the years ending 2020 through 2025. In addition, we had net operating loss carryforwards for
Canadian tax purposes of $21.2 million expiring in 2011 and 2012. We also had net operating loss carryforwards for U.K. tax purposes of
$6.4 million with no expiration date.

Net Loss

For the Years Ended December 31,

$
Change

%
Change2004 2005

(dollars in thousands)

Net loss $ (69,921) $ (261,334) $ (191,413) 274%
        Because the increases in expenses exceeded the increases in revenues described above, our net loss increased by $191.4 million, or 274%,
to $261.3 million for 2005 from $69.9 million for 2004.

Year Ended December 31, 2004 Compared to the Year Ended December 31, 2003

        The following table sets forth, as a percentage of consolidated operating revenues, our consolidated statements of operations for the periods
indicated.

For the Years Ended
December 31,

2003 2004

Operating Revenues:
Telephony services 90% 95%
Customer equipment and shipping 10 5

100 100

Operating Expenses:
Direct cost of telephony services (excluding depreciation and amortization) 46 29
Direct cost of goods sold 26 24
Selling, general and administrative 102 62
Marketing 63 70
Depreciation and amortization 13 5

250 190

Loss from operations (150) (90)

Other Income (Expense):
Interest income 1 1
Interest expense (4) �
Other, net � �
Debt conversion expense (8) �
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For the Years Ended
December 31,

(11) 1
Loss before income tax benefit (161) (89)
Income tax benefit 1 1

Net loss (160)% (88)%
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Telephony Services Revenue and Direct Cost of Telephony Services
(dollars in thousands)

For the Years Ended
December 31,

$
Change

%
Change2003 2004

Telephony services revenue $ 16,905 $ 75,864 $ 58,959 349%
Direct cost of telephony services (excluding depreciation and
amortization of $1,388 and $2,519) 8,556 23,209 14,653 171
        Telephony services revenue.    The increase in telephony services revenue of $59.0 million, or 349%, was primarily related to an increase in
monthly subscription fees of $44.6 million resulting from an increased number of subscriber lines, which grew from 85,717 at December 31,
2003 to 390,566 at December 31, 2004. The growing number of subscriber lines also generated additional activation fee revenue of $2.0 million
and increased revenue of $7.4 million from a higher volume of international calling. The increase in revenue from additional subscriber lines
was partially offset by reductions in the monthly price for our residential unlimited plan from $39.99 to $34.99 in September 2003, to $29.99 in
May 2004 and to $24.99 in October 2004.

        Direct cost of telephony services.    The increase in direct cost of telephony services of $14.7 million, or 171%, was primarily due to the
increase in the number of subscriber lines. As our customers made more calls, the costs that we pay other phone companies for terminating
phone calls increased by $10.0 million. Also, our network costs for co-locating in other carriers' facilities, leasing phone numbers, routing calls
on the Internet and transferring calls to and from the Internet to the public switched telephone network increased by $5.4 million. These
increases were offset in part by decreased prices from our vendors. While these costs have increased, they have decreased as a percentage of
revenue from 46% for 2003 to 29% for 2004.

Customer Equipment and Shipping Revenue and Direct Cost of Goods Sold
(dollars in thousands)

For the Years Ended
December 31,

$
Change

%
Change2003 2004

Customer equipment and shipping revenue $ 1,817 $ 3,844 $ 2,027 112%
Direct cost of goods sold 4,867 18,878 14,011 288

Customer equipment and shipping revenue gross loss $ (3,050) $ (15,034) $ (11,984) (393)%

        Customer equipment and shipping revenue.    The increase in customer equipment and shipping revenue of $2.0 million, or 112%, was
primarily due to an increase in the number of new customers subscribing to our services, resulting in incremental shipping revenue of
$1.8 million and an increase of $0.2 million for sales of customer equipment.

        Direct cost of goods sold.    The increase in direct cost of goods sold of $14.0 million, or 288%, was due in part to the increase in the
number of new customers subscribing to our services, which resulted in additional costs associated with our provision of customer equipment.
For five months in 2004, we sold customer equipment directly to retailers, which contributed $2.0 million to direct cost of goods sold.
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Selling, General and Administrative
(dollars in thousands)

For the Years Ended
December 31,

$
Change

%
Change2003 2004

Selling, general and administrative $ 19,174 $ 49,186 $ 30,012 157%
        Selling, general and administrative.    The increase in selling, general and administrative expense of $30.0 million, or 157%, was primarily
due to an increase in the number of our employees, which grew to 648 full-time employees in 2004 from 189 in 2003. This increase resulted in
higher wages, employee-related benefits and fees for recruitment of new employees of $18.5 million. In addition, we had an increase in legal
fees of $2.9 million as we addressed regulatory matters and related litigation and an increase in accounting, consulting and other professional
fees of $1.9 million. Our credit card fees also increased by $2.1 million as we continued to add customers. While these costs have increased,
they decreased as a percentage of revenue from 102% in 2003 to 62% in 2004.

Marketing
(dollars in thousands)

For the Years Ended
December 31,

$
Change

%
Change2003 2004

Marketing $ 11,819 $ 56,075 $ 44,256 374%
        Marketing.    The increase in marketing expense of $44.3 million, or 374%, was primarily due to the increased costs related to online,
television, print and radio advertising of $41.5 million, or 94% of the total marketing expense increase. We also had increased costs of
$0.5 million in telemarketing fees and $1.3 million in connection with our Refer-a-Friend program. In addition, we launched our retail channel
in the second quarter of 2004, which added $0.8 million to the increase in our marketing costs. The increased costs consist of fixed costs,
including newspaper insert advertisements and in-store placement fees, and commissions to retailers, which increase as the number of
subscribers from the retail channel increase.

Depreciation and Amortization
(dollars in thousands)

For the Years Ended
December 31,

$
Change

%
Change2003 2004

Depreciation and amortization $ 2,367 $ 3,907 $ 1,540 65%
        Depreciation and amortization.    The increase in depreciation and amortization of $1.5 million, or 65%, was primarily due to an increase in
capital expenditures for the continued expansion of our network and computer equipment for our new employees.
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Other Income (Expense)
(dollars in thousands)

For the Years Ended
December 31,

$
Change2003 2004

Interest income $ 96 $ 1,135 $ 1,039
Interest expense (678) (5) 673
Other, net 5 21 16
Debt conversion expense (1,557) � 1,557

$ (2,134) $ 1,151 $ 3,285

        Interest income.    The increase in interest income and other of $1.0 million was primarily due to higher cash, cash equivalents and
marketable securities balances in 2004 compared to 2003 as a result of additional proceeds from convertible preferred stock offerings we
completed in 2004.

        Interest expense.    The decrease in interest expense of $0.7 million was primarily due to the absence of any notes payable in 2004 due to
the debt conversion into shares of our preferred stock.

        Debt conversion expense.    In 2003, we received $20.0 million in proceeds from loans by our principal stockholder and Chairman. In
connection with the loans, we issued warrants to our principal stockholder and Chairman to purchase shares of our preferred stock. In
September 2003, the conversion of the note payable resulted in a debt conversion expense of $1.6 million.

Provision for Income Taxes
(dollars in thousands)

For the Years Ended
December 31,

$
Change

%
Change2003 2004

Income tax benefit $ 221 $ 475 $ 254 115%
        Provision for income taxes.    We had net losses for financial reporting purposes, which created deferred tax assets that can be used to offset
future income taxes. Recognition of deferred tax assets will require generation of future taxable income. There can be no assurance that we will
generate earnings in future years. Therefore, we established a valuation allowance for all of our deferred tax assets, which were approximately
$46.3 million and $18.4 million as of December 31, 2004 and 2003, respectively.

        During 2003 and 2004, the New Jersey Economic Development Authority issued certificates certifying our eligibility to participate in the
State of New Jersey's corporation business tax benefit certificate transfer program and the amount of New Jersey net operating loss carryovers
we had available to transfer of $45.5 million in 2003 and $98.5 million in 2004. During 2003 and 2004, we sold approximately $2.9 million and
$6.2 million, respectively, of our New Jersey net operating loss carryforwards for approximately $0.2 million and $0.5 million, respectively,
which represented approximately 82% of the surrendered tax benefit each year, and recognized a tax benefit for that amount. We cannot
participate in this program for 2005 as the program caps have been reached.

        We had net operating loss carryforwards for U.S. federal and state tax purposes of approximately $101.4 million and $92.3 million,
respectively, expiring at various times from the years ending 2020 through 2024. In addition, we had net operating loss carryforwards for
Canadian tax purposes of $1.9 million expiring in 2011.
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Net Loss
(dollars in thousands)

For the Years Ended
December 31,

$
Change

%
Change2003 2004

Net loss $ (29,974) $ (69,921) $ (39,947) 133%
        Because of the increase in expenses in excess of the increases in revenue described above, our net loss increased by $39.9 million, or 133%,
to $69.9 million for 2004 from $30.0 million for 2003.

