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Explanatory Note 

In this Annual Report on Form IO-K (“Form 10-K), we are restating our consolidated financial statements as of 
December 3 1,2005 and for each of the years ended December 31,2005 and 2004, and quarterly data for 2005 and the first 
two quarters of 2006, which are included in “Financial Statements and Supplementruy Data” in Item 8. This Form 10-K also 
reflects the restatement of selected fmancial data as of and for each of the years ended December 3 1,2002 through 2005, 
which is included in “Selected Financial Data” in Item 6, and the fiscal years ended December 31,2005 and 2004, which is 
included in “Management’s Discussion and Analysis of Financial Condition and Results of Operations” in Item 7. 

Previously filed annual reports on Form 10-K and quarterly reports on Form IO-Q affected by the restatement have not 
been amended and should not be relied on. 

The restatement of ow consolidated fmancial statements reflects: 

i) stock-based compensation expense not previously recorded for certain stock option grants for which we used an 
incorrect measurement date for accounting purposes; 

ii) tax-related adjustments resulting from the above errors in stock option accounting; and 

iii) the recording of previously unrecorded adjustments not related to accounting for stock options that were previously 
deemed to be immaterial to our historical consolidated f m c i a l  statements. 

During the quarter ended September 30,2006 our Board of Directors formed a Special Committee of independent 
directors to commence a voluntary investigation of our historical stock option grants and practices. The Special Committee 
concluded that the appropriate measurement dates for determining the accounting treatment of certain historical stock option 
grants differed from the measurement dates we used in preparing our consolidated financial statements. Because the exercise 
prices at the originally stated grant dates, in certain cases, were lower than the prices on the revised measurement dates, we 
determined we should have recognized material amounts of stock-based compensation expense which were not accounted for 
in our previously issued consolidated financial statements. The Special Committee also found that in a number of instances 
the date and exercise price of option grants had been determined with hindsight to provide a more favorable price for such 
grants. 

As a result, we have determined revised measurement dates for certain stock option grants and have recorded total 
additional stock-based compensation expense of $10.0 million for the years ended December 31,2000 through 2005, and 
$0.1 million for the first two quarters of 2006. A summary of additional stock-based compensation expense, by period, with 
the most significant stock option grants shown separately, is as follows: 

Three Sir 
Months Months 
Ended Ended 

(000’s) Year Ended Decomber31, Total March 31, June30, 
Grant Date 

Nov. 15,2001 554 391 39 39 1,023 
Aug. 1 I ,  2003 47 185 162 394 20 40 

- - - _ _ - -  2000 2001 2002 2003 2004 2005 2W6 ~ 2006 
May 25,2000 $1,540 $2,699 $3,028 $281 $ 135 $ ~ $ 7,683 $- $- 

52 - 15 
$1,658 $2,885 $3,778 $811 $ 503 $337 $ 9,972 $35 

- 118 186 196 92 144 136 872 ------- All other grants 
Total $92 - - - - ~ - - - - ~  - - _ _ - - - -  

As a result of determining revised measurement dates, we have also recorded payroll withholding tax related 
adjustments for certain options previously classified as Incentive Stock Option (“ISO) grants under the Internal Revenue 
Service Code of 1986, as amended (“the Code”). Such options were determined to have been granted with an exercise price 
below the fair market value of our common stock on the revised measurement date. As a result, such options do not qualify 
for IS0  tax treatment. The disqualification of IS0 classification and the resulting conversion to Non-qualified Stock Option 
status results in additional withholding taxes on exercise of such options. We have accordingly recorded a tax 



liability of $0.5 million as of December 3 1,2006 in connection with the disqualification of such IS0  tax treatment. 

In addition, as a result of the change in the measurement dates of certain stock option grants, certain options vesting 
subsequent to December 2004 result in non-qualified deferred compensation for purposes of Section 409A of the Code, and 
holders are subject to an excise tax on the value of the options in the year in which they vest. We have concluded that it is 
probable that we will implement a plan to assist the affected employees for the amount of this tax, or adjust the terms of the 
original option grant, which would also have f m c i a l  statement ramifications. 

In those instances where the approval date of the stock option grant could not he determined with certainty, or the terms 
of the option grant, including exercise price and number of shares were not fmal on the determined date of approval, we used 
a consistent methodology to determine the most likely measurement date of the option grant. In determining a measurement 
date, we considered the date by which both approval of the stock option grant had heen obtained and the terms of the option 
grant, including exercise price and number of shares, were f m l .  For each of our past stock option grants, we determined a 
measurement date using the following criteria: 

1) For stock option grants approved at a meeting of either our Board of Directors or our Compensation Committee and 
evidenced by meeting minutes, the date of the meeting was determined to be the measurement date, provided the 
terms of the option grant, including exercise price and number of shares, were final on the date of the meeting. 

For stock option grants approved by the members of our Compensation Committee through the process of signing 
unanimous written consents (“UWCs”), the following criteria were used to determine the measurement date of the 
grant: 

a) 

2) 

If there was evidence of the date of signature for all of our Compensation Committee members, the date that 
the last Compensation Committee member signed the UWC was determined to be the measurement date, 
provided the terms of the option grant, including exercise price and number of shares, were final on that date; 

If there was evidence of the date of signature for all of our Compensation Committee members, other than our 
Chief Executive Otficer when he was a member of the Compensation Committee, the date that the last 
Compensation Committee member signed the UWC was determined to be the measurement date, provided the 
terms of the option grant, including exercise price and number of shares, were final on that date. 

If there was no evidence that grants were approved through the process of signing UWCs, or there was no evidence 
as to the date of the signatures on the UWCs by our Compensation Committee members we considered email 
evidence to support the approval date. 

We determined the measurement date based on the date of statements made in email correspondence that indicated 
that the stock option grant had been approved by all of the members of our Compensation Committee, provided the 
terms of the option grant, including exercise price and number of shares, were final on that date. We considered 
emails from our Compensation Committee members indicating the date of approval of the option grant and/or 
emails from our legal or human resources personnel indicating the date of approval of the option grant. 

If there was a Form 3 or Form 4 filing associated with the option grant, we used the following criteria to determine 
the measurement date of the grant: 

a) 

b) 

3) 

4) 

If an officer or director required to file reports under Section 16 of the Securities Exchange Act of 1934, as 
amended, filed a Form 3 or Form 4, we determined the measurement date to be the date that the Form 3 or 
Form 4 was filed; 



b) If employees who were not Section 16 officers were included in the grant with Section 16 officets who filed a 
Form 3 or Form 4 and the number of shares attributable to employees who were not Section 16 officers were 
determined with fmality at the time of the filing, we determined the measurement date to be the filing date of 
the Form 3 or Form 4 as it provided finality as to the exercise price. 

5) If we did not have any corroborating evidence to indicate the date the stock option grant had been 
approved by all of the members of the Compensation Committee, and the filing of a Form 3 or Form 4 
was not applicable, we looked for evidence that indicated the date on which the UWC was sent for 
signature, via email or fax, from us to our Compensation Committee members. If this evidence existed, 
we analyzed the number of days it took for our Compensation Committee members to return the signed 
UWCs.  A range of response time was determined by individual Compensation Committee member and 
used to develop a response time range for our Compensation Committee, as a group, during specific 
periods, as the composition of our Compensation Committee members changed over time. Based on this 
analysis, four different ranges were determined. The range of response times from Compensation 
Committee members varied from a minimum of 1 to 2 days, for which there was one instance, to a 
maximum of 0 to 91 days, for which there were two instances. Based on the range of response time, we 
determined the measurement date to be the last day of the response time period, provided the option 
terms were final on this date, as this is the date we have determined is the date by which approval is most 
likely to have been obtained. 

In instances where there was no evidence of the approval of the grant andor fmality of the option 
recipients and grant terms, we determined the measurement date based on the last date of entry for these 
stock options into our stock option tracking system. This date was deemed to be the most likely approval 
date as our policy and historical practice was to enter stock option grants into its stock option tracking 
system only after we believed that the option grants bad been approved. 

The restatement of prior year financial statements also includes adjnstments for other errors that were not previously 
recorded because we believed the amount of any such errors, both individually and in the aggregate, were not material to our 
historical consolidated financial statements. Such errors primarily related to the recording of deferred income, classification 
of reserves for customer disputes, adjustments to accmals, and fixed asset depreciation. 

6) 

The following is a summary of the effects on net income of the adjustments related to the above errors (in thousands): 

Stock based 
cornvensation and 

YearEnded Deeember31, 

2000 
2001 
2002 
2003 
2004 
2005 

rehied payroll tar Other 

Increase (deerease) to net loss 
$ 1,661 $ 78 $ 1,739 

2.885 98 2.983 

withholdine adiustments adjustments Total 

31778 (420) 31358 
822 574 1,396 
613 175 788 
4F9 197) 267 _ _ _  ,- , I - 

Total $ 10,218 408 $ 10,626 

Three months ended March 31,2006 
Three months ended June 30,2006 

Decrease (increase) lo net income 
63 (45) 18 

100 (74) 26 
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PART I 

Item 1. Busincss 

Company Overview 

operations consist of our Voice-Over-Internet-Protocol (“VOW) trading business (“Trading”), in which we connect buyers 
and sellers of international telecommunications services, and our retail services business (“Retail”). In the Trading business 
we receive voice traffic from buyers-riginating carriers who are interconnected to our network via VoIP or traditional time 
division multiplexing (‘TDM) connections, and we route that traffic over the Internet to sellers-local service providers and 
carriers in the destination countries with whom we have established agreements to manage the completion or termination of 
the call. We use proprietary, patent-pending technology to automate the selection of routes and termination partners based on 
a variety of performance, quality, and business metrics. We offer this Trading service on a wholesale basis to carriers, 
consumer VoIP companies, telephony resellers and other service providers worldwide. We have call termination agreements 
with local service providers in No& America, Europe, Asia, the Middle East, Latin America, Africa and Australia. 

We continue to expand our market share in our Trading business by expanding our customer base and by introducing 
cost-effective solutions for our customers to interconnect with our network. Our Trading products include Basis DirectsTM, 
which features our direct routes to more than 100 countries, which are our most cost-efficient routes. Designed for carrier 
customers with sophisticated Least Cost Routing capab es, Directs offers our most competitive rates. We also offer our 
PremiumCertiiied@ international routing product which features routes to more than 700 destinations that are actively 
monitored and managed to deliver a level of quality that is equal to or exceeds the highest indnstIy benchmarks for retail 
quality. PremiumCertified is designed to take advantage of third-party or off-net routes to provide thorough worldwide 
coverage for customers, and enhances our ability to compete for retail international traffic from existing customers as well as 
from mobile operators and consumer VoIP providers. 

with DirectVoIP Broadband, which addresses requirements that are specific to the growing consumer VoIP market. 
DirectVoIP Broadband includes our transcoding solution, which enables us to provide greater interoperability among devices 
and voice applications, as well as deliver high quality service even over sub-optimal network connections. We have 
approximately 60 customers in the consumer VOW market, including leaders among the emerging independent providers and 
cable operators, and we believe this market offers significant growth potential for us. 

We launched our Retail business in late 2003, with the introduction of our retail prepaid calling cards, which are 
marketed through distributors primarily to ethnic communities within major metropolitan markets in the United States. In 
September 2004, we expanded our Retail business segment with Pingoa, a prepaid calling service that we offer and sell 
directly to consumers and business customers through an Internet wehsite on a prepaid basis . Both the prepaid calling card 
business and Pingo leverage our existing international VoIP network and have the potential to deliver higher margins than are 
typically achieved in the Trading business. In addition, the retail prepaid calling card business typically has a faster cash 
collection cycle than the Trading business. Pingo is sold directly to consumers and business customers. To date, revenues 
from our Pingo services have not been material. 

