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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-Q

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

For the Quarterly Period Ended June 30, 2012

OR

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

Commission File No. 1-31227

COGENT COMMUNICATIONS GROUP, INC.
(Exact Name of Registrant as Specified in Its Charter)

Delaware 52-2337274
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(State of Incorporation) (I.R.S. Employer
Identification Number)

1015 31st Street N.W.

Washington, D.C. 20007

(Address of Principal Executive Offices and Zip Code)

(202) 295-4200

(Registrant�s Telephone Number, Including Area Code)

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

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). Yes x No o

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

Large accelerated filer x Accelerated filer o

Non-accelerated filer o Smaller reporting company o
(Do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes o No x

Indicate the number of shares outstanding of each of the issuer�s classes of common stock, as of the latest practicable date.

Common Stock, $.001 par value 47,140,525 Shares Outstanding as of July 31, 2012
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COGENT COMMUNICATIONS GROUP, INC., AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

AS OF JUNE 30, 2012 AND DECEMBER 31, 2011

(IN THOUSANDS, EXCEPT SHARE DATA)

June 30,
2012

December 31,
2011

(Unaudited)
Assets
Current assets:
Cash and cash equivalents $ 237,227 $ 238,207
Accounts receivable, net of allowance for doubtful accounts of $2,914 and $3,345
respectively 25,652 25,029
Prepaid expenses and other current assets 11,852 10,051
Total current assets 274,731 273,287
Property and equipment, net 304,823 307,978
Deposits and other assets - $453 and $457 restricted, respectively 15,663 16,386
Total assets $ 595,217 $ 597,651

Liabilities and stockholders� equity
Current liabilities:
Accounts payable $ 11,287 $ 14,199
Accrued liabilities 25,468 21,944
Current maturities, capital lease obligations 9,218 11,700
Total current liabilities 45,973 47,843
Senior secured notes 175,000 175,000
Capital lease obligations, net of current maturities 122,350 122,996
Convertible senior notes, net of discount of $12,493 and $15,366 respectively 79,485 76,612
Other long term liabilities 11,260 11,199
Total liabilities 434,068 433,650
Commitments and contingencies:
Stockholders� equity:
Common stock, $0.001 par value; 75,000,000 shares authorized; 47,140,525 and 45,893,347
shares issued and outstanding, respectively 47 46
Additional paid-in capital 491,494 489,021
Accumulated other comprehensive income � foreign currency translation (2,027) (582)
Accumulated deficit (328,365) (324,484)
Total stockholders� equity 161,149 164,001
Total liabilities and stockholders� equity $ 595,217 $ 597,651

The accompanying notes are an integral part of these condensed consolidated balance sheets.
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COGENT COMMUNICATIONS GROUP, INC., AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

FOR THE THREE MONTHS ENDED JUNE 30, 2012 AND JUNE 30, 2011
(IN THOUSANDS, EXCEPT SHARE AND PER SHARE AMOUNTS)

Three Months
Ended

June 30, 2012

Three Months
Ended

June 30, 2011
(Unaudited) (Unaudited)

Service revenue $ 77,817 $ 75,580
Operating expenses:
Network operations (including $118 and $126 of equity-based compensation expense,
respectively, exclusive of depreciation and amortization shown separately below) 35,112 33,249
Selling, general, and administrative (including $1,905 and $1,881 of equity-based
compensation expense, respectively) 19,401 18,926
Depreciation and amortization 15,503 14,734
Total operating expenses 70,016 66,909
Operating income 7,801 8,671
Interest income and other, net 148 298
Release of lease obligation (Note 2) � 2,739
Interest expense (8,988) (9,135)
(Loss) income before income taxes (1,039) 2,573
Income tax provision (752) (458)
Net (loss) income $ (1,791) $ 2,115

Net (loss) income per common share:
Basic and diluted net (loss) income per common share $ (0.04) $ 0.05

Weighted-average common shares - basic 45,313,804 45,021,507

Weighted-average common shares - diluted 45,313,804 45,548,725

Comprehensive (loss) income $ (4,859) $ 2,960

The accompanying notes are an integral part of these condensed consolidated statements.
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COGENT COMMUNICATIONS GROUP, INC., AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