Quarterly Results of Operations

        The following table sets forth quarterly statement of operations data. We derived this data from our unaudited consolidated financial
statements, which we believe have been prepared on substantially the same basis as our audited consolidated financial statements. The operating
results in any quarter are not necessarily indicative of the results that may be expected for any future period.

For the Quarter Ended

Mar 31,
2004

Jun 30,
2004

Sep 30,
2004

Dec 31,
2004

Mar 31,
2005

Jun 30,
2005

Sep 30,
2005

Dec 31,
2005

Mar 31,
2006

June 30,
2006

(dollars in thousands, except operating data) (unaudited) (Restated)(3)

Revenue:
Telephony services $ 10,601 $ 15,250 $ 21,822 $ 28,191 $ 38,583 $ 57,539 $ 71,158 $ 90,885 $ 111,658 $ 136,636
Customer equipment
and shipping 871 824 1,023 1,126 2,127 1,896 2,713 4,295 7,225 6,742

11,472 16,074 22,845 29,317 40,710 59,435 73,871 95,180 118,883 143,378

Operating expenses:
Direct cost of
telephony services(1) 3,917 5,008 6,558 7,726 12,108 17,719 24,514 29,709 37,584 38,946
Direct cost of goods
sold 3,326 3,973 4,841 6,738 11,588 9,241 9,622 9,990 17,580 16,047
Selling, general and
administrative 8,554 10,694 12,848 17,090 20,553 33,225 45,030 55,908 52,875 66,109
Marketing 5,571 11,711 14,018 24,775 55,436 61,937 58,906 67,125 88,288 90,164
Depreciation and
amortization 797 895 1,001 1,214 1,610 2,266 3,150 4,096 4,959 5,740

22,165 32,281 39,266 57,543 101,295 124,388 141,222 166,828 201,286 217,006

Loss from operations (10,693) (16,207) (16,421) (28,226) (60,585) (64,953) (67,351) (71,648) (82,403) (73,628)

Other income
(expense):
Interest income 151 134 294 556 578 1,335 1,356 1,078 2,741 3,980
Interest expense (1) (1) (1) (2) � � (1) (1,092) (5,494) (4,484)
Other, net 1 1 (1) 20 5 (5) 1 (442) (4) (4)

151 134 292 574 583 1,330 1,356 (456) (2,757) (508)
Loss before income tax
benefit (10,542) (16,073) (16,129) (27,652) (60,002) (63,623) (65,995) (72,104) (85,160) (74,136)
Income tax benefit
(expense) � � � 475 � � � 390 � �
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For the Quarter Ended

Net loss $ (10,542) $ (16,073) $ (16,129) $ (27,177) $ (60,002) $ (63,623) $ (65,995) $ (71,714) $ (85,160) $ (74,136)

Net loss per common
share calculation:
Net loss . $ (10,542) $ (16,073) $ (16,129) $ (27,177) $ (60,002) $ (63,623) $ (65,995) $ (71,714) $ (85,160) $ (74,136)
Imputed dividend on
preferred shares � � � � � � � (605) � �
Net loss attributable
to common
shareholders $ (10,542) $ (16,073) $ (16,129) $ (27,177) $ (60,002) $ (63,623) $ (65,995) $ (72,319) $ (85,160) $ (74,136)

Net loss per common
share:
Basic and diluted $ (7.78) $ (11.84) $ (11.87) $ (19.88) $ (43.83) $ (46.32) $ (47.79) $ (51.56) (60.40) (1.16)

Weighted-average
common shares
outstanding:
Basic and diluted 1,356 1,356 1,360 1,367 1,369 1,373 1,381 1,403 1,410 63,995
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For the Quarter Ended

Mar 31,
2004

Jun 30,
2004

Sep 30,
2004

Dec 31,
2004

Mar 31,
2005

Jun 30,
2005

Sep 30,
2005

Dec 31,
2005

Mar 31,
2006

June 30,
2006

Gross subscriber
line additions 54,702 75,060 97,558 136,894 280,123 262,310 282,176 275,032 421,890 377,005
Net subscriber
line additions 45,133 63,151 81,614 114,951 249,333 207,950 213,937 207,252 328,279 255,936
Subscriber
lines(2) 130,850 194,001 275,615 390,566 639,899 847,849 1,061,786 1,269,038 1,597,317 1,853,253
Average monthly
customer churn 2.7% 2.3% 2.1% 1.8% 1.7% 2.1% 2.3% 1.9% 2.1% 2.3%
Average monthly
revenue per line $ 35.31 $ 32.99 $ 32.43 $ 29.34 $ 26.34 $ 26.63 $ 25.79 $ 27.22 $ 27.65 $ 27.70
Average monthly
telephony
services revenue
per line $ 32.63 $ 31.30 $ 30.98 $ 28.21 $ 24.96 $ 25.78 $ 24.84 $ 26.00 $ 25.97 $ 26.40
Average monthly
direct costs of
telephony
services per line $ 12.06 $ 10.28 $ 9.31 $ 7.73 $ 7.83 $ 7.94 $ 8.56 $ 8.50 $ 8.74 $ 7.52
Marketing costs
per gross
subscriber line
additions $ 101.85 $ 156.03 $ 143.69 $ 180.97 $ 197.90 $ 236.12 $ 208.76 $ 244.06 $ 209.27 $ 239.16
Employees(2) 273 399 502 648 1,045 1,397 1,393 1,355 1,416 1,602

(1)
Excludes depreciation and amortization of $508 for the quarter ended March 31, 2004, $569 for the quarter ended June 30, 2004, $628 for the quarter
ended September 30, 2004, $815 for the quarter ended December 31, 2004, $954 for the quarter ended March 31, 2005, $1,426 for the quarter ended
June 30, 2005, $2,025 for the quarter ended September 30, 2005, $2,266 for the quarter ended December 31, 2005, $2,552 for the quarter ended
March 31, 2006, and $3,133 for the quarter ended June 30, 2006.

(2)
At end of period.

(3)
In December 2005 and January 2006, we issued approximately $249.9 million of convertible notes, and increased the outstanding principal by
$3.6 million through the payment of interest in kind in March 2006. Originally, we believed that the convertible notes contained an embedded
derivative and accordingly accounted for the embedded derivative by bifurcating the embedded derivative from the convertible notes at the date of
issuance and subsequently remeasuring the fair value of the embedded derivative at December 31, 2005 and March 31, 2006. In May 2006, upon
further review, we concluded that the convertible notes do not contain an embedded derivative. "Restated" amounts in the Statements of Operations
Data reflect the removal of the income attributable to the change in fair value of derivatives embedded within the convertible notes of $13.4 million and
a reduction to interest expense related to the convertible notes of $1.0 million.

        Telephony services revenue.    Telephony services revenue has increased each quarter corresponding with the increase in our subscriber
lines. This increase in subscriber lines has been driven by our increase in marketing, as we attempt to capitalize on the current expansion of the
broadband and VoIP markets and to establish and maintain a leading position in the market for broadband telephone services.

        Direct cost of goods sold.    Direct cost of goods sold has also increased each quarter with the exception of the second quarter of 2005 and
2006 as we have added an increasing number of customers each quarter. In the second quarter of 2005 and 2006, we added fewer subscriber
lines than the first quarter of 2005 and 2006 as a result of seasonality, which resulted in lower direct cost of goods sold in the second quarter of
2005 and 2006.

        Selling, general and administrative.    Selling, general and administrative costs have also increased each quarter with the exception of the
first quarter of 2006 as we have added employees primarily in the customer care area to support our growing subscriber lines. In the second
quarter of 2006 we also expanded the used of outsourced customer care personnel in order to handle increased call volume attributable to
significant growth in the first quarter of 2006, which drove up costs. We have also had an increase in credit card fees and our accrual for
potential tax exposure as we have expanded our revenues and an increase in legal fees as we have addressed regulatory matters and litigation. In
addition, we have recorded $4.5 million and $8.2 million of stock compensation expense in the three months ended March 31 and June 30, 2006.
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        Marketing.    Marketing costs has increased quarterly for several reasons. We have increased our online advertising spending and have
added advertising in more expensive media with a broader reach,
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such as television, to enhance our brand awareness. Recently we have also added additional marketing channels such as direct mail, alternative
media and outbound telemarketing while reducing our reliance on online advertising as we hope to reach more mainstream consumers. In
addition, we believe it is generally more expensive to acquire mainstream consumers than early adopters of new technologies, and we have
increased our focus on more mainstream customers. Over the near term, we expect our marketing cost per gross subscriber line addition to
stabilize as we diversify our marketing spend and our newer markets mature.