We were incorporated as a Delaware corporation in 1996. Our principal executive offices are located at 20 Second 
Avenue, Burlington, Massachusetts and our telephone number is (781) 505-7500. Our a n a l  reports on Form 10-K, 
quarterly reports on Form IO-Q, current reports on Form 8-K, and all amendments to those reports, are available to you free 
of charge through the Securities and Exchange Commission’s 

We are a leading provider of international communications services and a provider of retail prepaid calling services. Our 

In targeting the emerging consumer V o P  providers, we have expanded our DirectVoPm IP interconnection offering 
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("SEC") website at w . s e c . g o v  or on our investor relations website at httu://investor.ibusis.com as soon as reasonably 
practicable after such materials have been electronically filed with, or furnished to, the SEC. 

Proposed Transaction with KPN Telecom B.V., a subsidiary of Royal KPN N.V. 

Telecom B.V., ~ K P F ) ,  a subsidiary of Royal W N  N.V. and a private limited liability company organized under the laws of 
The Netherlands. Pursuant to the Share Purchase Agreement, we will acquire the shares of two subsidiaries of KPN and 
receive $55 million in cash from KPN in retum for issuing to KPN that number of shares, of our common stock which, on a 
post issuance basis, represents 51% of the issued and outstanding shares of our common stock and outstanding in-the-money 
stock options and warrants. The two entities which we are acquiring from KF" encompass KPN's international wholesale 
voice business. 

On June 2 1,2006, we entered into a Share Purchase and Sale Agreement (Share Purchase Agreement, with KPN 

Upon the completion of the foregoing transactions, we will pay a dividend in the aggregate amount of $1 13 million, on a 
pro rata basis to those persons who are our shareholders of record on the date immediately prior to the date of the closing of 
the transactions contemplated by the Share Purchase Agreement. In connection with our payment of the dividend, we will 
adjust the exercise price and number of shares to be issued upon exercise of our outstanding common stock options to 
preserve their value. The proposed transaction, which is subject to customary closing conditions, including regulatory 
approvals and the approval of our shareholders, is expected to be completed before the end of October 2007. On April 27, 
2007, we announced that we and KPN had amended the Share Purchase Agreement to extend the outside date for completion 
of the transactions to October 3 1,2007. 

Although we will be issuing shares of our common stock in acquiring the two subsidiaries of KPN, after the merger is 
completed, KPN will hold a majority of our outstanding common stock. Accordingly, for accounting and financial reporting 
purposes, we will be treated as the accounting atiquiree. Under the purchase method of accounting, our assets and liabilities 
will be, as of the date of the transaction, recorded at their fair value and added to the historical assets and liabilities of the two 
subsidiaries of KPN, including any amount for goodwill representing the difference between the deemed purchase price of 
isasis and the fair value of our identifiable net assets. 

Industry Overview 

approximately $70 billion. We believe that this market will continue to grow as countries around the world continue to 
deregulate their telecommunication markets, prices fall and underlying trends in migration and economic integration drive 
fundamental demand. We believe there are three major industry trends that will drive continued growth in the wholesale 
trading of international voice traffic. These trends involve the migration of voice traffic: 

Market Overview The international voice and fax traffic market is estimated by industry analyst TeleGeogmphy to be 

%om traditional vertically-integrated international carriers to more specialized local service providers; 

from traditional fixed line offerings to consumer VoIP; and 

from the traditional time-division multiplexing (TDM) network to VoIP. 

In many cases, international traffic is moving to curiers that do not have extensive international networks and are 

Global deregulation combined with rapid technological advances has enabled the emergence of many new 

dependent on wholesale providers like iBasis to provide effective international service for retail customers. 

communications service providers in dozens of local markets. In their efforts to remain competitive, 
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national carriers are focusing their capital spending on “last-mile” services such as fixed-line, wireless, and cable, which 
account for a very large percentage of their revenues. Consequently, communications service providers are looking for ways 
to expand their ability to serve all of their customers’ telecommunication needs, while simultaneously reducing the cost of 
providing international services. As the international voice business becomes increasingly commoditized, the critical success 
factor is scale. For the vast majority of carriers, international traffic represents a very small portion of their overall business. 
Therefore, many of the world’s carriers are seeking to leverage efficient VoIP networks, such as The iBasis Networkm, 
whose lower infrastructure and transport costs can help improve a carrier’s competitiveness and bottom line, without 
compromising service quality. Some camer customers turn to us for their biggest routes, some for their smallest routes, and 
others for all routes, effectively outsourcing their international voice traftic to isasis. 

transmitting VoIF calls for many of the world’s largest carriers for several years. Managing quality of service at the core of 
the network, which we pioneered and mastered, has allowed phone-to-phone calls to be transmitted over the Internet with 
quality nearly indistinguishable from that of traditional voice networks. Enabled by the quality of VoIF service from 
providers like us, international VoIP traffic has grown rapidly. According to industry analyst, TeleGeography, international 
VoIP traffic grew 36% to 32 billion minutes in 2004, and 42% to 45 billion minutes in 2005 and was expected to reach 
62 billion minutes in 2006, which is more than 20% ofprojected international traffic worldwide. 

potential points of congestion where information, in the form of data packets, can be delayed or dropped. For non real-time 
communications, such as email, a slight delay in the receipt of a message is not significant. However, for real-time 
communications, such as telephone calls, the result of a delay in transmitting the call, or losing the call altogether, is 
significant. To minimize the risk of delays or losing calls over the Internet, we utilize complex and proprietary performance 
monitoring and call routing technology to ensure consistently high call completion and voice quality. We have developed 
patent-pending quality management technology that enables us to deliver call completion rates and average call durations (the 
standard metrics camers use for measuring quality) that we believe are consistently equal to or better than those achieved by 
traditional fmed-line carriers. 

The Mainstreaming o/VoIP. Although the consumer adoption of VoIP services is a recent development, we have been 

Unlike fixed-line telecommunication networks and managed internet protocol (“IP”) networks, the Internet has many 

VoIP’s principal benefits are: 

Cost Advantage from Internet Transport. Traditional voice networks use circuit-switching technology, which 
establishes dedicated channels between an originating and terminating point for the duration of a call. Physical 
facilities (typically fiber and associated equipment) are dedicated to voice traffic between switching nodes, regardless 
of changes in demand. In contrast, VoIP is based on packet-switching technology. This technology completes a call 
by digitizing and dividing a speaker’s voice into small packets that travel to their destination along lines carrying 
packets of other Internet traffic, in much the same way as email travels. Using a network of service facilities 
connected to the public Internet for transport is less costly than building a dedicated network as our calls share the 
Internet with other traffic. 

Cost Advantage from IP Technology. VoIP gateway equipment and session border controllers which are used to 
convert and route phone calls over the Internet is less expensive and requires less physical space in 
telecommunication facilities than traditional telecommunications equipment. 

completed through international toll switches that provide access to the terminating network These networks are 
often owned by government bodies or telecommunications carriers who charge settlement rates well in excess of 
costs. Although these fees are being reduced in many 

Cost Advantagefrom Bypass o/lnternational Settlement Rates. Traditional international long distance calls are 
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countries as industry deregulation continues, these charges remain significant. Calls routed over the Internet bypass 
the toll switches, avoiding a significant portion of these fees, which further lowers the cost of completing such calls. 

Positioningfor New Services. In contrast to the closed, proprietary structure inherent in a traditional circuit-switched 
voice network, VoIP embraces an open architecture and open standards, which facilitates innovation at a lower cost. 
Traditional voice networks have been designed specifically to provide one basic service, making it difficult and costly 
to introduce new services over those networks and their proprietary platforms. As data networks convert all services 
into standard data packets, new services are delivered from industry standard servers, integrating the Internet with the 
revolution in commodity computing. As a result, new services can be developed and brought to market much faster 
and more cost-efficiently. 

Outsourcing VoIP services. Given the advantages of VoIP, many carriers have announced plans to migrate to IP and 
have begun to cany some portion of their voice traffic over IP networks. Despite the move by some large carriers to develop 
their own international V o P  infrastructures, most carriers have demonstrated more interest in outsourcing international 
traffic to providers such as Basis. The reasons these carriers prefer to outsource international traffic include: 

the relatively low percentage of revenue and gross profit that international service represents for many large carriers; 

the disproportionate cost and complexity of deploying and supporting international service infrastructure in contrast 

a hesitation to build new networks and cannibalize traffic from their traditional voice networks; 

with domestic investment opportunities; 

concerns over sufficient in-house VoIP expertise to ensure that voice quality and network reliability are comparable to 
that of the public-switched telephone network, especially when routing traffic over the Internet versus private 
networks; and 

generally reduced capital budgets for network investments of any kind 

Trading Business 

and fax traffic, substantially lowering their transport and service support costs, without compromising quality. Our carrier 
customers access The isasis Network, our international VoIP network, directly from their own VoIP equipment anywhere or 
by establishing an interconnection through one of our “Internet central offices“ or “ICOs” strategically located in major 
telecommunications hubs in the US., Asia, and Europe. Calls are transported over the Internet and terminated at “Internet 
branch offices” or “IBOs” generally managed by our terminating partners. In this way, our originating customers receive a 
single point of interconnection to a global network of termination points without the burden of managing the international 
network logistics and interconnection agreements on the far end. Likewise, our partners, who sell us termination capacity in 
their countries, receive a substantial source of traffic revenue without having to negotiate individual agreements and 
interconnections with originating carriers. Our services provide the following key benefits to our customers: 

High Qualily Call Completion. Our network, monitoring and management technologies enable us to complete 
international voice and fax calls with quality comparable to that of traditional circuit-switched voice networks. This high 
quality is reflected in the fact that carriers choose to provide our VoIP services to their retail customers undifferentiated from 
their traditional services. We achieve high quality over the Internet through a variety of controls and technologies. At our 
24x7, expert-staffed global Network Operations Centers (NOCs) in Burlington, Massachusetts, USA and Houg Kong, we are 
able to monitor 

Our VoIP Trading business enables caniers and other communications service providers to outsource international voice 
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our carrier customers’ voice traffic and automatically select optimal routing choices according to real time performance data. 
Using our patent-pending Assured Quality Routing” and PathEngineTM technologies, we dynamically route customers’ traffic 
over multiple Internet routes, completing calls on our partners’ phone networks in destination countries. 

circuit-switching. Because we use the Internet, rather than a private IP network, to deliver international voice traffic, we have 
greater infrastructure flexibility and lower capital costs than service providers that employ dedicated point-to-point 
connections. VoIP equipment is less costly and has lower facilities costs (due to its smaller physical footprint) than 
equivalent capacity circuit-switched equipment. We offer an open, scalable architecture that enables carriers and 
communications service providers to connect quickly and without investment or technical expertise. An additional advantage 
derives from our ability to bypass many of the international settlement rates associated with some international traffic carried 
over circuit-switched voice networks, which produces additional cost savings. 

For financial information regarding our Trading business segment, see Note 5, Business Segment and Geographic 
Information, to our Consolidated Financial Statements. 

Retail Business 

Cost Effective Services. Our call transport costs are lower because packet switching is more efficient than traditional 

Our Retail business consists primarily of our prepaid calling card services and Pingo, ow prepaid calling service sold 
directly to consumers through an Internet website. Our prepaid calling card business, which we launched in late 2003, 
leverages our global VoIP network and back-office systems, including a sophisticated prepaid rating and billing platform. We 
sell more than 300 brands of retail prepaid calling cards through established distributors to retail outlets in major metropolitan 
markets acros  the US. Many of the calling card brands are owned (trademarked) by Basis and feature our component 
branding, “Quality Calls from Basis”, on the cards. We also enable established carrien to leverage the strength of their 
brands by taking advantage of our prepaid calling card platform, production and distribution. The Oi brand calling card from 
Brazilian carrier Oi is one example. We have established a dedicated operation to sell and service our prepaid retail calling 
card services. Typically, our Retail business delivers higher gross margins and has a faster cash collection cycle than our 
Trading business. 

our eCommerce web interface. Pingo customers in the United States and 35 additional countries use credit cards or 
alternative web-based payment methods, such as Paypal@ to purchase calling time over The iBasis Network by selecting a 
pre-set amount. Customers are provided with toll-free or local access numbers, account number and personal identification 
number to access the service. Pingo’s enhanced convenience features include access to on-line call and billing history, 
automatic recharging to maintain a balance in the customer’s Pingo account, and PINpassm PIN-less dialing, which enables 
a customer to avoid keying in their account number and PIN when calling from any fixed or mobile phone they have 
registered on the Pingo site. These features are designed to increase the customer’s convenience and loyalty to the service. 
For financial information regarding our Retail business segment, see Note 5, Business Segment and Geographic Information, 
to our Consolidated Financial Statements. 