FOR THE SIX MONTHS ENDED JUNE 30, 2012 AND JUNE 30, 2011
(IN THOUSANDS, EXCEPT SHARE AND PER SHARE AMOUNTS)

Six Months
Ended

June 30, 2012

Six Months
Ended

June 30, 2011
(Unaudited) (Unaudited)

Service revenue $ 154,704 $ 149,039
Operating expenses:
Network operations (including $201 and $266 of equity-based compensation expense,
respectively, exclusive of depreciation and amortization shown separately below) 69,449 65,021
Selling, general, and administrative (including $3,061 and $3,837 of equity-based
compensation expense, respectively) 40,743 38,465
Depreciation and amortization 30,743 29,525
Total operating expenses 140,935 133,011
Operating income 13,769 16,028
Interest income and other, net 524 529
Release of lease obligation (Note 2) � 2,739
Interest expense (17,982) (16,720)
(Loss) income before income taxes (3,689) 2,576
Income tax provision (192) (739)
Net (loss) income $ (3,881) $ 1,837

Net (loss) income per common share:
Basic and diluted net (loss) income per common share $ (0.09) $ 0.04

Weighted-average common shares - basic 45,325,427 45,017,518

Weighted-average common shares - diluted 45,325,427 45,575,535

Comprehensive (loss) income $ (5,326) $ 5,667

The accompanying notes are an integral part of these condensed consolidated statements.
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COGENT COMMUNICATIONS GROUP, INC., AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

FOR THE SIX MONTHS ENDED JUNE 30, 2012 AND JUNE 30, 2011
(IN THOUSANDS)

Six months
Ended

June 30, 2012

Six months
Ended

June 30, 2011
(Unaudited) (Unaudited)

Cash flows from operating activities:
Net cash provided by operating activities $ 32,157 $ 32,622
Cash flows from investing activities:
Purchases of property and equipment (22,864) (25,995)
Proceeds from dispositions of assets 121 2
Net cash used in investing activities (22,743) (25,993)
Cash flows from financing activities:
Proceeds from issuance of senior secured notes, net � 170,512
Purchases of common stock (1,265) �
Proceeds from exercises of stock options 158 155
Principal payments of capital lease obligations (8,763) (7,452)
Net cash (used in) provided by financing activities (9,870) 163,215
Effect of exchange rates changes on cash (524) 1,119
Net (decrease) increase in cash and cash equivalents (980) 170,963
Cash and cash equivalents, beginning of period 238,207 56,283
Cash and cash equivalents, end of period $ 237,227 $ 227,246

Supplemental disclosure of non-cash financing activities:
Capital lease obligations incurred $ 5,735 $ 28,567

The accompanying notes are an integral part of these condensed consolidated statements.
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COGENT COMMUNICATIONS GROUP, INC., AND SUBSIDIARIES

NOTES TO INTERIM CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

1.             Description of the business and recent developments:

Description of business

Cogent Communications Group, Inc. (the �Company�) is a Delaware corporation and is headquartered in Washington, DC. The Company is a
facilities-based provider of low-cost, high-speed Internet access and Internet Protocol (�IP�) communications services. The Company�s network is
specifically designed and optimized to transmit data using IP. The Company delivers its services to small and medium-sized businesses,
communications service providers and other bandwidth-intensive organizations in North America and Europe.  We recently began expansion
into Japan.

The Company offers on-net Internet access services exclusively through its own facilities, which run from its network to its customers� premises.
Because of its integrated network architecture, the Company is not dependent on local telephone companies to serve its on-net customers. The
Company�s on-net service consists of high-speed Internet access and IP connectivity ranging from 100 Megabits per second to 10 Gigabits per
second of bandwidth. The Company offers its on-net services to customers located in buildings that are physically connected to its network. The
Company provides on-net Internet access services to net-centric and corporate customers. The Company�s net-centric customers include certain
bandwidth-intensive users such as universities, other Internet service providers, telephone companies, cable television companies and
commercial content providers. These customers generally receive service in colocation facilities and in the Company�s data centers. The
Company operates data centers throughout North America and Europe that allow customers to collocate their equipment and access the
Company�s network.  The Company�s corporate customers are located in multi-tenant office buildings and typically include law firms, financial
services firms, advertising and marketing firms and other professional services businesses.