Liquidity and Capital Resources

Overview

        The following table sets forth a summary of our cash flows for the periods indicated:

For the Years Ended December 31,
For the Six Months
Ended June 30,

2003 2004 2005 2005 2006

(dollars in thousands)

Net cash used in operating activities $ (16,583) $ (38,600) $ (189,765) $ (69,918) $ (118,332)
Net cash used in investing activities (4,933) (73,707) (154,638) (95,821) (187,478)
Net cash provided by financing activities 34,226 141,094 434,006 193,393 485,432
        We have incurred significant operating losses since our inception. As a result, we have generated negative cash flows from operations, and
had an accumulated deficit of $541.6 million at June 30, 2006. Our primary sources of funds have been proceeds from private placements of our
preferred stock, a private placement of our convertible notes, our initial public offering of common stock, operating revenues and borrowings
under notes payable from our principal stockholder and Chairman, which were subsequently converted into shares of our preferred stock. In
2005, we raised proceeds, net of expenses, of $195.7 million from the issuance of preferred stock and raised proceeds, net of expenses, of
$240.0 million in December 2005 and January 2006 in a private placement of our convertible notes. In May 2006, we raised $495.6 million in
net proceeds from our initial public offering of common stock. An additional $1.7 million of IPO-related costs remains to be paid. We are using
the proceeds from these offerings for working capital and other general corporate purposes, including funding operating losses.

        Historically, our principal uses of cash have been to fund operating losses, which were initially driven by start-up costs and the costs of
developing our technology and, more recently, have been driven by marketing expense. We anticipate incurring net losses in the future as we
seek to grow our customer base, which will require significant marketing expense but we expect that our quarterly net losses will decrease over
time. For 2006, we expect to spend between $360 million and $380 million for marketing expense, compared to $243.4 million in 2005. Because
our marketing commitments generally are six weeks or less in duration, we are able to adjust marketing expense relatively quickly if desirable.
Therefore, we do not believe our significant and growing marketing expense will impair our liquidity. We believe that revenue and cash on hand
will fund our expected marketing expense at least through the end of 2007.

        Similarly, we may make expenditures to expand into foreign markets. The associated costs include legal, regulatory and administrative
start-up costs, capital expenditures and marketing expense, which result in operating losses. However, the capital expenditures are relatively
modest, because our technology platform does not require a significant amount of equipment or software. Legal, regulatory and administrative
start-up costs for new markets in Canada and the United Kingdom have not been material to our overall business, and we do not expect them to
be in the future as we enter other new markets. We intend to expand into new markets only when we believe that doing so will not impair our
liquidity.
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         In the future we will have to continue paying quarterly interest on our convertible notes. We may pay this interest in cash or in kind by
increasing the principal amount outstanding under the convertible notes. In March 2006, we paid interest in kind of $3.7 million and in
June 2006 paid $3.1 million of interest in cash. We will not elect to pay interest in cash on these convertible notes in the future unless we have
adequate cash available.

        We also have contingent liabilities for state and local sales taxes. As of June 30, 2006, we had a reserve of $12.6 million. If our ultimate
liability exceeds this amount, it could have a material adverse effect on us. However, we do not believe it would significantly impair our
liquidity.

        We expect our cash on hand to fund our net losses and capital expenditures at least through the end of 2007.

        To the extent we change our plans, or if our expectations are wrong, we may need to seek additional funding by accessing the equity or debt
capital markets. In addition, although we do not currently anticipate any acquisitions, we may need to seek additional funding if an attractive
acquisition opportunity is presented to us. However, our significant losses to date may prevent us from obtaining additional funds on favorable
terms or at all. Because of our historical net losses and our limited tangible assets, we do not fit traditional credit lending criteria, which, in
particular, could make it difficult for us to obtain loans or to access the debt capital markets. For example, we discussed a revolving credit
facility with commercial banks in the summer of 2005. As a result of those discussions, we believe most commercial lenders will require us to
very significantly reduce our loss from operations before they will lend us money. In addition, the terms of our outstanding convertible notes
provide for additional shares to be issued upon conversion if we sell shares of our common stock after our initial public offering at a price that is
less than the average trading price of our common stock over the 10-day period prior to any such sale, which might limit our access to the capital
markets. Further, the ability to raise additional capital through the issuance of equity securities may be impeded due to the events surrounding
our initial public offering.

        Interest will accrue on our convertible notes at a rate of 5% per annum and be payable quarterly in arrears. The interest rate will increase
upon certain events, including if we decide to pay interest in kind rather than in cash, upon a failure to comply with the registration rights
agreement with the holders of the convertible notes and upon certain events of default. The notes are convertible into shares of our common
stock. The convertible notes provide for customary events of default.

Capital expenditures.

        Capital expenditures are mainly for the purchase of network equipment and computer hardware as we continue to expand our network. We
continue to invest heavily in networking equipment, technology, corporate facilities and information technology infrastructure. We expect our
capital expenditures for 2006 to be approximately $50.0 million, of which $9.9 million in leasehold improvements was for the completion of our
new headquarters in Holmdel, New Jersey.

Six Months Ended June 30, 2006 Compared to the Six Months Ended June 30, 2005

        Cash used in operating activities for the six months ended June 30, 2006 was $118.3 million and consisted of a net loss of $159.3 million,
offset by adjustments for non-cash items of $29.0 million and $12.0 million provided by working capital and other activities. Adjustments for
non-cash items consisted primarily of depreciation and amortization of $10.7 million, $12.6 million for stock option compensation and
$4.2 million for accrued interest primarily for our convertible notes. Working capital activities primarily consisted of a net increase in cash of
$15.5 million for accounts payable and accrued expenses primarily related to marketing and inventory of $4.2 million offset by a decrease in
cash of $11.7 million for prepaid expenses and $3.3 million for accounts receivable.
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        Cash used in operating activities for the six months ended June 30, 2005 was $69.9 million resulting from a net loss of $123.6 million,
offset by adjustments for non-cash items of $3.5 million and $50.2 million provided by working capital and other activities. Adjustments for
non-cash items consisted primarily of $3.9 million for depreciation and amortization. Working capital activities primarily consisted of accounts
payable and accrued expenses of $55.8 million which primarily related to the increase in our marketing and payroll expenses.

        Cash used in investing activities for the six months ended June 30, 2006 of $187.5 million was attributable to net purchases and sales of
marketable securities of $151.7 million and capital expenditures of $29.1 million, $5.2 million for the acquisition of three patents, and an
increase in restricted cash of $1.4 million. Cash from our initial public offering in May 2006 and debt offering in December 2005 and
January 2006 was invested in marketable securities, pending use to fund our loss from operations.

        Cash used in investing activities for the six months ended June 30, 2005 of $95.8 million was attributable to net purchases and sales of
marketable securities of $64.3 million offset by capital expenditures of $24.3 million and an increase in restricted cash of $7.2 million.

        Cash provided by financing activities for the six months ended June 30, 2006 of $485.4 million was primarily attributable to net proceeds
from our initial public offering in May 2006 of $495.6, net of costs, offset by the purchase of treasury stock of $11.7 million related to customers
that committed to purchase our common stock through our Directed Share Program and subsequently defaulted on payment.

        Cash provided by financing activities for the six months ended June 30, 2005 of $193.4 million was due primarily to proceeds from our
preferred stock offering in April 2005.

Comparison of 2004 to 2005

        Cash used in operating activities for 2005 was $189.8 million and consisted of a net loss of $261.3 million, offset by adjustments for
non-cash items of $12.5 million and $59.0 million provided by working capital and other activities. Adjustments for non-cash items consisted
primarily of $11.1 million of depreciation and amortization. Working capital activities primarily consisted of a net increase in accounts payable
and accrued expenses of $76.2 million which primarily related to the increase in our marketing and payroll expenses. This was offset by a use of
cash for inventory of $15.1 million related to the purchase of customer equipment.

        Cash used in operating activities in 2004 was $38.6 million and consisted of a net loss of $69.9 million, offset by adjustments for non-cash
items of $5.1 million and $26.2 million provided by working capital and other activities. Adjustments for non-cash items consisted of
$3.9 million of depreciation and amortization. Working capital activities primarily consisted of a net increase in accounts payable and accrued
expenses of $27.1 million which primarily related to the increase in our marketing and payroll expenses.

        Cash used in investing activities for 2005 of $154.6 million was attributable to net purchases of marketable securities of $71.1 million,
capital expenditures of $76.2 million and an increase of restricted cash of $7.3 million. The restricted cash includes cash collateralization of
letters of credit for our Holmdel, New Jersey headquarters facility. Cash from our equity and debt offerings in 2005 was invested in marketable
securities, pending use to fund our loss from operations.