In September 2004, we launched Pingo”, our retail calling service offered directly to consumers and business through 

Our Retail services build upon the underlying iBasis network and systems and gives us opportunities to capture retail 
traffic directly from consumers, which may provide us higher margins than traffic we receive through other carriers. In 
offering these services, we can, as described in the next section, take advantage of our high quality call completion and cost 
effective services. 

The iBasis Network 

We transported approximately 11.1  billion minutes of traffic over the iBasis Network in 2006, a volume of traffic that 
positions us among the ten largest camers of international traffic in the world, based 
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on global traffic statistics contained in the industry analyst publication TeleGeography 2007. As of December 31,2006, we 
had Points of Presence-generally referred to as POPS-in 100 countries. POPS designate points where The iBasis Network 
is directly connected to local telephone networks for call origination or termination. In fact, we are capable of connecting to 
local networks in many more countries through our relationships with other camers. These routes are commonly referred to 
as “off-net” routes and are utilized opporhmistically when pricing is favorable. 

industry leaders such as Cisco Systems and NexTone, as well as patent-pending iBasis software for quality management and 
advanced routing. Our Assured Quality Routing and PathEngine technology enable ongoing monitoring of network 
performance and automatic selection of best quality routes based on near real-time performance data. The switchless 
architecture provides us with significant savings in operational costs and capital expense by eliminating the need for costly 
telecommunications switches and other equipment and connectivity in central offices. It also has enabled us to simplify 
provisioning, real-time route monitoring, and network management by decreasing the number of network components 
involved in carrying a call. The result for our customers is higher voice quality, call completion and call duration. 

In 2006 we began deploying specialized transcoding equipment that enables our network to accept traffic in a wider 
variety of formals associated with codecs-compressioddecompression algorithms used by consumer VoIP providers to 
support different devices, applications and networks. As part of our DirectVoIPTM Broadband offering, the transcoding 
solution give iBasis an advantage in meeting the interoperability requirements of emerging service providers. 

The Basis Network is based on a technologically advanced switchless architecture, leveraging proven hardware from 

The Basis Network consists of four principal elements: 

Internet Central Offices (ICOs) and Internet Branch Ofices (IBOs) that convert circuit-switched voice traffic into 
data for transmission and reception over the Internet or vice versa; 

the transmission medium, which is principally the public Internet; 

Assured Quality Routing (AQK), our proprietaq traffic monitoring and routing management software; and 

our network operations centers (NOCs), from which we oversee and coordinate the operation of the ICOs and IBOs 

Internet Central Ofices and Internet Branch Ofjces. Our customers interconnect with our network, at their cost, hy 
connecting dedicated voice circuits from their fac es to one of our lCOs, which are strategically located in Frankfurt, Hong 
Kong, London, Los Angeles, New York, Paris, Sydney and Tokyo. Alternatively, our customers may elect to install an Basis 
IBO at their facilities. ICOs and IBOs receive calls directly from a local camer’s switched network. VOW gateways in each 
IC0  or IBO digitize, compress and packetize voice and fax calls and then transmit them over the Internet. At the destination, 
another IC0  or IBO reverses the process and the call is switched back from the Internet to a local carrier’s circuit-switched 
network in the destination country. Increasingly, customers are investing in VoIP equipment and connecting to us using an IP 
signal. As this trend progresses, our already asset-effective business model gains further strength, as we no longer bear all the 
cost of converting calls between traditional voice network and the lntemet and dedicated physical circuit-switched 
interconnects are eliminated altogether. 

coverage, low cost and flexible connectivity. As a result, we have avoided the expense and delay of deploying and 
maintaining a private, dedicated network of fiber and cable connections. In addition, because we do not have fixed, point-to- 
point connections, we can adapt to changes in 

The Infernel. We use the Internet to transmit the substantial majority of our voice and fax traffic because of its global 
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international traffic flows rapidly and at minimal cost. We effectively address the challenges of using the Internet for high 
quality, real-time voice communications by: 

selecting only high quality, service-oriented Internet service providers as our vendors; 

purchasing multiple, high-speed connections into the Internet backbone; and 

continuously monitoring performance across our entire network of POPS and the Internet 

Assured Qualify Routing. We have deployed a proprietary patent-pending system of toolsAllectively h o r n  as 
Assured Quality Routing (“AQR’) to maintain high quality service over the Internet. AQR optimizes the quality of calls 
placed over The Basis Network by integrating quality parameters into routing decisions. These parameters include measures 
of quality that are of direct importance to carriers including call duration, call completion and post-dial delay as well as 
underlying determinants of successful data transmission, namely packet loss, jitter and latency. Utilizing data collected in 
near real-time by our PathEngine performance reporting technology, AQR automatically reroutes traffic in anticipation of 
quality dropping below specific thresholds, sending subsequent calls through another Internet path, to an alternative 
terminating IP partner or to a circuit-switched backup vendor if necessary. 

centers (“NOCs”). Basis NOCs use leading network management tools from Hewlett-Packard and a number of other 
vendors, which are integrated with our AQR systems to enable us to monitor, test and diagnose all components of The Basis 
Network. NOCs in Burlington, Massachusetts and Hong Kong are staffed by network and traffic engineers to provide expert 
coverage 7 days a week, 24 hours a day, 365 days a year, and are equipped with: 

Global Network Operations Centers. We manage our network and implement AQR through our network operations 

tools that support the monitoring and analysis of various components of The isasis Network to identify and address 

system redundancy, including power back-up; and 

a help desk that allows us to respond quickly to our customer’s needs and concerns. 

potential network problems before they affect our customen’ 

Research and Development 

Our research and development activities are primarily focused on developing, improving and expanding The iBasis 
Network and increasing the efficiency of our interconnections with buyers and sellers of telecommunications services. These 
activities include the development of specific tools for our networks, such as our patent-pending Assured Quality Routing 
and PathEngine technologies, as well as specialized interconnection technologies llke our DirectVoIP Broadband service, 
which is designed to meet the needs of emerging providers of consumer VoIP services. In addition, our engineering personnel 
contribute to the support and operation of our global network operations centers, which oversee and coordinate the operation 
of our KO’s and IBOs. Research and development expenses were $13.5 million, $12.6 million and $14.0 million for 2006, 
2005 and 2004, respectively. 

Markets and Customers 

According to Telegeography 2007 (PriMeuica, IC.), the global market for international phone service is estimated to be 
approximately a $70 billion market in which international voice minutes grew 14% from 2004 to 2005. As a subset, 
international VoIP traffic grew 42% in that same period to approximately 45 billion minutes. In all hut two of the 15 years 
from 1991 to 2005 the rate of increase in traffic volume has outstripped the rate of decline in pricing, providing the 
opportunity for continued revenue growth. With the increasing migration of international traffic to VoIP and the growth in 
calls that are originating as IP through incumbent and emerging providers, including cable operators, growth of international 
VoIP traffic is likely to continue and even to accelerate. This reinforces the growth opportunities for us, as it is natural 

7 



for providers who are originating their traffic on IP will turn to VoIP carriers, like Basis, to avoid unnecessary conversions to 
TDM to complete their international calls. 

for 10% or more of revenue in 2006 or 2005. One camer accounted for more than 10% of revenue in 2004. For further 
discussion of our revenues related to significant customers and customers in other countries and other geographic 
information, refer to Notes 2 and 5 in our Notes to Consolidated Financial Statements. 

strong local market expertise and relationships. Some of our overseas partners are very large, well-established national 
carriers. Others are emerging competitive carriers or Internet Service Providers (ISPs) who are able to provide the 
interconnection necessary to terminate minutes for us in their country. 

Increasingly, traffic flows are becoming reciprocal-formerly distinct customers and suppliers are becoming “trading- 
partners”-as deregulation and competition erode the distinction between the business models of our customers and 
suppliers. We expect continued growth in both size and profitability as this trend progresses and we further consolidate our 
position as a leading carrier that interconnects the world‘s local service providers. 

Deregulation and increased competition in the telecommunications industry has caused prices for long distance 
telephone service to steadily decline, particularly in the U S .  and Western Europe. As a wholesale provider of long distance 
telephone services, our margins in this business reflect the effect of these lower prices. We attempt to offset the effect of 
these lower prices by negotiating lower costs from our call termination partners and by increasing the cost efficiency and 
utilization of our network. We have implemented a strategy to leverage retail traffic originating from both our Trading 
customers and our own Retail services to drive higher margins than we might typically realize from our Trading services. 
With our prepaid calling cards and Pingo, we are able to charge per-minute rates that can exceed our wholesale long distance 
rates, as well as generate revenue from fees typically associated with the use of prepaid services. In addition, our premium 
product, PremiumCertifiedm, is designed to deliver the highest level of quality, comparable to that of any retail carrier. We 
have more than 700 certified routes in the Premiumcertified product, and these are generally priced higher and offer higher 
margin potential. Premiumcertified is marketed to all Basis trading customers and used in the delivery of our prepaid calling 
card and Pingo services. 

Sales and Marketing 

carriers globally as both buyers of international minutes and sellers of termination capacity, as well as emerging providers of 
consumer Vow services over broadband connections. Our sales force is composed of experienced personnel with well- 
established relationships in the telecommunications industry, based in key markets worldwide and typically responsible for 
business development in a small number of countries regionally. Our sales process often involves a test of our services by 
potential originating customers in which they route traftic over our network to a particular country. Our experience to date 
has been that once a carrier has begun to use our network for a single country and fmds our quality to he acceptable, the sales 
process for increasing the volume of traffic they send to us and increasing the number of destinations for which they use our 
network becomes incrementally easier. We also seek to cultivate relationships with service providers that can terminate the 
local leg of international calls. Our country managers actively pursue connections with capable, licensed termination partners 
in their regions. Our ability to deliver a high volume of traffic, due to our interconnections with more than 550 carriers with 
international minutes, makes us an attractive potential partner for local service providers. 

As of December 31,2006, isasis provided services to approximately 550 carriers worldwide. No one carrier accounted 

In countries where we terminate our traffic, we have established relationships with local service providers that have 

Sales Strategy. Our sales efforts for the Trading business target leading fixed line and wireless telecommunications 



As deregulation and competition push all local service providers to both originate and terminate as much traffic as 
possible on their local networks, we believe we will increasingly enjoy “reciprocal” relationships with the providers with 
which we do business, further improving sales productivity. 

and North America. 
We have offices providing sales coverage in Europe, Africa, the Middle East, Latin America, the Asia-Pacific region, 

Marketing Strutegv. In our Trading business, we seek to attract termination partners as well as customers and therefore 
address our marketing efforts to both. A very large portion of retail origination continues to be controlled by large incumbent 
retail carriers. We believe that we have largely achieved our primary marketing objectives of awareness and acceptance 
among much of this customer segment, as evidenced by our penetration of these carriers in the major developed regions of 
the world. We continue to reinforce our brand presence with this segment to help increase our share of its international 
traffic. We also concentrate on state-owned carriers, known as PITS, in Asia and in developing economies generally, who we 
view as natural customers. In addition, we have focused marketing effort on raising awareness of iBasis among emerging 
consumer VoIP companies, cable operators, prepaid calling card providers, and mobile operators, which represent signficant 
growth opportunities for us. 

While we increasingly expect our customers to also be our termination partners, local circumstances in many countries 
still are such that we also look to partner with ISPs, new Competitive Local Exchange Camiers (CLECs) and specialist 
termination providers, many of which are start-ups formed specifically to terminate international trafic. Connecting with 
multiple terminating providers in a given destination provides us with greater capacity and leverage in negotiations to reduce 
our costs. 