In addition to providing its on-net services, the Company provides Internet connectivity to customers that are not located in buildings directly
connected to its network. The Company provides this off-net service primarily to corporate customers using other carriers� facilities to provide
the �last mile� portion of the link from its customers� premises to the Company�s network. The Company also provides certain non-core services
that resulted from acquisitions. The Company continues to support but does not actively sell these non-core services.

Basis of presentation

The accompanying unaudited condensed consolidated financial statements have been prepared by the Company pursuant to the rules and
regulations of the Securities and Exchange Commission. In the opinion of management, the unaudited condensed consolidated financial
statements reflect all normal recurring adjustments that the Company considers necessary for the fair presentation of its results of operations and
cash flows for the interim periods covered, and of the financial position of the Company at the date of the interim condensed consolidated
balance sheet. Certain information and footnote disclosures normally included in the annual consolidated financial statements prepared in
accordance with U.S. generally accepted accounting principles have been condensed or omitted pursuant to such rules and regulations. The
operating results for interim periods are not necessarily indicative of the operating results for the entire year. While the Company believes that
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the disclosures are adequate to not make the information misleading, these interim condensed consolidated financial statements should be read in
conjunction with the consolidated financial statements and notes included in its 2011 annual report on Form 10-K.

The accompanying unaudited consolidated financial statements include all wholly-owned subsidiaries. All inter-company accounts and activity
have been eliminated.

Use of estimates

The preparation of consolidated financial statements in conformity with United States generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent assets and
liabilities at the date of the consolidated financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results may differ from these estimates.

Foreign currency translation adjustment and comprehensive (loss) income

The Company�s only component of �comprehensive (loss) income� is the currency translation adjustment for all periods presented.

Financial instruments

At June 30, 2012 and December 31, 2011, the carrying amount of cash and cash equivalents, accounts receivable, prepaid and other current
assets, accounts payable, and accrued expenses approximated fair value because of the short-term nature of these instruments. The Company
measures its cash equivalents at amortized cost, which approximates fair value. Based upon the bid quoted (Level 2) prices at June 30, 2012 and
December 31, 2011, the fair values of the Company�s $92.0 million convertible senior notes were approximately $87.3 million and $82.3 million,
respectively. Based upon the bid quoted prices (Level 2) at June 30, 2012 and December 31, 2011, the fair values of the Company�s
$175.0 million senior secured notes were approximately $186.2 million and $178.7 million, respectively.

7
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The Company was party to letters of credit totaling approximately $0.4 million as of June 30, 2012 and December 31, 2011. These letters of
credit are secured by investments that are restricted and included in other assets.

Basic and diluted net (loss) income per common share

Basic earnings per share (�EPS�) excludes dilution for common stock equivalents and is computed by dividing net income or (loss) available to
common stockholders by the weighted-average number of common shares outstanding for the period. Diluted EPS is based on the
weighted-average number of shares of common stock outstanding during each period, adjusted for the effect of common stock equivalents, if
dilutive.

Shares of restricted stock are included in the computation of basic EPS as they vest and are included in diluted EPS, to the extent they are
dilutive, determined using the treasury stock method. For the three and six months ended June 30, 2012 and 2011, 1.9 million, 1.9 million, 1.0
million and 1.0 million unvested shares of restricted common stock, respectively, are not included in the computation of basic or diluted (loss)
income per share, as the shares were not vested. For the three and six months ended June 30, 2011, 0.2 million and 0.1 million unvested shares
of restricted common stock, respectively, are not included in the computation of diluted income per share, as the effect would be anti-dilutive.

Using the �if-converted� method, the shares issuable upon conversion of the Company�s 1.00% Convertible Senior Notes (the �Convertible Notes�)
were anti-dilutive for the three and six months ended June 30, 2012 and 2011. Accordingly, the impact has been excluded from the computation
of diluted (loss) income per share. The Convertible Notes are convertible into shares of the Company�s common stock at an initial conversion
price of $49.18 per share, yielding 1.9 million shares at June 30, 2012 and June 30, 2011, subject to certain adjustments set forth in the
indenture.