        Cash used in investing activities in 2004 of $73.7 million was attributable to net purchases of marketable securities of $62.7 million and
capital expenditures of $10.9 million.
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        Cash provided by financing activities in 2005 of $434.0 million was primarily attributable to net proceeds from the issuance of preferred
stock for $195.7 million and proceeds from our convertible notes, net of issuance costs, of $238.2 million.

        Cash provided by financing activities in 2004 of $141.1 million was due primarily to proceeds from our preferred stock offerings, net of
costs.

Comparison of 2003 and 2004

        Cash used in operating activities in 2004 was $38.6 million and consisted of net loss of $69.9 million, offset by adjustments for non-cash
items of $5.1 million and $26.2 million provided by working capital and other activities. Adjustments for non-cash items consisted of
$3.9 million of depreciation and amortization. Working capital activities primarily consisted of a net increase in accounts payable and accrued
expenses of $27.1 million which primarily related to the increase in our marketing and payroll expenses.

        Cash used in operating activities in 2003 was $16.6 million and consisted of net loss of $30.0 million, offset by adjustments for non-cash
items of $4.6 million and $8.8 million provided by working capital and other activities. Adjustments for non-cash items primarily included
$2.4 million of depreciation and amortization and $1.6 million for debt conversion expense. Working capital activities primarily consisted of a
net increase in accounts payable and accrued expenses of $8.1 million and consisted primarily of marketing and payroll expenses.

        Cash used in investing activities in 2004 of $73.7 million was attributable to net purchases of marketable securities of $62.7 million and
capital expenditures of $10.9 million.

        Cash used in investing activities in 2003 of $4.9 million was attributable to capital expenditures of $6.4 million offset by the release of
restricted cash of $1.5 million.

        Cash provided by financing activities in 2004 of $141.1 million was due primarily to net proceeds from our preferred stock offerings. Costs
related to these offerings were approximately $3.5 million.

        Cash provided by financing activities in 2003 of $34.2 million was due to proceeds from the issuance of preferred stock offerings of
$14.1 million. Costs related to these offerings were approximately $0.9 million. In addition, we received proceeds from loans from our
Chairman and principal stockholder of $20.0 million, which were subsequently converted into shares of our preferred stock.
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Contractual Obligations and Other Commercial Commitments

        The table below summarizes our contractual obligations at December 31, 2005, and the effect such obligations are expected to have on our
liquidity and cash flow in future periods.

Payments Due by Period

Total
Less than
1 year 1-3 years 4-5 years

More than
5 years

(dollars in thousands)

Contractual Obligations:
Convertible notes(1) $ 247,872 $ � $ � $ 247,872 $ �
Interest related to convertible notes(1) 61,970 12,394 24,788 24,788 �
Capital lease obligations 49,074 3,825 7,934 8,061 29,254
Operating lease obligations 2,677 1,146 1,011 520 �
Purchase obligations 143,704 83,508 57,976 2,220 �

Total contractual obligations $ 505,297 $ 100,873 $ 91,709 $ 283,461 $ 29,254

Other Commercial Commitments:
Standby letters of credit $ 7,000 $ 7,000 $ � $ � $ �

Total contractual obligations and other
commercial commitments $ 512,297 $ 107,873 $ 91,709 $ 283,461 $ 29,254

(1)
The amounts presented in this line item could change depending on whether we pay interest in-kind or in cash and whether the notes
are converted into our common stock.

        Convertible Notes and Related Interest Expense.    During December 2005, we sold $247.9 million of convertible notes due 2010 in a
private placement. We may, at our option, pay interest on the convertible notes in cash or in kind. The table above assumes interest is paid in
cash. The terms of the convertible notes are described under "Description of Convertible Notes."

        During the first quarter of 2006, we issued an additional $5.7 million of convertible notes. The payments due by period as of March 31,
2006 are as follows:

Payments due by Period

Total
Less than
1 year 2-3 years 4-5 years

After
5 years

(dollars in thousands)(unaudited)

Convertible notes $ 5,692 $ � $ � $ 5,692 $ �
Interest related to convertible notes(1) 1,329 285 569 475 �

(1)
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The amounts represented in this line item could change depending upon whether we pay interest in-kind or in cash and whether the
notes are converted into our common stock.

        Capital Lease Obligations.    At December 31, 2005, we had capital lease obligations of $49.1 million, including $6.0 million for space to
be taken in early 2006, related to our corporate headquarters in Holmdel, New Jersey that expire in 2017 and $0.4 million for office equipment
that expires in 2007.

        Operating Lease Obligations.    At December 31, 2005, future commitments for operating leases included $1.3 million for co-location
facilities in the United States that accommodate a portion of our network equipment through 2008 and $1.4 million for office space leased for
our Toronto, Canada office through 2010.
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        Purchase Obligations.    At December 31, 2005, future commitments for purchase obligations in the above table represent non-cancelable
contractual obligations. These include $9.9 million in fees for the completion of construction for our new corporate headquarters in Holmdel,
New Jersey as well as $30.7 million in fees through 2008 related to the provision of our E-911 services. Also, purchase obligations include
$0.6 million in fees to retail stores that sell our product; $6.0 million for advertising agency fees related to advertising our product in various
media outlets including online, television and radio; $16.5 million for inbound sales support through 2007; $12.2 million in fees for local
number portability through 2009, so that new customers can retain their existing phone numbers; $57.1 million for the purchase of customer
equipment through 2007; $5.1 million for sponsorship through 2007 of an auto racing team in the Indianapolis 500 race; $1.4 million for direct
mail for customer welcome kits; $2.8 million paid to several vendors for telemarketing fees and $1.2 million for hosting and transport services
through 2006.

Summary of Critical Accounting Policies and Estimates

        Our significant accounting policies are summarized in Note 1 to our December 31, 2005 financial statements. The following describes our
critical accounting policies and estimates:

Use of Estimates

        The preparation of consolidated financial statements in conformity with accounting principles generally accepted in the United States
requires management to make estimates and assumptions that affect the amounts reported and disclosed in the financial statements and the
accompanying notes. Actual results could differ materially from these estimates.

        On an ongoing basis, we evaluate our estimates, including those related to estimated customer life, used to determine the appropriate
amortization period for deferred revenue and deferred costs associated with customer activation fees and the useful lives of property and
equipment, among others, as well as our estimates of the value of common stock for the purpose of determining stock-based compensation. We
base our estimates on historical experience and on various other assumptions that we believe to be reasonable, the results of which form the basis
for making judgments about the carrying values of assets and liabilities.

Revenue Recognition

        Operating revenues consist of telephony services revenue and customer equipment (which enables our telephony services) and shipping
revenue. The point in time at which revenue is recognized is determined in accordance with Staff Accounting Bulletin No. 104, Revenue
Recognition, and Emerging Issues Task Force Consensus No. 01-9, Accounting for Consideration Given by a Vendor to a Customer (Including a
Reseller of the Vendor's Products).

        Substantially all of our operating revenues are telephony services revenue, which is derived primarily from monthly subscription fees that
customers are charged under our service plans. We also derive telephony services revenue from per minute fees for international calls and for
any calling minutes in excess of a customer's monthly plan limits. Monthly subscription fees are automatically charged to customers' credit cards
in advance and are recognized over the following month when services are provided. Revenue generated from international calls and from
customers exceeding allocated call minutes under limited minute plans are recognized as services are provided, that is, as minutes are used, and
are billed to a customer's credit card in arrears. As a result of our multiple billing cycles each month, we estimate the amount of revenue earned
from international calls and from customers exceeding allocated call minutes under limited minute plans but not billed from the end of each
billing cycle to the end of each reporting period. These estimates are based primarily upon historical minutes and have been consistent with our
actual results.
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        We also generate revenue by charging a fee for activating service. Through June 2005, we charged an activation fee to customers in the
direct channel. Beginning in July 2005, we also began charging an activation fee in the retail channel. Customer activation fees, along with the
related customer acquisition amounts for customer equipment in the direct channel and for rebates and retailer commissions in the retail channel
up to but not exceeding the activation fee, are deferred and amortized over the estimated average customer relationship period. The amortization
of deferred customer equipment is recorded to direct cost of goods sold. The amortization of deferred rebates is recorded as a reduction to
telephony services revenue. The amortization of deferred retailer commissions is recorded as marketing expense. Through December 31, 2004,
this estimated customer relationship period was deemed to be 30 months based upon comparisons to other telecommunications companies as we
did not have an operating history. For 2005, the estimated customer relationship period was reevaluated based upon our experience and
determined to be 60 months. We have applied the 60-month customer relationship period on a prospective basis beginning January 1, 2005. For
2006, we have confirmed that the customer relationship period should be 60 months.