Our marketing activities include sponsoring, exhibiting and presenting at industty trade shows and conferences, media 

Our sales and marketing strategy for our Retail services business differs for the disposable prepaid calling card business 

expanding the iBasis-branded calling cards; 

increasing our share of existing distributors’ business and cultivating new distributors; 

expanding gross margins; and 

enhancing quality 

In developing our own calling card brands, in addition to supporting established brands of OUT distributors, we are 
building presence of select brands in multiple markets across multiple distributors. These brands leverage a common rate and 
fee structure and are able to leverage common dcsign and advertising, which enhances both administrative and marketing 
efficiency while building distributor and customer loyalty. To broaden our calling card distribution we identify the leading 
established distributors in major urban markets in the U.S. and work to establish mutually beneficial relationships. These 
distributors possess the local market knowledge and relationships with retail outlets required to effectively build market 
presence for our calling cards. Some of our distributors operate as master distributors supporting smaller sub-distributors that 
help to broaden and reinforce their market share within various temtories or types of outlets. We expand distribution into 
new ethnic and geographic markets by leveraging existing relationships and by pursuing new distributors as necessary. 
Expanding gross margins in the prepaid calling card business is a function of managing card lifecycles. Typically, new cards 
are introduced with very aggressive promotional pricing to build distributor and retailer enthusiasm and consumer interest. 
Once the card has proven its quality and reliability we move beyond the promotional stage into production, enabling us to 
realize higher margins. As we establish our presence in the calling 

and industry analyst relations, a comprehensive website, and regular communications with our existing customer base. 

and the Pingo eCommerce business. For the calling card business, we are focused on the following areas: 
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card market the overall age of our product portfolio will increase, essentially resulting in more product having graduated 
from the promotional phase into producing higher margins. 

paid placement advertising on major search engines, such as Google and Yahoo, as well as opportnnistic online banner 
advertising and editorial placement, particularly on ethnic and travel-oriented web sites, and occasional print advertising in 
well-targeted publications. We also drive business though a web-based affiliate sales program, and promotion of free trial 
cards at events and through distribution partners. In addition, we leverage search engine optimization techniques on the 
Pingo.com wehsite to maximize natural search results. We have retained a search engine marketing firm and an online 
creative f m  with specific expertise and proprietary technology designed to optimize our online advertising investments. 
When prospects visit the Pingo website, we utilize special bonus awards and promotions to encourage initial purchase. We 
also maintain communicaton with our existing Pingo customers through frequent email announcements to encourage use of 
the service, recharges, and referrals, as well as provide rewards for their loyalty. 

Strategic Technology Relationships 

vendors’ development direction and because strategic partners engage with us in support of our sales and marketing 
programs. 

iBasis Network is a Cisco PoweredTM network. This designation means that The iBasis Network is built predominantly with 
Cisco products and technologies, and meets a high standard of reliability and performance. As a Cisco Poweredm network, 
we have enhanced access to Cisco technical resources and are able to more quickly deliver new capabilities and service 
featnres. We also have formed relationships with NexTone, a leading provider of session border controllers, which are 
deployed in our ICOs and provide interoperability and protocol conversion capabilities, and with Digium, the supplier of our 
transcoding platform, which is deployed as part of our DirectVoIP Broadband offering. 

Competition 

We compete in two markets: international voice termination services, which we sell on a wholesale basis to other 
carriers, and retail prepaid callimg services whicb we sell to consumers directly and through distributors. As described more 
completely in Item IA “RiskFactors,” the market for voice services is highlycompetitive. We compete with other wholesale 
trading carriers worldwide. Many of these carriers have more resources, longer operating histories and more established 
positions in the communications marketplace, and, in some cases, have begun to develop VoIP capabilities. We also compete 
with smaller companies, including those that may be specialists in just one or two routes. We compete with our own 
customers who have or may develop the ability to cany traffic themselves, including retail carriers who develop their own 
international networks or interconnect with one another and exchange international traffic by “meeting” in a major telecom 
huh. At present, we do not compete with cable operators, or local exchange carriers, such as the former U.S. Regional Bell 
Operating Companies (“RBOCs”). Also, at present, we do not compete with emerging retail VoIP carriers as most have not 
developed international networks. We compete principally on quality of service and price. In the overall international long 
distance market, which was approximately 260 billion minutes of phone calls in 2005 based on current information, we were 
among the ten largest carriers with about 3% market share. We carried more than 17% of the projected 45 billion minutes of 
international VoIP traftic in 2005. 

In the retail prepaid calling card business, we compete with major telecommunications carriers, and many smaller 

The sales and marketing strategy for our Pingo service leverages the cost-efficiency and tracking capabilities of on-line 

Strategic technology relationships are important because they give us early access to new technologies, a voice in 

Since our founding in 1996, we have maintained a strong technology and business relationship with Cisco Systems. The 

telecommunications providers. Many of our competitors have a longer operating histoly and 
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a more established market presence in the retail prepaid calling card business than we do. Also, m k y  of these competitors 
have greater resources. Our Pingo business competes with other on-line sellers of prepaid calling cards and services. Many of 
these operate on-line catalogs, selling the same cards that are available in physical form in retail stores. Because we terminate 
our retail traffic on our own VoIP network we believe we enjoy a competitive advantage over the majority of competing 
calling c u d  companies and online retailers. 

almost certainly remain so, we believe that our brand-strength, customer base, established global distribution, sophisticated 
and automated back-office systems, and our patent-pending ability to manage traffic across the low-cost Internet while 
maintaining required quality, collectively represent a competitive advantage that will allow us to continue expanding both 
volume and margins. 

Government Regulation 

As more fully described in Item I A  “Risk Factors” our business is subject to US. and foreign laws, which may include 
those relating to telecommunications. 

We are not licensed to offer traditional telecommunications services in any U.S. state and we have not tiled tariffs for 
any service at the Federal Communications Commission (“FCC”) or at any state regulatory commission. Nonetheless, aspects 
of our operations may currently be, or become, subject to state or federal regulations governing licensing, universal service 
funding, advertising, disclosure of confidential communications or other information, excise taxes, US.  embargos and other 
reporting or compliance requirements. 

telecommunications carriers for regulatory purposes, various entities have challenged this premise, both before the FCC and 
at various state government agencies. The FCC has ruled that certain communications carried in part utilizing the IP format, 
including prepaid calling card services such as those we provide, are regulated telecommunications services or which certain 
regulatow obligations, such as federal USF payments and access charge payments, apply. The FCC is presiding over several 
generic proceedings related to VoIP services and the extent that IP capabilities insulate such offerings from traditional 
regulation such as access charges, universal service, and interconnection rights for V o P  providers. Adverse rulings or 
rulemakings could subject us to licensing and reporting requirements and additional fees and charges. 

The regulatory treatment of VoIP and other Basis services varies widely among other countries and is subject to 
constant change. Until recently, most countries did not have regulations addressing VoIP or other VoIP services such as 
calling cards, in some cases classifymg these services as unregulated services. As the VoIP market has grown and matured, 
increasing numbers of regulators have begun to reconsider whether to regulate VoIP and other VoIP services. Some countries 
currently impose little or no regulation on VoIP or VoIP services. Conversely, other countries that prohibit or limit 
competition for traditional voice telephony services generally do not permit Internet telephony or VoIP services or strictly 
limit the terms under which such services may be provided, even imposing criminal penalties for individuals associated with 
such offerings. Still other countries regulate VoIP and VoIP services like traditional voice telephony services, requiring VoIP 
companies to obtain licenses, incorporate local subsidiaries, make universal service contributions and pay other taxes. 

Although the market for wholesale international traffic and retail prepaid calling services is highly competitive and will 

While the FCC has maintained that information service providers, including VoIP providers, are not 

We have advocated and supported deregulation for free and open market competition in a variety of countries. 
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Intellectual Property 

intellectual property as critical to our success and we rely on trademark and copyright law, trade secret protection and 
confidentiality andor license agreements with our employees, customers, partners, and others to protect our proprietary 
rights. Our policy is to seek patent protection of the technology, inventions and improvements that we consider important to 
the development of our business. As of December 31,2006, we had several pending US.  patent applications for The iBasis 
Network and other inventions related to our business. We pursue the registration of ow trademarks and service marks in the 
United States and overseas. We have been granted trademark registration for various marks related to our business, including 
iBasis, Pingo, Assured Quality Routing, Premiumcertified, The last calling card you’ll ever need!, and several marks related 
to our prepaid calling card products in the United States, and iBasis in the European community, and have pending 
registration applications for other service marks. We also rely on trade secrets, technical know-how and continuing 
innovation to develop and maintain our competitive position. We have granted licenses in the ordinary course of business for 
occasional use of the company’s name, logo, trademarks and lor servicemarks to certain marketing partners pursuant to joint 
marketing andlor other agreements. Likewise, we have been granted certain licenses for use in the ordinary course of 
business. 

Employees 

We regard our copyrights, service marks, trademarks, trade dress, trade secrets, patents, patent applications and similar 

As of December 3 1,2006, we employed 251 people. Our employees are not represented by a labor union 

Geographic Areas 

Note 5,  “Business Segment and Geographic Information” to our Consolidated Financial Statements. 

Item 1A. Risk Factors 

For financial information about geographic areas, including information about revenues and long-lived assets, see 

RISK FACTORS 

Any investment in our common stock involves a high degree of risk. You should carefully consider the risks described 
below, which we believe are all the material risks related fo our business, togefher with the informalion contained elsewhere 
in rhis reporf, before you make a decision to invesf in our company. 

Factors That May Affect Future Results and Financial Condition 

Risk Related to the Restatement of Our Prior Financial Results 

Our Special Committee investigation, our internal review of our historical financial statements, the restatement of our 
consolidated financial statements, investigation by the SEC, review by The Nasdaq Stock Market and related events 
have had, and will continue to have, a material adverse effect on us. 

performed an internal review of our historical option grants from Janua~y 1,2004 through May 2006 to discern any patterns 
relating to the timing and pricing of option grants. This internal review indicated that certain stock options grants were made 
at a relatively low price, compared to the price of our common stock in the days around the date of the stock option grant. In 
reviewing this information, our management did not believe that there would be a potential change in the measurement dates 
for these grants. On August 9,2006, we filed our Form 10-Q for the quarter ended June 30,2006. 

In conjunction with the preparation and filing of our Form 10-Q for the three months ended June 30,2006, we 
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At ameeting of our Board ofDirectors held on August 10,2006, the status ofthe internal review was discussed. 
Subsequent to this meeting, our Executive Management and Board of Directors became aware, based on information 
provided to them by our former Vice President of Business Affairs and General Counsel, of email messages that he had 
written or received indicating that the date and exercise price ofcertain option grants may have been determined with 
hindsight. 

On August 20,2006, following review of the email messages and internal review, our Board of Directors formed a 
Special Committee of independent directors to commence a voluntary investigation of our historical stock option grants and 
practices. The Special Committee’s investigation considered evidence of all stock options grants for the period 
December 1999 through May 2006. 

On October 17,2006, the Special Committee concluded that the measurement dates for determining the accounting 
treatment of certain historical stock option grants differed from the measurement dates used by us in preparing our financial 
statements. Because the prices at the originally stated grant dates were, in certain cases, lower than the prices on the actual 
dates ofthe determination, we determined we should have recognized material amounts of stock-based compensation 
expense which were not accounted for in our previously issued financial statements. The Special Committee also found that 
in a number of instances the date and exercise price of option grants had been determined with hindsight to provide a more 
favorable price for such grants. Consequently, on October 18,2006, our Audit Committee, in consultation with our 
management concluded that our fmancial statements, including the reports of our independent registered pnhlic accounting 
fnn thereon, and our earnings releases and similar communications for the 1999 fiscal year and subsequent periods should 
no longer be relied upon. 