        We also provide rebates to customers who purchase their customer equipment from retailers and satisfy minimum service period
requirements. These rebates in excess of activation fees are recorded as a reduction of revenue over the service period based upon the estimated
number of customers that will ultimately earn and claim the rebates.

Inventory

        Inventory consists of the cost of customer equipment and is stated at the lower of cost or market, with cost determined using the average
cost method. We provide an inventory allowance for customer equipment that has been returned by customers but may not be able to be
re-issued to new customers or returned to the manufacturer for credit.

Income Taxes

        We recognize deferred tax assets and liabilities for the expected tax consequences of temporary differences between the tax bases of assets
and liabilities and their reported amounts using tax rates in effect for the year the differences are expected to reverse. We have recorded a
valuation allowance on the assumption that we will not generate taxable income.

Net Operating Loss Carryforwards

        As of June 30, 2006, we had net operating loss carryforwards for U.S. federal and state tax purposes of $448.3 million and $434.2 million,
respectively, expiring at various times from years ending 2020 through 2026. In addition, we have net operating loss carryforwards for Canadian
tax purposes of $32.2 million expiring through 2013. We also have net operating loss carryforwards for United Kingdom tax purposes of
$10.7 million with no expiration date.

        Under Section 382 of the Internal Revenue Code, if a corporation undergoes an "ownership change" (generally defined as a greater than
50% change (by value) in its equity ownership over a three-year period), the corporation's ability to use its pre-change of control net operating
loss carry forward and other pre-change tax attributes against its post-change income may be limited. The Section 382 limitation is applied
annually so as to limit the use of our pre-change net operating loss carry forwards to an amount that generally equals the value of our stock
immediately before the ownership change multiplied by a designated federal long-term tax-exempt rate. In addition, we may be able to increase
the base Section 382 limitation amount during the first five years following the ownership change to the extent we realize built-in gains during
that time period. A built-in gain generally is gain or income attributable to an asset that was held at the date of the ownership change and that
had a fair market value in excess of the tax basis at the date of the ownership change.
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Section 382 provides that any unused Section 382 limitation amount can be carried forward and aggregated with the following year's available
net operating losses. Due to the cumulative impact of our equity issuances over the past three years, a change of ownership occurred upon the
issuance of our Series E Preferred Stock at the end of April 2005. As a result, $171.1 million of the total U.S net operating losses will be subject
to an annual base limitation of $39.4 million. As noted above, we believe we may be able to increase the base Section 382 limitation for built-in
gains during the first five years following the ownership change.

        We are currently conducting research to evaluate the impact of Section 382 in relation to our initial public offering consummated on
May 30, 2006. The results of which may indicate a further limitation on the utilization of the $277.2 million in domestic net operating losses
accumulated since our Series E preferred stock issuance in April 2005.

Stock-Based Compensation

        Prior to the adoption of SFAS 123(R), we accounted for stock-based awards to employees and directors using the intrinsic value method in
accordance with APB 25, as allowed under Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based Compensation,
or SFAS 123. Under the intrinsic value method, no stock-based compensation expense for employee stock options had been recognized in our
results of operations in prior periods unless the exercise price of the stock options granted to employees and directors was less than the fair
market value of the underlying common stock at the date of grant. In accordance with the modified prospective transition method that we used in
adopting SFAS 123(R), the consolidated financial statements prior to 2006 have not been restated to reflect, and do not include, the possible
impact of SFAS 123(R).

Recent Accounting Pronouncements

        On July 13, 2006, the Financial Accounting Standards Board, or FASB, issued FASB Interpretation No. 48, Accounting for Uncertainty in
Income Taxes�An Interpretation of FASB Statement No. 109, or FIN 48. FIN 48 clarifies the accounting for uncertainty in income taxes
recognized in an enterprise's financial statements in accordance with FASB Statement No. 109, Accounting for Income Taxes. FIN 48 also
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. In addition, FIN 48 provides guidance on derecognition, classification, interest and penalties, accounting in
interim periods, disclosure and transition.

        The provisions of FIN 48 are effective for fiscal years beginning after December 15, 2006. Earlier application is permitted as long as the
enterprise has not yet issued financial statements, including interim financial statements, in the period of adoption. The provisions of FIN 48 are
to be applied to all tax positions upon initial adoption of this standard. Only tax positions that meet the more-likely-than-not recognition
threshold at the effective date may be recognized or continue to be recognized upon adoption of FIN 48. The cumulative effect of applying the
provisions of FIN 48 should be reported as an adjustment to the opening balance of retained earnings (or other appropriate components of
equity) for that fiscal year. We believe the adoption of FIN 48 will not have a material effect on our consolidated financial statements.

        In February 2006, the FASB issued Statement of Financial Accounting Standards No. 155, Accounting for Certain Hybrid Instruments, or
SFAS 155. SFAS 155 allows financial instruments that have embedded derivatives to be accounted for as a whole (eliminating the need to
bifurcate the derivative from its host) if the holder elects to account for the whole instrument on a fair value basis. This statement is effective for
all financial instruments acquired or issued after the beginning of an entity's first fiscal year that begins after September 15, 2006. We will
evaluate the impact of SFAS 155 on our consolidated financial statements.
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        In May 2005, the FASB issued Statement of Financial Accounting Standards No. 154, Accounting Changes and Error Corrections, or
SFAS 154, a replacement of APB No. 20, Accounting Changes, and SFAS No. 3, Reporting Accounting Changes in Interim Financial
Statements. SFAS 154 applies to all voluntary changes in accounting principle and changes the requirements for accounting for and reporting of
a change in accounting principle. This statement establishes that, unless impracticable, retrospective application is the required method for
reporting a change in accounting principle in the absence of explicit transition requirements specific to the newly adopted accounting principle.
It also requires the reporting of an error correction which involves adjustments to previously issued financial statements similar to those
generally applicable to reporting an accounting change retrospectively. SFAS 154 is effective for accounting changes and corrections of errors
made in fiscal years beginning after December 15, 2005. We believe the adoption of SFAS 154 will not have a material effect on our
consolidated financial statements.

        On December 16, 2004, the FASB issued SFAS 123(R), which replaces SFAS 123 and supercedes APB 25. We adopted SFAS 123(R) on
January 1, 2006, using the "modified prospective" transition method. SFAS 123(R) requires us to measure the cost of employee services
received in exchange for an award of equity instruments based on the fair value of the award on the grant date. That cost must be recognized in
the income statement over the vesting period of the award. Under the "modified prospective" transition method, awards that are granted,
modified or settled beginning at the date of adoption will be measured and accounted for in accordance with SFAS 123(R). In addition, expense
must be recognized in the statement of income for unvested awards that were granted prior to the date of adoption. The expense will be based on
the fair value determined at the grant date.

Off-Balance Sheet Arrangements

        We do not have any off-balance sheet arrangements.

Quantitative and Qualitative Disclosures about Market Risk

        We are exposed to financial market risks, including changes in currency exchange rates and interest rates.

Foreign Exchange Risk

        Our exposure to foreign currency transaction gains and losses is the result of certain net receivables due from our foreign subsidiaries and
customers being denominated in currencies other than the U.S. dollar, primarily the British Pound, the Euro, and the Canadian Dollar. Our
foreign subsidiaries conduct their businesses in local currency.

Interest Rate Risk

        We invest in a variety of securities, consisting primarily of investments in interest-bearing demand deposit accounts with financial
institutions, tax-exempt money market funds and highly liquid debt securities of corporations and municipalities. By policy, we limit the amount
of credit exposure to any one issuer.

        Investments in both fixed rate and floating rate interest earning products carry a degree of interest rate risk. Fixed rate securities may have
their fair market value adversely impacted due to a rise in interest rates, while floating rate securities may produce less income than predicted if
interest rates fall. Due in part to these factors, our income from investments may decrease in the future.
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INDUSTRY OVERVIEW

This discussion contains forward-looking statements, which involve risks and uncertainties. Our actual results may differ materially from
those we currently anticipate as a result of many factors, including the factors we describe under "Risk Factors," "Special Note Regarding
Forward-Looking Statements" and elsewhere in this prospectus.