On October 20,2006, we announced that we had received notice that the SEC was conducting an informal inquiry 
concerning historical stock option grant practices to determine whether violations of the securities laws had occurred. The 
SEC has made informal requests for the production of documents related to our historical stock option grant practices. On 
March 29, 2007, we were informed that the SEC had obtained a Formal Order of Private Investigation relating to our 
historical stock option grant practices. We are cooperating fully with the investigation being conducted by the SEC. At this 
point we are unable to predict what, if any, consequences the SEC investigation may have on us. However, the investigation 
could result in considerable legal expenses, divert management’s attention from other business concerns and harm our 
business. If the SEC were to commence legal action, we could be required to pay significant penalties and/or fines and could 
become subject to an administrative order and/or a cease and desist order. The filing of our restated fmancial statements to 
correct the discovered accounting errors has not resolved the pending SEC investigation into our past practices with respect 
to equity incentives. The resolution of the SEC investigation could require that we take other actions not presently 
contemplated 

described in more detail below. Each of these risks could have a material adverse effect on our business, financial condition 
and results of operations: 

As a result of the events described above, we have become subject to the following significant risks, each of which is 

we are subject to an ongoing investigation by the SEC, and we may become subject to additional investigation by 
other governmental agencies, which has required, any may continue to require, significant management time and 
attention and caused us to incur significant accounting and legal expense and which could require us to pay 
substantial fines or other penalties; 

directors, the defense of whom will require our management to devote significant attention and to incur significant 
legal expense and which litigation, if decided against them, could require us to pay substantial judgments, settlements 
or other penalties pursuant to any indemnification obligations that we may have with them; 

we are subject to derivative civil claims made on our behalf against certain ofour current and former officers and 
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we have incurred and our option holders have incurred tax liability which has caused us to, and may continue to cause 
us to, pay penalties and interest for the late payment of our withholding tax obligations and payments to our affected 
option holders to offset against their additional tax liabilities; 

we have been unable to remain current with the filing of our periodic reports with the SEC and our efforts to become 
current will require substantial management time and attention as well as additional accounting and legal expense; 
and 

as a result of the restatement and the delayed filing of our periodic reports, we may become delisted from The Nasdaq 
Stock Market and there can he no assurance that we will be able to obtain listing of our common stock on another 
national securities exchange. 

We cannot predict the outcome of the SEC’s formal investigation of our past stock option practices. The investigation 
has required, and may continue tu require, significant management time and attention, as well as  additional 
accounting and legal expense, and could result in civil and/or criminal actions seeking, among other things, injunctive 
and monetary relief from us. 

SEC and have provided the staffwith extensive documentation relating to the Special Committee’s investigation and onr 
intemal review of our historical financial statements. The SEC investigation and requests for information have required 
significant management attention and resources. The period of time necessary to resolve the SEC investigation is uncertain, 
and these matters could require significant additional attention and resources which could otherwise be devoted to the 
operation of our business. We have incurred substantial expenses with third parties for legal, accounting, tax and other 
professional services in connection with these matters and expect to continue to incur significant expenses in the future, 
which may adversely affect our results of operations and cash flows. We will continue to cooperate with the SEC regarding 
this matter, there can he no assurance that our efforts to resolve the SEC’s investigation will he successful and we cannot 
predict whether we will he able to reach any type of resolution with the SEC. 

foreign regulatory agencies and as a result, we are subject to the risk of additional litigation and regulatory proceedings at 
actions in connection with the Special Committee investigation and the related restatement, which would also lead to 
substantial expenses that may adversely affect our fmancial condition, results of operations or cash flows. 

Following the Special Committee investigation, two derivative civil action lawsuits have been brought, purportedly on 
our behalf, which could require significant management time and attention and result in significant legal expenses 
and may result in an unfavorable outcome against our management, which could require ns to pay substantial 
judgments or  settlements pursuant to any indemnification obligations that we may have with them, which could have 
a material adverse effect on our business, financial condition and results of operations. 

Following the Special Committee investigation, two derivative civil claims were filed, purportedly on onr behalf, 
against certain of our current and former officers and directors. See Note 12, “Commitments and Contingencies” to the Notes 
to Consolidated Financial Statements. 

The amount of time to resolve these lawsuits is unpredictable, and in defending themselves, our management’s attention 
may be diverted from the day-to-day operations of our business, which could adversely affect our business, financial 
condition and results of operations. In addition, an unfavorable outcome in such litigation could require us to incur significant 
legal expenses and substantial judgments or settlements pursuant to any indemnification obligations that we may have with 
our officers and directors, 

The SEC’s formal investigation of our past stock option practices is ongoing. We continue to fully cooperate with the 

Further, there is no assurance that other regulatory inquiries will not he commenced by other U.S. federal, state or 
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which could also have a material adverse effect on our business, financial position, results of operations or cash flows 

Our insurance coverage may not he sufficient to cover our total liabilities in either of these actions if we are ohligated to 
indemnify (and advance legal expenses to) former or current directors or officers in accordance with the terms of our 
certificate of incorporation, bylaws, other applicable agreements, and Delaware law. We currently hold insurance policies for 
the benefit of our directors and officers, although our insurance coverage may not be sufficient in either of these matters. 
Fulthermore, the underwriters of our directors and officers insurance policy may seek to rescind or otherwise deny coverage 
in some or all of these matters, in which case we may have to self-fund the indemnification amounts owed to such directors 
and officers. 

We have incurred and our option holders have incurred tax liability which has caused ns to, and may continue to 
cause us to, pay penalties and interest for the late payment of our withholding tax obligations and payments to our 
affected option holders to offset against their additional tax liabilities. I n  addition, we may incur significant 
accounting and legal expense in connection with the implementation of a program to assist our affected employees. 

As a result of determining revised measurement dates for certain of our stock options, we have recorded payroll 
withholding tax related adjustments for certain options previously classified as IS0 grants under the Code. Such stock 
options were determined to have been granted with an exercise price below the fair market value of ow common stock on the 
revised measnrement date. As a result, such stock options do not qualify for IS0 tax treatment. The disqualification of IS0 
classification and the resulting conversion to nou-qualified stock option status results in withholding taxes on the exercise of 
such stock options. In addition, as a result of the change in the measurement dates of certain stock option grants, certain stock 
options vesting subsequent to December 2004 result in non-qualified defemed compensation for puIposes of Section 409A of 
the Code, and option holders are subject to an excise tax on the value of the options in the year in which they vest. 

We will also likely implement a plan to amend the terms of certain of our outstanding stock option grants held by our non- 
executive employees to adjust the exercise price as the fair market value of our common stock on the legal grant date, for 
which we may incur significant accounting and legal expense and we may become obligated to pay a significant amount of 
money to ow non-executive employees whose stock options will have an increased exercise price. Both our assistance with 
our option holders’ tax liab 
impact on our financial position, results of operations or cash flows. 

We have been nnahle to remain current with the filing of our periodic reports with the SEC, and our efforts to 
become current may require substantial management time and attention as well as additional accounting and legal 
expense. 

filing of this AMUd Report on Form 10-K and our quarterly report on Form 10-Q for the third quarter of 2006, we will need 
to file our now delinquent quarterly report on Form IO-Q for the first quarter of 2007. The completion of these outstanding 
reports will require substantial management time and attention as well as additional accounting and legal expense. In 
addition, if we are unable to become current with our filings with the SEC, we may face several adverse consequences. If we 
are unable to become current with our filings with the SEC, investors in our securities will not have information regarding 
our business and financial condition with which to make decisions regarding investment in our securities. In addition, we will 
not he able to have a registration statement under the Securities Act of 1933, as amended, covering a public offering of 
securities, declared effective by the SEC, and we will not be able 

To assist any affected employees who may be subject to these tax liabilities, we may decide to make payments to them. 

es and our implementation of a plan to amend existing stock options could have an adverse 

As a result of our restatement, we experienced significant delays in the filing of our periodic reports, and following the 
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to make offerings pursuant to existing registration statements and pursuant to certain “private placement” rules of the SEC 
under Regulation D to any purchasers not qualifying as “accredited investors.” We also will not be eligible to use a “short 
form” registration statement on Form S-3 for a period of 12 months after the time we become current in our filings. These 
restrictions could adversely affect our business, financial position, results of operations and cash flows. 

Our commnn stock may become delisted from The Nasdaq Stock Market as a result of the restatement and delayed 
filing of our periodic reports, and if delisted, we may be unable to obtain listing of our cnmmon stock on another 
national securities exchange. 

As a result of the restatement and the delayed filing of our periodic reports with the SEC, we were unable to comply 
with the listing standards of The Nasdaq Stock Market. In November 2006, we were notified by The Nasdaq Stock Market 
that our common stock was subject to delisting due to our failure to file our Quarterly Report on Form 10-Q for the third 
quarter in the year ended Decmeber 3 1,2006 in a timely manner. We have subsequently received additional notices from The 
Nasdaq Stock Market stating that our failure to file our Annual Report on Form IO-K for the year ended December 31,2006 
and our Quarterly Report on Form 10-Q for the first quarter in the year ending December 3 1,2007 in a timely manner could 
serve as an additional basis for the delisting of our common stock from The Nasdaq Stock Market. The Nasdaq Stock Market 
has stayed the delisting of our common stock pending further action of the Nasdaq Listing and Hearing Review Council, or 
the Listing Council. On June 1,2007 we submited additional information for the consideration of the Listing Council, 
including our plans to update our SEC filings to meet the Nasdaq National Stock Market listing requirements and we 
requested the Listing Council for an extension to June 30,2007 to file our periodic reports. There can be no assurance that we 
will be able to maintain the listing of our common stock with The Nasdaq Stock Market, or that if delisted, that we will be 
able to obtain listing of our common stock on another national securities exchange. If we are not successful in maintaining 
our listing or if our common stock is delisted, the price of our common stock may be adversely affected. 

Risks Relaied io Our Business 

Our  results of operations may fluctuate and the market price of our commnn stock may fall. 

in the future due to a number of factors, some of which are not in our control, including, among others: 
Our revenue and results of operations have fluctuated and will continue to fluctuate significantly from quarter to quarter 

the amount of traffic we are able to sell to our customers, and their decisions on whether to route traffic over our 
nehvork; 

increased competitive pricing pressure in the international long distance market; 

the percentage of traf€k that we are able to carry over the Internet rather than over the more costly traditional public- 
switched telephone network; 

the loss of arbitrage opportunities resulting from declines in international settlement rates or tariffs; 

our ability to negotiate lower termination fees charged by our local providers; 

our continuing ability to negotiate competitive costs to connect our network with those of other carriers and Internet 

fraudulently sent or received traffic which is unbillable, for which we may be liable; 

credit card fraud in connection with our web-based prepaid offering; 

capital expenditures required to expand or upgrade our network; 

backbone providers; 
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changes in call volume among the countries to which we complete calls; 

the portion of our total traffic that we carry over more lucrative routes could decline, independent of route-specific 

technical difficulties or failures of our network systems or third party delays in expansion or provisioning system 

ow ability to manage distribution arrangements and provision of retail offerings, including card printing, marketing, 

price, cost or volume changes; 

components; 

usage tracking, web-based offerings and customer service requirements, and resolution of associated disputes; 

our ability to manage ow traffic on a constant basis so that routes are profitable; 

our ability to collect from our customers; and 

currency fluctuations and restrictions in countries where we operate. 

Because of these factors and others, you should not rely on quarter-to-quarter comparisons of our results of operations as 
an indication of our future performance. It is possible that, in future periods, our results of operations will be significantly 
lower than the estimates of public market analysts, investors or our own estimates. Such a discrepancy could cause the price 
of our common stock to decline significantly and adversely affect ow profitability. 

We may not be able to generate sufficient revenue and gross profit that will enable us to be profitable in the long term 
if telecommunications carriers and other communications service providers are  reluctant to use our services in 
sufficient volume. 

If the market for VoIP telephony and new services does not develop as we expect, or develops more slowly than 

Our customers may be reluctant to use our VoIP services for a number of reasons, including: 

perceptions that the quality of voice transmitted over the Internet is low; 

perceptions that VoIP is unreliable; 

our inability to deliver traffic over the Internet with significant cost advantages; 

development of their own capacity on routes served by us; 

an increase in termination costs of international calls; 

uncertainty regarding the regulatory status of VoIP services; and 

uncertainty regarding potential patent infringement related to certain VoIP services. 