U.S. Residential Wireline Communications Market

        Residential wireline communications services historically have been offered to consumers by a variety of operators, including traditional
local and long distance telephone providers such as AT&T (formerly SBC Communications), BellSouth, Citizens Communications Corp.,
Qwest, Sprint Nextel and Verizon. However, the competition for residential consumers has increased significantly. In recent years, many cable
television service providers added telephone service to their offerings. Improvements in wireless technology have allowed a number of wireless
communications providers, many of which are owned by traditional telephone operators, to capture a share of the residential telephone service
market, as many former wireline customers have begun to make wireless their sole telephone service. Most recently, improvements in Voice
over Internet Protocol, or VoIP, networks, which allow for the transmission of voice signals as digital data over a broadband Internet connection
and in many cases require only modest capital investment to build, have created even more competition in the market. A new group of
competitors, including start-up companies and existing cable, telephone and Internet providers, now use VoIP to offer telephone service to
residential customers.

The Growth in Broadband Adoption in the Home

        VoIP communications are carried as data packets and require a broadband Internet connection that has sufficient bandwidth to deliver the
data uninterrupted. As a result, broadband penetration has been a key driver of VoIP's expansion to date. As the Internet has become a bigger
part of people's lives and advanced applications have come to require greater bandwidth, broadband use has become more widespread. An
increasing array of alternative broadband access technologies, such as wireless broadband and broadband over power lines, is becoming
available. The availability of these alternatives is expected to further encourage future broadband deployment and penetration both in the United
States and worldwide.

        We believe the rapid deployment of broadband access in the United States and abroad will continue to enable the accelerated adoption of
VoIP communications.

VoIP Communications and Providers

        One of the outgrowths from the rapid deployment of broadband connectivity in the United States and abroad has been the accelerated
adoption of VoIP.

        VoIP is a technology that enables voice communications over the Internet through the conversion of voice signals into data packets. The
data packets are transmitted over the Internet and converted back into voice signals before reaching their recipient. The Internet has always used
packet-switched technology to transmit information between two communicating terminals. For example, packet switching allows a personal
computer to download a page from a web server or to send an e-mail message to another computer. VoIP allows for the transmission of voice
signals over these same packet switched networks and, in doing so, provides an alternative to traditional telephone networks.

        VoIP technology presents several advantages over the technology used in traditional wireline telephone networks that enable VoIP
providers to operate with lower capital expenditures and operating costs while offering both traditional and innovative service features.
Traditional networks, which require that each user's telephone be connected to a central office circuit switch, are expensive
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to build and maintain. In contrast, VoIP networks route calls over the Internet using either softswitches or software, both of which are less
expensive than circuit switches. In addition, traditional wireline networks use dedicated circuits that allot fixed bandwidth to a call throughout its
duration, whether or not the full bandwidth is being used throughout the call to transmit voice signals. VoIP networks use bandwidth more
efficiently, allocating it instead based on usage at any given moment. VoIP technology also presents the opportunity to offer customers attractive
features that traditional telephone networks cannot easily support, such as online call management and self-provisioning (the ability for
customers to change or add service features online).

        Traditional telephone companies originally avoided the use of VoIP networks for transmitting voice signals due to the potential for data
packets to be delayed or lost, preventing real-time transmission of the voice data and leading to poor sound quality. While a delay of several
seconds in downloading a webpage or receiving an e-mail generally is acceptable to a user, a delay of more than a millisecond during a live,
two-way voice conversation is not satisfactory. Original VoIP services, which were pioneered in the mid-1990s, were typically only PC-to-PC,
requiring two personal computers to be in use at the same time. Early international calling card services, which allowed users to dial abroad for
significantly discounted rates, also relied on a form of VoIP technology. These initial VoIP services often suffered from dropped calls,
transmission delays and poor sound quality because of bandwidth limitations. As a result, VoIP initially developed a poor reputation for service
quality relative to traditional fixed line telephone service. Subsequent increases in bandwidth, driven by increased broadband penetration, and
improvements in packet switching, signaling, and compression technology have significantly enhanced the quality and reliability of VoIP calls.

        Today, VoIP technology is used in the backbone of many traditional telephone networks, and VoIP services are offered to residential and
business users by a wide array of service providers, including established telephone service providers. These VoIP providers include traditional
local and long distance phone companies (such as AT&T, BellSouth, Qwest and Verizon), established cable companies (such as Cablevision,
Charter Communications, Comcast, Cox and Time Warner Cable), competitive telephone companies (such as Time Warner Telecom), Internet
service providers (such as AOL, Earthlink and MSN) and alternative voice communications providers (such as Vonage and Skype).

        While all of these companies provide residential VoIP communications services, each group provides those services over a different type of
network, resulting in important differences in the characteristics and features of the VoIP communications services that they offer. Traditional
wireline telephone companies offering VoIP services to consumers do so using their existing broadband DSL networks. Similarly, cable
companies offering VoIP communications services use their existing cable broadband networks. Because these companies own and control the
broadband network over which the VoIP traffic is carried between the customer and public switched telephone network, they have the advantage
of controlling a substantial portion of the call path and therefore being better able to control call quality. In addition, many of these providers are
able to offer their customers additional bandwidth dedicated solely to the customer's VoIP service, further enhancing call quality and preserving
the customer's existing bandwidth for other uses. However, these companies typically have high capital expenditures and operating costs in
connection with their networks. In addition, depending on the structure of their VoIP networks, the VoIP services provided by some of these
companies can only be used from the location at which the broadband line they provide is connected.

        Like traditional telephone companies and cable companies offering VoIP services, alternative voice communications providers, such as
Vonage, also connect their VoIP traffic to the public switched telephone network so that their customers can make and receive calls to and from
non-VoIP users. Unlike traditional telephone companies and cable companies, however, alternative voice communications providers do not own
or operate a private broadband network. Instead, the VoIP services offered by these providers use the customer's existing broadband connection
to carry call traffic from the customer to their VoIP networks. These companies do not control the "last mile" of the
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broadband connection, and, as a result, they have less control over call quality than traditional telephone or cable companies do. However, these
companies have the operating advantage of low capital expenditure requirements and operating costs.

        A third group of VoIP providers, such as America Online, Google, Microsoft, Skype (a service of eBay) and Yahoo!, generally offers or
has announced intentions to offer VoIP services principally on a PC-to-PC basis. These providers generally carry their VoIP traffic for the most
part over the public Internet, with the result that VoIP services are often offered for free, but can only be used with other users of that provider's
services. Many of these providers offer a premium service that allows customers to dial directly into a public switched telephone network. In
addition, while no special adapters or gateways are required, often customers must use special handsets, headsets or embedded microphones
through their computers, rather than traditional telephone handsets.
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BUSINESS

Overview

        We are a leading provider of broadband telephone services with over 1.9 million subscriber lines as of August 1, 2006. Utilizing our
innovative Voice over Internet Protocol, or VoIP, technology platform, we offer feature-rich, low-cost communications services that offer users
an experience similar to traditional telephone services. While customers in the United States currently represent over 95% of our subscriber
lines, we continue to expand internationally, having launched our service in Canada in November 2004 and in the United Kingdom in May 2005.
Since our initial launch in October 2002, we have experienced rapid subscriber line growth. For example, we more than tripled our subscriber
lines during 2005.

        We offer our customers a variety of service plans, each of which has a fixed monthly fee. Each of our service plans includes a full suite of
features typically offered by traditional circuit-switched telephone service providers, such as call waiting, caller ID and call forwarding. In
addition, we offer several enhanced features at no additional charge that are not typically offered by traditional telephone service providers, such
as area code selection, web- and e-mail-based voicemail and an account management website that allows customers to add or change their
features online. We also offer a number of premium services for an additional fee, such as toll free numbers, fax numbers and virtual phone
numbers. We offer low international per minute calling rates for calls to locations outside the United States, Puerto Rico, and Canada. We
believe the combination of these factors allows us to offer an attractive value proposition to our customers.

        Our customers can make and receive calls using a standard telephone plugged into a portable Vonage-enabled device almost anywhere a
broadband Internet connection is available. We transmit these calls using VoIP technology, which converts voice signals into digital data packets
for transmission over the Internet. We provide our service by using our customers' existing broadband Internet connections, eliminating the need
for us to build or lease costly "last-mile" networks. In addition, our network is based on internally developed software and industry standard
servers, rather than the more expensive circuit switches used by traditional telephone service providers. This network design enables us to
monitor, maintain and expand our network quickly and efficiently while realizing capital and operating cost savings.

        We have invested heavily to build a strong brand that helps drive our subscriber growth. We employ an integrated marketing strategy that
includes extensive television, online, direct mail, telemarketing, print and radio advertising, a customer referral program and a range of other
promotions, all designed to build our brand, attract new subscribers and retain existing customers. For example, according to
Nielsen//NetRatings, an independent Internet media and market research firm, we were the top advertiser on the Internet from January 2005
through the first quarter of 2006 based on estimated spending and impressions. We employ a broad distribution strategy and acquire customers
through our websites, our toll free numbers and our presence in leading retail outlets, including Best Buy, Circuit City, CompUSA and
RadioShack stores.