The growth of our core Trading business depends on carriers and other communications service providers generating an 

expected, our business, financial condition and results of operations will be materially and adversely affected. 

increased volume of international voice and fax traffic and selecting our network to cany at least some of this traffic. 
Similarly, the growth of Retail services we offer depends on these factors as well as acceptance in the market of the brands 
that we service, including their respective rates, terms and conditions. If the volume of international voice and fax traffic and 
associated or other retail services do not increase or if they decrease and these parties or other customers do not employ our 
network or otherwise use our services, we may not be able to achieve profitability. 
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We may not be able to collect amounts due to us from our  customers and we may have to disgorge amounts already 
paid. 

Some of our customers have closed their businesses or filed for hankmptcy while owing us significant amounts for 
services we have provided to them in the past. Despite our efforts to collect these overdue funds, we may never be paid. The 
bankruptcy court may require us to continue to provide services to these companies during their reorganizations. Other 
customers may discontinue their use of our services at any time and without notice, or delay payments that are owed to us. 
Additionally, we may have difficulty in collecting amounts from them. Although we have internal credit risk policies to 
identify companies with poor credit histories, we may not effectively manage these policies and may provide services to 
companies that refuse to pay. The risk is even greater in foreign countries, where the legal and collection systems available 
may not he adequate or impartial for us to enforce the payment provisions of our contracts. Our cash reserves will be reduced 
and our results of operations will be materially adversely affected if we are unable to collect amounts from our customers. 

payments prior to such companies’ bankruptcy tiling. We may be required to retnrn amounts received from entities that 
subsequently become bankmpt. We intend to employ all available defenses in contesting such claims or, in the alternative 
settle such claims. The results of any suit or settlement may have a material adverse affect on results of operations. 

We may increase costs and risks in our business to the extent we rely on third parties. 

Vendors. We rely upon third-party vendors to provide us with the equipment, software, circuits, and other facilities that 
we use to provide our services. For example, we purchase a substantial portion of our VoIP equipment from Cisco Systems. 
We may be forced to try to renegotiate terms with vendors for products or services that have become obsolete. Some vendors 
may be unwilling to renegotiate such contracts, which could affect our ability to continue to provide services and 
consequently render us unable to generate sufficient revenues for our business. 

the availability of the Internet and traditional telephone networks to transmit voice and fax calls. Third parties maintain and 
own these networks, other components that comprise the Internet, and business relationships that allow telephone calls to be 
termiuated over the public switched telephone network. Some of these third parties are telephone companies. They may 
increase their charges for using these lines at any time and thereby increase our expenses. They may also fail to maintain their 
lines properly, fail to maintain the ability to terminate calls, or otherwise disrupt our ability to provide service to our 
customers. Any such failure that leads to a material disruption of our ability to complete calls or provide other services could 
discourage OUT customers from using our network, which could adversely effect our results of operations. 

many countries, some of whom own the equipment that translates calls from traditional voice networks to the Internet, and 
vice versa. We rely upon these thud parties both to provide lines over which we complete calls and to increase their capacity 
when necessary as the volume of our traffic increases. There is a risk that these third parties may be slow, or may fail, to 
provide lines, which would affect our ability to complete calls to certain destinations. We may not be able to continue n u  
relationships with these local service providers on acceptable terms, if at all. Because we rely upon entering into relationships 
with local service providers to expand into additional countries, we may not he able to increase the number of countries to 
which we provide service. Finally, any technical difficulties that these providers suffer, or difficulties in their relationships 
with companies that manage the public switched 

We have received claims including lawsuits from estates of bankrupt companies alleging that we received preferential 

Parties thaf Mainfain Phone and Data Lines and Other Telecommunications Services. Our business model depends on 

Local Communications Service Providers. We maintain relationships with local communications service providen in 



telephone network, could affect our ability to transmit calls to the countries that those providen help serve 

develop and market our services. Strategic relationship partners may choose not to renew existing arrangements on 
commercially acceptable terms, if at all. In general, if we lose these key strategic relationships, or if we fail to maintain or 
develop new relatiomhips in the future, our ability to expand the scope and capacity of our network and services provided, 
and to maintain state-of-the-art technology, would be materially adversely affected. 

prepaid calling cards to retail outlets. In some cases, we rely on these distributors to print cards, prepare marketing material, 
activate accounts, track usage and other data, and remit payments collected from retailers. There is a risk that distributors will 
not properly perform these responsibilities, comply with legal requirements, or pay us monies when due. We may not have 
adequate contractual or credit protections against these risks. There is also a risk that we will be ineffective in our efforts to 
implement new systems, policies covering customer care, disclosure, and privacy, and certain technical and business 
processes. The result of any attendant difficulties may have a material impact on our business 

We may not be able to succeed in the intensely competitive market for our Trading services or for Prepaid Calling 
Services. 

Strategic Relationships. We depend in part on our strategic relationships to expand our distribution ChaMdS and 

Distributors ofprepaid calling cards IO retail outlefs. We make arrangements with distributors to market and sell 

We compete in our Trading business principally on quality of service and price. In recent years, prices for long distance 
telephone services have been declining as a result of deregulation and increased competition. We face competition from 
major telecommunications carriers, including AT&T, British Telecom, Deutsche Telekom, Verizon/MCI and Qwest, as well 
as new emerging carriers. We also compete with Internet protocol and other VoIP service providers who route traffic to 
destinations worldwide. V o P  service providers that presently focus on retail customers may in the future enter the wholesale 
market and compete with us. If we cannot offer competitive prices and quality of service our business could be materially 
adversely affected. 

The market for prepaid calling services is extremely competitive. Hundreds of providers offer calling card products and 
services. We have relatively recently begun offering prepaid calling card and related web-based services and have little prior 
experience in these businesses. If we do not successfully maintain and expand our distribution channel and enter geographic 
markets in which our rates, fees, surcharges, country services, and our other products and service characteristics can 
successfully compete, our business could be materially adversely affected. 

We are subject to downward pricing pressures and a continuing need to renegotiate overseas rates. 

As a result of numerous factors, including increased competition and global deregulation of telecommunications 
services, prices for international long distance calls have been decreasing. This downward trend of prices to end-users has 
caused us to lower the prices we charge communications service providers and calling card distributors for call completion on 
our network. If this downward pricing pressure continues, we may not be able to offer VoIP services at costs lower than, or 
competitive with, the traditional voice network services with which we compete. Moreover, in order for us to lower our 
prices, we have to renegotiate rates with our overseas local service providers who complete calls for us. We may not be able 
to renegotiate these terms favorably enough, or fast enough, to allow us to continue to offer services in a pmicular country 
on a cost-effective basis. The continued downward pressure on prices and our failure to renegotiate favorable terms in a 
particular country could have a material adverse effect on our ability to operate our network and VoIP business profitably. 
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A variety of risks associated with our international operations could materially adversely affect our business. 

Because we provide many of our services internationally, we are subject to additional risks related to operating in 
foreign countries. In particular, in order to provide services and operate facilities in some countries, we have established 
subsidices or other legal entities or may have forged relationships with service partners or entities set up by our employees. 
We also rely on our own employees to maintain certain functions of our Internet central ofices and, in some cases, to deploy 
and operate our smaller Points of Presence installations. Associated risks include: 

unexpected changes in tariffs, trade barriers and regulatory requirements relating to Internet access or VoIP; 

economic weakness, including inflation, or political instability in particular foreign economies and markets; 

difficulty in collecting accounts receivable; 

tax, consumer protection, telecommunications, and other laws; 

compliance with tax, employment, securities, immigration, labor and other laws for employees living and traveling, or 

foreign taxes including withholding of payroll taxes; 

foreign currency fluctuations, which could result in increased operating expenses and reduced revenues; 

unreliable government power to protect our rights and those of our employees; 

exposure to liability under the Foreign Corrupt Practices Act or similar laws in foreign countries; 

other obligations or restrictions, including, but not limited to, criminal penalties against us or our employees incident 

individual criminal exposure of our employees, some of whom have been sought by law enforcement agencies abroad 

the personal safety of our employees and their families who at times have received threats of, or who may in any case 

inadequate insurance coverage to address these risks. 

These and other risks associated with our international operations may materially adversely affect our ability to attain or 

conducting business, abroad, which may subject them or us to criminal or civil penalties; 

to doing business or operating a subsidiary or other entity in another country; 

to answer for the activities of the Company; 

be subject to, violence, and who may not be adequately protected by legal authorities or other means; and 

maintain profitable operations. 

In addition to the proposed transaction with KPN, we may undertake strategic acquisitions or dispositions, o r  may be 
the target of similar strategic initiatives, that could be difficult to integrate o r  could damage our business. 

In addition to the proposed transaction with KF”, we may acquire additional businesses and technologies that 
complement or augment our existing businesses, services and technologies. We may also be subject to or participate in 
strategic activities by others that result in a transfer of control of our assets or control of our outstanding shares of stock. We 
may need to raise additional funds through public or private debt or equity fmancing or issue more shares to affect such 
activities, which may result in dilution for shareholders and the incurrence of indebtedness. We may have difficulty 
integrating any additional 
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businesses into our existing business and the process of any acquisitions or subsequent integration could divert management’s 
attention and expend our resources. We may not be able to operate acquired businesses profitably or otherwise implement our 
growth strategy successfully. 

If we are unable to effectively integrate any new business into our overall business operations, our costs may increase 
and our business results may suffer significantly. 

We may need to sell existing assets or businesses in the future to generate cash or focus our efforts on making our core 
Trading business profitable. As with many companies in our sector that have experienced rapid growth in recent years, we 
may need to reach profitability in one market before entering another. In the future, we may need to sell assets to cut costs or 
generate liquidity. 

If we are  not able to keep up with rapid technological change in a cost-effective way, the relative quality of our 
services could suffer. 

The technology upon which our services depend i s  changing rapidly. Significant technological changes could render the 
hardware and software that we use obsolete, and competitors may begin to offer new services that we are unable to offer. If 
we are unable to respond successfully to these developments or do not respond in a cost-effective way, we may not be able to 
offer competitive services and our business results may suffer. 

We may not be able to expand and upgrade our network adequately and cost-effectively to accommodate any future 
growth. 

Our VoIP business requires that we handle a large number of international calls simultaneously. As we expand our 
operations, we expect to handle significantly more calls. If we do not expand and upgrade our hardware and software quickly 
enough, we will not have sufficient capacity to handle the increased traffk and growth in our operating performance would 
suffer as a result. Even with such expansion, we may be unable to manage new deployments or utilize them in a cost- 
effective manner. In addition to lost growth opportunities, any such failure could adversely affect customer confidence in The 
Basis Network and could result in us losing business. 

We may not be able to maintain our routing, reporting, and billing systems and related databases adequately and 
cost-effectively to accommodate our  continuing needs. 

Our business requires that we track enormous volumes of data so that we can manage traffic, margin, revenue, and 
customer accounts. We constantly measure and upgrade our technical capabilities, and develop new tools to address our 
needs. If we do not maintain these systems or modify them in an appropriate manner, or bill our customers properly, our 
business will be negatively affected. 

Single points of failure on our network may make our business vulnerable. 

We operate two network operations centers as well as numerous Internet central offices throughout the world. In some 
cases, we have designed redundant systems, provided for excess capacity, and taken other precautions against platform and 
network failures as well as facility failures relating to power, air conditioning, destruction, or theft. Nonetheless, some of our 
inkastructure and functionality, including those associated with certain components of our Retail business, operate as a single 
point of failure, meaning, failures of the type described may prohibit us from offering services at all at any given time. The 
potential of such a failure may discourage others from using our network, which may adversely impact our business. 
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We depend on our current personnel and may have dilficulty attracting and retaining the skilled employees we need 
to execute our business plan. 

Our future success will depend, in large part, on the continued service of our key management and technical personnel. 
If any of these individuals or others we employ are unable or unwilling to continue in their present positions, our business, 
financial positon,, results of operations or cash flows could suffer. We do not cany key person life insurance on our 
personnel. 

We will need to retain skilled personnel to execute our plans. 

engineering and technical personnel. Past workforce reductions have resulted in reallocations of employee duties that may 
have resulted in employee and contractor uncertainty and dissatisfaction. Reductions in our workforce or restrictions on 
salary increases or payment of bonuses may make it difficult to motivate and retain employees and contractors, which could 
affect our ability to deliver our services in a timely fashion and otherwise negatively affect our business. 