Our Strengths

        We believe we have the following strengths:

�
VoIP Market Position and Brand.    We are a leading provider of broadband telephone services to residential customers in
the United States. Since our inception through June 30, 2006, we have raised approximately $1.1 billion of capital and spent
approximately $492 million for online, television, print, radio and promotional marketing campaigns designed to build our
brand and to attract and retain customers. In July 2005, Frost & Sullivan, a global growth consulting company, called us
"synonymous with VoIP" in presenting us with their Award for Brand Development
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Strategy Leadership, which was awarded in recognition of our strong marketing and brand development activities. We
believe our strong brand recognition has enhanced our ability to sell our services through direct and retail distribution
channels, allowing us to capitalize on growing market demand for broadband and VoIP.

�
Attractive Value Proposition.    We offer our customers an attractive value proposition: quality communications services
with standard and enhanced features at prices considerably lower than those of traditional telephone services. Our most
popular calling plan offers typical residential customers unlimited calling minutes within the United States and to Puerto
Rico and Canada any time of the day, any day of the week, for $24.99 per month plus applicable fees and taxes. Beginning
in May 2006, we started offering free calls to certain European countries for customers who use our Residential Premium
Unlimited Plan. All of our plans include innovative applications such as area code selection, online account management and
personalized web-enabled voicemail and basic features such as caller ID, call waiting and call forwarding, all at no
additional cost. Another key aspect of our value proposition is the portability of our service, enabling our customers to use
Vonage-enabled devices to make and receive calls with their Vonage phone numbers almost anywhere that a broadband
Internet connection is available.

�
Innovative, Low-Cost Technology Platform.    We have invested significant resources in creating and maintaining our
innovative software and network technology platform. We believe this technology platform not only provides us with a
competitive advantage over many other VoIP service providers but also allows us to maintain a low cost structure relative to
traditional telephone and cable companies by:

�
leveraging our customers' existing broadband Internet connections, which eliminates our need to construct or
maintain costly "last mile" telecommunications networks to reach our customers;

�
using software rather than more expensive circuit switches or dedicated softswitches to route calls over our
network;

�
enabling us to remotely configure, monitor and update features in real time without the need for a costly field
service visit from a technician;

�
enabling our customers to add or change their service features online, reducing our customer care expenses;

�
allowing us to offer plug-and-play, Vonage-enabled devices that our customers can connect by themselves to
access our service, making our service portable and also eliminating the need for a costly field service visit from a
technician; and

�
providing for an online billing and automated payment system, which lowers costs by reducing the number of
employees dedicated to billing and collection functions and eliminating the need for paper bills.

        Our technology platform is scaleable, meaning that we require only modest capital investments in physical plant, and, as the needs of our
growing customer base increase, we can augment our capacity at a low incremental cost. Our platform also allows us to enter new markets
rapidly and offer our services at attractive prices. Our development team continuously works to enhance our technology, develop new features
and maintain our leadership position in broadband telephone services.

�
Strong Distribution.    We have developed both a strong direct sales channel, represented by our websites and toll free
numbers, and an extensive retail distribution channel. We support both our direct and retail distribution channels through
integrated advertising campaigns.
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�
In the first half of 2006, we generated approximately 88% of our net subscriber line additions through our direct
sales channel. Our online advertisements are linked directly to our website, where prospective customers can
immediately subscribe to our services.

�
In the first half of 2006, we generated approximately 12% of our net subscriber line additions through our retail
sales channel. Our service currently is available at the outlets of leading national and regional retailers, including
Best Buy, Circuit City, CompUSA, RadioShack and Fry's. As the bestselling VoIP brand in the United States, we
believe that retailers give us prominence over other VoIP providers in their selling space and direct most customer
inquiries about VoIP to our service. We also believe that we provide an attractive VoIP offering for national retail
chains because our service offering in the United States is national, unlike that of cable and traditional telephone
companies. In addition, we have relationships with popular equipment manufacturers, such as Linksys, Motorola,
Uniden and VTech, that have enhanced our attractiveness to retailers, who can cross-promote our products with
the products of these major manufacturers, further strengthening our sales within the retail channel. More recently
we have worked with manufacturers to have Vonage-certified VoIP chipsets installed in a variety of common
communications devices, such as cordless phones. By introducing such common use products, we believe we will
both expand our presence beyond electronics stores into general interest retailers and increase the attractiveness of
our product to mainstream consumers.

�
Customer Loyalty.    We believe that we have a satisfied, loyal customer base, which is evidenced by our churn and customer
referral rates. For the first half of 2006, we experienced average monthly customer churn of 2.3%. Our churn rate among
those U.S. direct and retail customers with us for more than six months was lower. During this same time period,
approximately 11% of the net subscriber line additions through our direct sales channel, representing 9% of our net
subscriber line additions overall, resulted from referrals from existing customers under our Refer-a-Friend program,
significantly supplementing our other sales efforts. We believe that this customer loyalty provides us with an important
platform for continuing to grow our business.

Our Strategy

        We believe that our strong brand identity and reputation for quality communications services are instrumental to building our customer
base. Our core business strategy is to enhance our brand image and the quality of our services in order to attract new customers. As we build on
our leading brand and our above-mentioned strengths, we are pursuing the following additional business strategies:

�
Develop Additional Innovative Features and Products.    We believe our technology, product innovation and strategic
relationships have helped us achieve our leadership position in broadband telephone services. Our product development team
works to improve our technology platform and develop additional features that we believe will be valued by our customers.
Our relationship with Texas Instruments, for example, has resulted in the development of a Vonage-certified reference
design and related chipsets that can be incorporated into telephone and networking devices, such as VTech cordless
telephones and Linksys wireless routers, allowing purchasers of these devices to subscribe to Vonage services without
obtaining additional hardware. To help maintain our leadership position, we intend to further develop our relationships with
leading semiconductor chip and consumer device manufacturers to ensure that our customers can access our services using a
wide variety of attractive equipment alternatives in the future. For instance, in April 2006 we entered into a relationship with
Broadcom Corporation to develop VoIP chipsets for future products.

�
Expand Distribution Capabilities.    We seek to further expand our distribution capabilities to achieve greater adoption
among mainstream consumers. We plan to continue to execute robust
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marketing campaigns to support both our direct and retail sales channels and offer a wider variety of attractive equipment
alternatives to further drive mainstream adoption of our service. Additionally, we intend to grow our existing relationships
and develop new relationships with major retailers in order to enhance and reinforce the Vonage brand in mainstream
consumers' minds and reach them in a familiar sales environment. For example, we have expanded the number of third-party
field personnel who visit thousands of stores every month on our behalf to promote Vonage product knowledge, to check on
product placement and availability and to drive in-store sales efforts. We also plan to offer a wider variety of attractive
equipment alternatives to help continue to drive mainstream adoption of our services.

�
Continue to Improve the Customer Experience.    We have been successful at building our customer base while managing
customer churn. As we seek to expand our business, we will continue to focus on maintaining a positive customer
experience. We also will further enhance our automated online account management system, which already allows our
customers to monitor their call activity, listen to voicemails, add lines, change features and plans, check their bills and make
customer referrals online. We will continue to enhance our live customer care through the strategic use of outsourcing, such
as for device installation support.

�
Expand into New Geographic Markets.    Our technology platform allows us to enter new markets with modest capital
expenditures. We evaluate new markets based on the number of broadband customers, competitive landscape and regulatory
environment. We already have launched services in the United States, Canada and the United Kingdom and intend to take
advantage of our modular and scaleable technology platform to selectively expand into additional international markets over
time, subject to regulatory and other considerations. In certain countries, we may need to conduct business through a
joint-venture with a local partner.

Service Offerings

        We offer our broadband telephone services to customers through a variety of service plans with different pricing structures. All of our
service plans include an array of both basic and enhanced features, and customers have the opportunity to purchase a number of premium
features at an additional fee. In order to access our service, a customer need only connect a standard touch-tone telephone to a broadband
Internet connection through a small Vonage-enabled device. After connecting the device, our customers can use a standard telephone to make
and receive calls.