We cannot ensure that our existing capital will be sufficient to meet our requirements for the future and a failure to 
obtain necessary additional capital in the future could jeopardize our operations. 

twelve months, however, we may need additional capital in the future to fund our operations, finance investments in 
equipment and corporate infrastructure, expand our network, increase the range of services we offer and respond to 
competitive pressures and perceived opportunities. We may not be able to obtain additional financing on terms acceptable to 
us, if at all. If we raise additional funds by selling equity securities, the relative equity ownership of our existing investors 
could be diluted or the new investors could obtain terms more favorable than previous investors. A failure to obtain 
additional funding could prevent us from making expenditures that are needed to allow us to grow or maintain our operations. 

Our future success will also depend on our ability to attract, retain and motivate highly skilled employees, particularly 

We believe that we have sufficient capital to satisfy our operations and capital asset expenditures for at least the next 

Risks Related io Regulatory Matters 

The telecommunications industry is subject to domestic governmental regulation and legal uncertainties and other 
laws that could materially increase our costs and prevent us from executing our business plan. 

Under FCC rules, services classified as telecommunications services are subject to regulation, whereas services 
classified as information or enhanced services are largely exempt from regulation, including the requirement to pay access 
charges. We have taken the position that our Trading services are enhanced services that are exempt from traditional 
regulation that applies to telecommunications services. While the FCC has traditionally maintained that information service 
providers, including VoIP providers, do not provide telecommunications services for regulatory purposes, various entities 
have challenged this policy at the state and federal levels and the FCC has begun to regulate certain aspects of various types 
of VoIP services. For example, in 2004, the FCC concluded that long distance calls that begin and end as regular calls but use 
IP to transport some portion of the call are telecommunications services. As indicated above, the FCC also concluded that 
prepaid calling cards that utilize IP-transport are a telecommunications services, not an information service. Additionally, the 
FCC recently found that certain VOW services that interconnect with the traditional public telephone network must begin 
making Universal Service Fund, or USF, contributions, but the agency declined to determine whether that service is a 
telecommunications service or an information service. 
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As a result of these and other rulings, aspects of our operations may currently be, or may become, subject to state or 
federal regulations governing licensing, USF funding, interstate or intrastate access charges, advertising, disclosure of 
confidential communications or other information, excise and other fees, taxes and surcharges, US.  embargos and other 
reporting or compliance requirements. 

could be subject to arrearages for USF contributions or access charges. Further, as regulated telecommunications, our prepaid 
calling cards would be subject to additional obligations including various traffic reporting obligations. 

In addition, to the extent that our services are classified as telecommunications services, state regulatory authorities may 
also assert jurisdiction over any intrastate aspect of our service potentially subjecting us to licensing requirements and 
additional fees and subsidies from the state regulatory authorities. We are not licensed to offer traditional telecommunications 
services in any US.  state and we have not filed tariffs for any service at the FCC or at any state regulatory commission. 

Although we believe that our interstate Trading products qualify as information services that are exempt from federal 
USF contributions, we have, as of January 1 2005, made such contributions on our qualifying interstate wholesale VoIP 
transport revenues, while reserving our rights. 

and others, snme of which provide these services to end-user customers, enabling them to call internationally over The iBasis 
Network. We participate in selling and marketing of calling cards through a network of distributors on a retail basis. We also 
offer a web-based retail prepaid calling card offering. Although the calling cards are primarily used for international calling, 
we have not blocked the ability of users to place interstate and intrastate calls and we have not required our wholesale 
customers or distributors to provide evidence of their compliance with US. and state regulations. 

The Federal Telecommunications Act of 1996 requires that payphone service providers be compensated for all 
completed calls originating from payphones in the United States. When calling cards are used, the FCC's rules require the 
last switched-based carrier to compensate payphone providers, and further require that all carriers in the call chain implement 
a call-tracking system, utilize it to identify such calls, provide an independent audit of the adequacy of such system, and 
provide a report on these matters to the FCC and others in the call chain, unless alternative contractual amgements  have 
been made. We have indirectly paid, and intend to continue paying, payphone service providers as part of our prepaid calling 
card business. We have contracted with a clearinghouse to remit funds directly to payphone service providers for calls 
originating from payphones utilizing our prepaid calling cards. For all other types of traffic related to our Trading business, 
we believe that we are not responsible for payphone compensation, but rather that the carrier that precedes us bears that 
responsibility. In accordance therewith, for traffic related to our Trading business, we have in most cases sought to apportion 
such responsibility by contract. 

We have also been questioned by regulators about our offerings.'Under current standards and recent FCC decisions, the 
FCC and state regulatoly authorities may not agree with our positions. If they do not, we could be penalized, become subject 
to regulation at the federal and state level for both our Retail and Trading services, and could become subject to licensing and 
bonding requirements, federal and state fees and taxes, and other laws, all of which could materially affect our business. 

We are also subject to federal and state laws and regulations regarding consumer protection, advertising, and disclosure 
regulations. These rules could substantially increase the cost of doing business domestically and in any particular state. Law 
enforcement authorities may utilize their powers under consumer protection laws against us in the event we do not meet legal 
requirements in a given jurisdiction which could either increase costs or prevent us from doing business there. 

In the event of an audit from the federal Universal Service Administrator or complaint from a local access provider, we 

We have offered our prepaid international calling card services on a wholesale basis to international canier customers, 
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We are subject to other laws related to our business dealings that are not specifically related to telecommunications 
regulation. As an example, the Office of Foreign Asset Control of the US. Department of the Treasury, or OFAC, 
administers the United States’ sanctions against certain countries. OFAC rules restrict many business transactions with such 
countries and, in some cases, require that licenses be obtained for such transactions. We may currently, or in the future, 
transmit telephone calls between the US. and countries subject to US.  sanctions regulations andundertake other transactions 
related to those services. We have undertaken such activities via OUT network or through various reciprocal traffic exchange 
agreements to which we are a party. We have received licenses i?om OFAC to send traffic to some countries and, if 
necessary, will remain in contact with OFAC with regard to other transactions. Failure to obtain proper authority could 
expose us to legal and criminal liability. 

Foreign government telecommunications regulation could also affect our costs. 

Our Retail and Trading services are offered in foreign jurisdictions. The regulation of VoIP differs from jurisdiction to 
jurisdiction. We cannot be certain that we or our partners and distributors are in compliance with all of the relevant 
regulations and laws in each of the foreign jurisdictions in which we operate at any given point in time. As a result, changes 
in regulation in foreign jurisdictions or failure to comply with applicable foreign laws and regulations can subject us to 
enforcement action and penalties that could negatively affect our business and ability to continue to provide services in these 
foreign jurisdictions. In addition, in numerous countries where we operate or plan to operate, we may he subject to many 
local laws and regulations that, among other things, may restrict or limit the ability of telecommunications companies to 
provide telecommunications services in competition with state-owned or state-sanctioned dominant carriers. 

Other international governmental regulation and legal uncertainties and other laws could limit our ability to provide 
our services, make them more expensive, or subject us or our employees to legal or criminal liability. 

Many countries currently prohibit or limit competition in the provision of traditional voice telephony services. In some 
of those countries, licensed telephony caniers as well as government regulators and law enforcement authorities have 
questioned our legal authority and/or the legal authority of our service partners or affiliated entities and employees to offer 
our services. We may face similar questions in additional countries. Our failure to qualify as a properly licensed service 
provider, or to comply with other foreign laws and regulations, could materially adversely affect our business, financial 
condition and results of operations, including subjecting us or our employees to taxes and criminal or other penalties andor 
by precluding us from, or limiting us in, enforcing contracts in such jurisdictions. 

laws governing: 
It is also possible that countries may apply to our activities laws relating to services provided over the Internet, including 

sales and other taxes, including payroll-withholding applications; 

user privacy; 

pricing controls and termination costs; 

characteristics and quality of products and services; 

qualification to do business; 

consumer protection; 

cross-border commerce, including laws that would impose tariffs, duties and other import restrictions; 
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copyright, bademark and patent infringement; and 

claims based on the nature and content of Internet materials, including defamation, negligence and the failure to meet 

If foreign governments or other bodies begin to impose related restrictions on our services or otherwise enforce criminal 

necessary obligations. 

or other laws against us, our affiliates or our employees, such actions could have a material adverse effect on our operations. 

Risks Related to Our IntelIectual Proper@ 

If we are unable to protect our intellectual property, our competitive position would be adversely affected. 

We rely on patent, trademark and copyright law, trade secret protection and confidentiality and/or license agreements 
with our employees, customers, partners and others to protect our intellectual property. Unauthorized third parties may copy 
our services or reverse engineer or obtain and use information that we regard as proprietary. End-user license provisions 
protecting against unauthorized use, copying, transfer and disclosure of any licensed program may be unenforceable under 
the laws of certain jurisdictions and foreign countries. We may seek to patent certain processes or equipment in the future. 
We do not know if any of our pending patent applications will be issued with the scope of the claims we seek, if at all. In 
addition, the laws of some foreign countries do not protect proprietary rights to the same extent as do the laws of the United 
States. Our means ofprotecting our proprietary rights in the United States or abroad may not be adequate and third parties 
may infringe or misappropriate our copyrights, trademarks and similar proprietaq rights. If we fail to protect our intellectual 
property and proprietary rights, our business, financial condition and results of operations would suffer. 

Our services might be found to infringe the intellectual property rights of others. 

We believe that we do not infiinge upon the proprietary rights of any third party. Nonetheless, we have received claims 
that our products or brands, or those of our retail prepaid calling card distributors, infringe valid patents or trademarks. Such 
claims, even if resolved in our favor, could be substantial, and the litigation could divert management efforts. It is also 
possible that such claims might be asserted successfully against us in the future. Our ability to provide services depends on 
our freedom to operate. That is, we must ensure that we do not infringe upon the proprietary rights of others or have licensed 
all such rights. A party making an infringement claim could secure a substantial monetary award or obtain injunctive relief 
that could effectively block our ability to provide services in the United States or abroad. In addition, the assertion of 
infringement claims by others against our customers, including those providing consumer VoIP services, could adversely 
affect our business. 

We rely on a variety of technologies, primarily software, which is licensed from third parties or is freely available. 

Continued use of certain technology by us requires that we purchase new or additional licenses from third parties or, in 
some cases, avail ourselves of “shareware” or otherwise available open source code. We may not be able to obtain those 
third-party licenses needed for our business or the technology and software that we do have may not continue to he available 
to us on commercially reasonable terms or at all. The loss or inability to maintain or obtain upgrades to any such technology 
or software could result in delays or breakdowns in our ability to continue developing and providing our services or to 
enhance and upgrade our services. 
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Risks Related to the Internet and Internet Telephony Industry 

If the Internet infrastructure is not adequately maintained, we may he unable to maintain the quality of our services 
and provide them in a timely and consistent manner. 

Our future success will depend upon the maintenance of the Internet infrastructure, including a reliable network 
backbone with the necessary speed, data capacity and security for providing reliability and timely Internet access and 
services. To the extent that the Internet continues to experience increased numbers of users, frequency of use or bandwidth 
requirements, the Internet may become congested and be unable to support the demands placed on it and its performance or 
reliability may decline thereby impairing our ability to complete calls and provide other services using the Internet at 
consistently high quality. The Internet has experienced a variety of outages and other delays as a result of failures of portions 
of its infrastructure or otherwise. Future outages or delays could adversely affect our ability to complete calls and provide 
other services. Moreover, critical issues concerning the commercial use of the Internet, including security, cost, ease of use 
and access, intellectual property ownership and other legal liability issues, remain uuresolved and could materially and 
adversely affect both the growth of Internet usage generally and our business in particular. Finally, important opportunities to 
increase tranlc on The Basis Network will not he realized if the underlying infrastructure of the Internet does not continue to 
be expanded to more locations worldwide. 

Network security breaches could adversely affect our  operations. 

Neveltheless, from time to time we have experienced fraudulent activities whereby pevetrators have disguised themselves as 
our customers and transmitted traffic to us, or have disguised themselves as us and transmitted traffic to our communications 
service providers and other service providers for termination. While we have undertaken steps to thwart such fraud, including 
revamping our securities procedures and capabilities and alerting other members of the industry as well as law enforcement 
personnel, such actions may not be sufficient and financial exposure and reputational damage from fraudulent activities could 
materially adversely affect us. 

Undetected defects in our technology could adversely affect our  operations. 

Although we regularly test our software and systems extensively, we can not ensure that our testing will detect every 
potential bug. Any such bug could materially adversely affect OUT business. 

Our  ability to provide our services using the Internet may be adversely affected by computer vandalism. 

acts of computer vandalism or virus infection, our ability to deliver our communication services over the Internet could be 
adversely impacted, which could cause us to have to increase the amount of traffic we have to carry over alternative 
networks, including the more costly public switched telephone network. In addition, traditional business interruption 
insurance may not cover losses we could incur because of any such disruption of the Internet. While some insurers are 
beginning to offer products purporting to cover these losses, we do not have any of this insurance at this time. 

Risks Related to the Proposed Transaction with KPN 

We may not he able to timely and successfully integrate KPN’s international wholesale voice business with our 
operations, and thus we may fail to realize all of the anticipated benefits of the proposed transaction. 

costly process. Failure to timely and successfully integrate these operations may have a 

We currently have practices, policies and procedures in place to ensure the integrity and security of our network. 

Our technology is complex and is susceptible to errors, defects or performance problems, commonly called “bugs”. 

If the overall performance of the Internet is seriously downgraded by website attacks, failure of service attacks, or other 

Integration of KPN’s international wholesale voice business into our business will be a complex, time consuming and 
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material adverse effect on the combined company’s business, financial condition and results of operations. The difficulties of 
combining these businesses will present challenges to the combined company’s management, including: 

experiencing operational interruptions or the loss of key employees, customers or suppliers; 

operating a significantly larger combined company with operations in geographic areas in which we have not 
previously operated on a stand-alone basis; and 

consolidating corporate and administrative functions. 

The combined company will also be exposed to other risks that are commonly associated with transactions similar to 
this proposed transaction, such as unanticipated liabilities and costs, some of which may be material, and diversion of 
management’s attention. As a result, the anticipated benefits of the merger of KPN’s international wholesale voice business 
into our Company, including anticipated synergies, may not be fully realized, if at all. 

We may not be able to obtain approval from our shareholders to issue shares constituting 51% of our common stock 
to Kf”, which is required by the Markeplace Rules of The Nasdaq Stock Market. 

Because our common stock is listed on The Nasdaq Stock Market, we are subject to the Marketplace Rules ofNasdaq. 
Under Rule 4350(i), the issuance of s h a m  constituting 51% of our common stock to KPN requires the approval of the 
holders of a majority of the shares of common stock voted on such proposal prior to their issuance to KPN. In addition, such 
approval by our shareholders of the issuance of the Transaction Shares is a condition to the obligations of the parties to close 
the proposed transaction. We may not be able to obtain such approval from our shareholders, and therefore, we may not be 
able to close the proposed transaction. 

The transactions contemplated by the Share Purchase and Sale Agreement may not be consummated even if 
shareholder approval for the proposed transaction is obtained. 

The Share Ppurchase and Sale Agreement contains conditions that, if not satisfied or waived, would result in the 
proposed transaction not occurring, even though our shareholders may have voted in favor of the issuance of shares to KPN. 
In addition, KPN and our Company can agree not to consummate the transactions even if shareholder approval has been 
received. The closing conditions to the proposed transaction may not be satisfied, and any unsatisfied conditions may not be 
waived, which may cause the proposed transaction not to occur. 

While the Share Purchase and Sale Agreement is in effect, we may be limited in our ability to pursue other attractive 
business opportunities. 

Under celtain circumstances, in connection with the termination of the Share Purchase and Sale Agreement, we will be 
required to pay KPN a termination fee of $10 million plus additional amounts for reimbursement of expenses. Such fees are 
intended to provide a financial incentive for us to seek to complete the proposed transaction. 

We have also agreed to refrain from taking certain actions with respect to our business and financial affairs pending 
completion of the proposed transaction or termination of the Share Purchase and Sale Agreement. These restrictions and no- 
solicitation provisions contained in the Share Purchase and Sale Agreement could be in effect for an extended period of h e  
if completion of the proposed transaction is delayed 

In addition to the economic costs associated with pursuing the proposed transaction, our management is devoting 
substantial time and other human resources to the proposed transaction and related matters, 
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which could limit our ability to pursue other attractive business opportunities, including potential joint ventures, stand-alone 
projects and other transactions. If we are unable to pursue such other attractive business opportunities, then our growth 
prospects and the long-term strategic position of our business and the combined business could be adversely affected. 

Regulatory agencies may delay approval of the proposed transaction, which may diminish the anticipated benetits of 
the proposed transaction. 

Completion of the proposed transaction with KPN is conditioned upon the receipt of required governmental consents, 
approvals, orders and authorizations. Although IC” and our company intend to pursue vigorously all required governmental 
approvals, the requirement to receive these approvals before the consummation of the proposed transaction could delay the 
completion of the proposed transaction, possibly for a significant period of time after our shareholders have approved the 
issuance of shares to KPN. Any delay in the completion of the proposed transaction could diminish anticipated benefis of it 
or result in additional transaction costs, loss of revenue or other effects associated with uncertainty about the transaction. In 
addition, until the proposed transaction is completed, the attention of management may be diverted from ongoing business 
concern and regular business responsibilities to the extent management is focused on matters relating to the transaction, such 
as obtaining regulatory approvals. 

Following the closing of the proposed transaction with KPN, K P N  will own a majority of the shares of nor common 
stock, and we will be a controlled company within the meaning of Nasdaq Marketplace Rules. 

Following the closing of the proposed transaction with KPN, KPN will own in excess of 51% of the outstanding shares 
of our common stock, which will make it difficult to complete some corporate transactions without KPNs support. 

In addition, because KPN will be deemed to beneficially own, in the aggregate, more than 50.0% of our common stock, 
after the closing of the transaction, we will be a “controlled company” within the meaning of Nasdaq Marketplace Rule 4350 
(c)(S). As a result, the Company is exempt from Nasdaq rules that require listed companies to have (i) a majority of 
independent directors on the Board of Directors, (ii) a compensation committee and nominating committee composed solely 
of independent directors, (iii) the compensation of executive officers determined by a majority of independent directors or a 
compensation committee composed solely of independent directors, and (iv) a majority of the independent directors or a 
nominating committee composed solely of independent directors elect or recommend director nominees for selection by the 
Board of Directors. Furthermore, as part of the proposed transaction, our by-laws will be amended to provide KPN certain 
board representation rights and ceItain veto rights. As a result of these changes, and KPNs majority holdings, after the 
Closing KPN will have the ability to control the outcome of all matters submitted to our stockholders for approval. We 
cannot assure you that the interests of KPN will be consistent with the interests of other holders of our common stock, or that 
KPN will vote its shares of common stock, or exercise its veto rights, in a manner that benefits other holders of our common 
stock. 

Finally, KPN’s ownership of 51% of the shares of our common stock could discourage the acquisition of our common 
stock by potential investors and could have an anti-takeover effect, possibly depressing the traduig price of our common 
stock. 

KF” may sell all nr a substantial portion of the shares it acquires in this potential transaction at any time in the 
future, which could cause the market price of our common stock to decline. 

the closing of the transaction with KPN, the sale, or the possibility of a sale, by KPN of all or a substantial number of its 
shares in the public market could cause the market price of our common 

We have not entered into any lock-up agreement with KPN as part of the proposed transaction. As a result, following 
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stock to decline. The sale ofa  substantial number of shares or the possibility of such a sale also could make it more difficult 
for us to sell our common stock or other equity securities in the future at a time and at a price that we deem appropriate. 

Following the closing of the transaction, we will have less available cash and our liquidity may be adversely affected. 

We will pay to our shareholders a dividend in an aggregate amount of $1 13,000,000 promptly following the closing of 
the proposed transaction. The funds used to pay the dividend will come from cash on hand and the proceeds of the proposed 
transaction. Also, under the terms of outstanding warrants for our common stock, upon exercise of such warrants after the 
closing of the proposed transaction, the holders of the warrants shall be entitled to receive payment of an amount in cash 
equal to the amount such holder would have received in connection with the dividend payment if such warrants had been 
exercised immediately prior to the closing of the proposed transaction, in addition to the number of shares of common stock 
issuable upon such exercise. These exercises could result in the Company being required to pay up to an additional $8.6 
million in connection with such exercises. 

Furthermore, in connection with the merger of KPNs international wholesale voice business into our Company, we 
expect that we will assume certain short-term liabilities associated therewith whichmay exceed the cash and short-term 
assets that such business will bring. 

Each of the foregoing events will have an adverse effect on our cash reserves and could significantly compromise our 
liquidity after the Closing, which could result in us having to increase borrowings (which may not be available, or may be 
available only at significant cost), dispose of assets out of the ordinary course of business, or forego business opportunities 
that would otherwise he attractive. 

Provisions of our governing documents and Delaware law could also discourage acquisition proposals or delay a 
change in control. 

make it difficult for a third party to acquire control of our company, even if that change in control would be beneficial to 
stockholders: 

Our certificate of incorporation and by-laws contain anti-takeover provisions, including those listed below, that could 

our Board of Directors has the authority to issue common stock and preferred stock, and to determine the price, rights 

our Board of Directors is divided into three classes, each serving three-year terms; 

a supermajority of votes of our stockholders is required to amend key provisions of our certificate of incorporation 

our bylaws contain provisions limiting who can call special meetings of stockholders; 

our stockholders may not take action by written consent; and 

our stockholders must provide specified advance notice to nominate Directors or submit stockholder proposals. 

In addition, provisions of Delaware law and our Amended and Restated 1997 Stock Incentive Plan may discourage, 

and preferences of any new series of preferred stock, without stockholder approval; 

and by-laws; 

delay or prevent a change of control of our company or an unsolicited acquisition proposal. 
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SPECLAL NOTE REGARDING FOR WARD-LOOKING STATEMENTS 

This Form IO-K and, in particular, the description of our Business set forth in Item 1 ,  the Risk Factors set forth in this 
Item 1A and our Management’s Discussion and Analysis of Financial Condition and Results of Operations set forth in Item I 
contain or incorporate a number of forward-looking statements within the meaning of Section 21A of the Securities Act of 
1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended, including statements regarding: 

expectations regarding our ability to expand our market share in our Trading business; 

our expectations regarding the number of customers that will use our Trading and Retail services; 

our expectations regarding the future market demand for our Trading and Retail services; 

the size of our market; 

our business strategy; 

the focus of our marketing efforts; 

the establishment, development and maintenance of relationships with strategic partners; 

our estimates regarding obligations associated with our leased facilities; and 

our liquidity. 

Any or all of our forward-looking statements in this Form 10-K may turn out to be wrong. They can be affected by 
inaccurate assumptions we might make or by known or unknown risks and uncertainties. Many factors mentioned in our 
discussion in this Form 10-K will be important in determining future results. Consequently, no forward-looking statement can 
be guaranteed. Actual future results may vary materially. 

We also provide a cautionary discussion of risks and uncertainties under “Risk Factors” in Item 1A. These are factors 
that we think could cause our actual results to differ materially from expected results. Other factors besides those listed there 
could also adversely affect us. 

Without limiting the foregoing, the words “believes,” “anticipates,” ‘‘plans,” “expects” and similar expressions are 
intended to identify forwadlooking statements. There are a number of factors that could cause actual events or results to 
differ materially from those indicated by such forward-looking statements, many of which are beyond our control, including 
the Risk Factors set forth under Item 1A. In addition, the forward-looking statements contained herein represent our estimate 
only as of the date of this filing and should not be relied upon as representing our estimate as of any subsequent.date. While 
we may elect to update these forward-looking statements at some point in the future, we specifically disclaim any obligation 
to do so to reflect actual results, changes in assumptions or changes in other factors affecting such forward-looking 
statements. 

Item 1B. Unresolved Staff Comments. 

Not applicable. 
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