Plans

        Within the United States, we currently offer two residential calling plans and two calling plans that cater to small offices or home offices.
Each plan offers calling within the United States and to Puerto Rico and Canada, plus a package of enhanced services and features, for a fixed
monthly fee. Beginning in May 2006, we started offering free calls to certain European countries for customers who use our
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Residential Premium Unlimited plan. In addition, we offer low international calling rates for calls to other locations. Our primary U.S. service
plans are as follows:

Monthly Plans
Monthly Minutes Within the U.S.,

Puerto Rico and Canada Monthly Fee

Residential Premium Unlimited Unlimited minutes $ 24.99
Residential Basic 500 500 minutes included (3.9¢ per additional

minute)
$ 14.99

Small Business Unlimited Unlimited minutes + dedicated fax line with
500 minutes of outgoing service included
(3.9¢ per additional fax minute)

$ 49.99

Small Business Basic 1,500 minutes included + dedicated fax line
with 500 minutes of outgoing service included
(3.9¢ per additional minute)

$ 39.99

        We also offer other plans, including Residential Fax Service, Business Fax and SoftPhone, which are described below. As of June 30, 2006,
approximately 90% of our U.S. subscriber lines were for residential service, and approximately 72% of those residential subscriber lines were
the premium unlimited plan. We offer similar plans in Canada and the United Kingdom.

        In addition to our current small business plans, which target the small office and home office market, we are currently testing new business
plans that will serve small companies with up to 100 lines. We do not expect to launch these new business plans in the near term.

Basic Features

        Each of the above-referenced plans provides a number of our basic features, including:

�  Call Waiting �  Caller ID Block (*67) �  International Call Block
�  Caller ID with Name �  Call Forwarding �  Repeat Dialing
�  3-Way Calling �  Call Return (*69) �  Do Not Disturb

Enhanced Features

        All of our calling plans include a wide range of enhanced features at no additional charge to our customers, such as:

�
Area Code Selection.    Customers can select from approximately 235 U.S. area codes for their telephone number for use
with our service, regardless of physical location.

�
Service and Number Mobility.    Our service is portable. Our customers can use their Vonage phone numbers to make and
receive calls almost anywhere in the world that a broadband Internet connection is available by taking their Vonage-enabled
device with them or using a Vonage V-Phone, WiFi phone or SoftPhone.

�
Online Account Management.    Customers can view and manage their accounts online. Our service provides capabilities
such as real-time feature management, call forwarding options and a lifetime call activity log.

�
Personalized Web-Enabled Voicemail.    Our service allows customers to receive e-mail notification of a voicemail with the
voice message attached to the e-mail message as an audio file. Our customers can also check and retrieve voicemails online
or from any touch-tone phone.
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�
Instant Messaging.    We recently entered into an agreement with a third party which will enhance our package of
communications offerings, allowing for PC to PC communications. The software program is in the early stage of
development.

Premium Services

        We also offer a number of premium services for additional costs. These services include:

�
Virtual Phone Number.    A customer can have additional inbound telephone numbers that ring on a primary subscriber line,
each for an additional fee. Each of these inbound telephone numbers can have a different area code. For example, a customer
living in New York City with a New York City phone number can purchase a Los Angeles virtual phone number that rings
on the customer's primary subscriber line. In this instance, a caller from Los Angeles could call the customer's virtual phone
number and be billed as if the customer were in Los Angeles. The current monthly fee in the United States is $4.99 per U.S.
virtual phone number. In addition to U.S. virtual phone numbers, we offer virtual phone numbers from Canada, France,
Italy, the Republic of Ireland, Mexico, Spain and the United Kingdom. Through relationships with third parties, we plan to
offer virtual phone numbers in additional countries. Virtual phone numbers are not included in our subscriber line count.

�
Toll Free Plus.    A customer can have toll free numbers that ring on an existing subscriber line. The current monthly fee in
the United States is $4.99 per toll free number and includes 100 incoming minutes per month, with customers charged a per
minute fee of 4.9 cents thereafter. Toll free numbers are not included in our subscriber line count.

�
Vonage SoftPhone.    A SoftPhone is a software application that can be downloaded and installed on computers, laptops and
WiFi-enabled personal digital assistant devices. It enables a user to use a computer as a full-functioning telephone, with its
own phone number, through a screen-based interface that works just like a telephone keypad. The current monthly fee in the
United States is $9.99 for 500 minutes of calling per month within the United States, Puerto Rico and Canada and 3.9 cents
per minute thereafter.

�
Residential Fax Service.    We offer 250 minutes of outgoing fax service within the United States, Puerto Rico and Canada
on a dedicated fax line for $9.99 per month, plus unlimited incoming faxes, with customers charged a per minute fee of 3.9
cents thereafter.

�
Business Fax Service.    We offer 500 minutes of outgoing fax service within the United States, Puerto Rico and Canada on a
dedicated fax line plus unlimited incoming faxes, with customers charged a per minute fee of 3.9 cents thereafter. One
business fax line is included in each of our business calling plans. We offer additional business fax lines for a monthly fee in
the United States of $9.99 per line.

Devices

        We believe that our ability to offer a variety of devices with enhanced features and capabilities differentiates our service offering from that
of many of our competitors. Our plug-and-play Vonage-enabled devices permit our customers to take their equipment to different locations
where broadband service is available as well as switch to different Internet service providers and continue to make and receive calls on their
Vonage phone numbers. We offer our customers a range of equipment alternatives for their Vonage-enabled devices based upon our
relationships with leading technology companies.

�
Analog Telephone Adapter.    Our analog telephone adapters, which convert analog audio signals into digital data packets for
transmission over the Internet, are plugged in between the
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customer's touch-tone telephone and existing broadband Internet connection. We currently offer stand-alone adapters
manufactured by Linksys and D-Link.

�
Integrated Adapter and Router.    Our integrated adapters and routers simplify installation by combining a standard adapter
and a broadband router in one device. We currently offer these devices, which are manufactured by Linksys and Motorola,
with standard and WiFi-enabled routers.

�
Integrated Cordless Phone, Adapter and Router.    In July 2005, we launched our first cordless multi-phone system, which is
manufactured by VTech. This device offers customers further integration of customer equipment by integrating a standard
cordless phone system, our adapter and a router into one device. These cordless multi-phone systems are designed to appeal
to mainstream consumers. In addition, Uniden, a leading cordless phone manufacturer, launched a similar Vonage-enabled
cordless phone in early 2006.

�
WiFi Phone.    The UTStarcom F1000 WiFi phone is a pocket-sized, wireless Internet phone that uses Vonage service by
connecting to wireless Internet access points, also known as WiFi hotspots, worldwide. The WiFi phone works at open WiFi
hot spots or certain compatible encrypted sites.

�
V-Phone.    In June 2006 we launched, the Vonage V-Phone, a USB compatible phone designed for use with our service.
Vonage software comes pre-loaded on the V-Phone and updates itself on the device's 256 MB flash drive. The V-phone
comes with a standard 2.5 mm stereo earpiece microphone and customers can make and receive calls by plugging the device
into any Windows-based laptop or PC with a high speed broadband internet connection.

Network Operations

        Our network operations are conducted by our wholly owned subsidiary, Vonage Network Inc., which holds our networking equipment and
employs the personnel who develop our technology.

How Vonage Calls Work

        When our customer picks up the telephone and makes a call, our equipment and network transmit the call through the following process:

�
the call starts from the phone handset and travels to the customer's Vonage-enabled device, which then converts the analog
audio signals into digital data packets;

�
the digital data packets are sent through the customer's existing broadband connection over the Internet to our call processing
center; and

�
the digital data packets are routed by our call processing center in one of two ways depending upon the call recipient:

�
for recipients who use Vonage, the digital data packets are routed directly over the Internet to the recipient's
location and converted back to analog signals by the recipient's Vonage-enabled device;

�
for recipients who are not Vonage customers, the digital data packets are routed through one of our regional data
connection points, which converts the digital data packets back to analog signals and routes the call to the public
switched telephone network.
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        If someone who does not have Vonage service calls a Vonage customer, the call is routed over the public switched telephone network to a
gateway at one of our regional data connection points, where the analog signal is converted into digital data packets, and we route the call over

the Internet through our call processing center to our customer.
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        Our scaleable network architecture and centrally managed technology platform are designed to provide customers with the familiar
functions and ease of use associated with traditional telephone service while allowing us to maintain and upgrade our network without
significant capital expenditure and to provide our services at a low cost. Our network is based on internally developed software, rather than the
expensive circuit switches and softswitches used by other telephone service providers. We have also developed a number of software systems,
such as our web-based billing system, that provide our customers with valuable features while simultaneously enabling us to manage our
business more efficiently.

Core Network Elements

�
Vonage-Enabled Devices.    We work with a number of leading equipment manufacturers to provide our customers with a
variety of equipment alternatives while ensuring that all devices have the functionality found in our standard
Vonage-enabled adapter.

�
Call Processing Centers.    Our call processing centers communicate with the equipment at the Vonage customer's location
to authenticate and authorize access to our network. The call processing centers are also responsible for all call signaling in
our network, such as initiating phone calls, delivering inbound calls to a customer's phone, and other calling features such as
call forwarding. The call processing centers are built from our internally developed soft
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