The Company computes the dilutive effect of outstanding options using the treasury stock method. For the three and six months ended June 30,
2012 and the three and six months ended June 30, 2011, options to purchase 0.2 million shares of common stock at weighted-average exercise
prices of $13.78, $13.78, $17.40 and $17.26 per share, respectively, are not included in the computation of diluted loss per share as the effect
would be anti-dilutive. For the three and six months ended June 30, 2012 and the three and six months ended June 30, 2011, the Company�s
employees exercised options for 6,815, 18,502, 8,996 and 18,280 common shares, respectively.

The following details the determination of the diluted weighted average shares for the three and six months ended June 30, 2011.

Three Months Ended
June 30, 2011

Six Months Ended
June 30, 2011

Weighted average common shares outstanding - basic 45,021,507 45,017,518
Dilutive effect of shares of restricted stock 433,777 464,733
Dilutive effect of stock options 93,441 93,284
Weighted average shares - diluted 45,548,725 45,575,535

Recent accounting pronouncements� adopted
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The Financial Accounting Standards Board (�FASB�) recently issued amendments to the presentation of comprehensive income which became
effective for interim and annual periods beginning after December 15, 2011. The amendments eliminated the previous reporting option of
displaying components of other comprehensive income within the statement of changes in stockholders� equity. Under the new guidance, the
Company is required to present either a single continuous statement of comprehensive income or an income statement immediately followed by
a statement of comprehensive income. The Company elected to present a single continuous statement of comprehensive income.

In May 2011, the FASB issued ASU 2011-04 relating to fair value measurement (FASB ASC Topic 820), which amends current guidance to
achieve common fair value measurement and disclosure requirements in U.S. GAAP and International Financial Reporting Standards. This
pronouncement is effective for fiscal years, and interim periods within those years, beginning after December 15, 2011. The Company adopted
this pronouncement for its fiscal year beginning January 1, 2012. The adoption of this pronouncement did not have a material effect on the
Company�s consolidated financial statements.

2.             Property and equipment:

Depreciation and amortization expense related to property and equipment and capital leases was $15.5 million $30.7 million, $14.7 million and
$29.4 million for the three and six months ended June 30, 2012 and 2011, respectively. The Company capitalized salaries and related benefits of
employees working directly on the construction and build-out of its network of $1.7 million, $3.4 million, $1.7 million and $3.6 million for the
three and six months ended June 30, 2012 and the three and six months ended June 30, 2011, respectively.

Release of lease obligation

In the three months ended June 30, 2011, the requirements for extinguishment were met and the Company was released from an obligation under
an IRU capital lease obligation totaling $2.7 million resulting in a gain. The IRU asset related to this obligation had been fully impaired in 2008
when it was determined that the IRU asset was no longer in use.

8
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3.  Long-term debt:

Senior secured notes

On January 26, 2011, the Company issued its 8.375% Senior Secured Notes (the �Senior Notes�) due February 15, 2018, for an aggregate principal
amount of $175.0 million in a private offering for resale to qualified institutional buyers pursuant to SEC Rule 144A. The Senior Notes are
secured and bear interest at 8.375% per annum. Interest is payable in cash semiannually in arrears on February 15 and August 15, of each year,
beginning on August 15, 2011. The Company received net proceeds of approximately $170.5 million after deducting $4.5 million of issuance
costs that are included in deposits and other assets. The Company intends to use the net proceeds from the Senior Notes for general corporate
purposes and/or repurchases of its common stock or its Convertible Notes, or a special or recurring dividend to its stockholders. In the three and
six months ended June 30, 2012 and the three and six months ended June 30, 2011, the Company incurred approximately $3.8 million, $7.6
million, $3.8 million and $6.6 million, respectively, of interest expense related to its Senior Notes.

Convertible senior notes

In June 2007, the Company issued its Convertible Notes for an aggregate principal amount of $200.0 million in a private offering for resale to
qualified institutional buyers pursuant to SEC Rule 144A. The Convertible Notes mature on June 15, 2027, are unsecured, and bear interest at
1.00% per annum. The Convertible Notes will rank equally with any future senior debt and senior to any future subordinated debt and will be
effectively subordinated to all existing and future liabilities of the Company�s subsidiaries and to any secured debt the Company may issue, to the
extent of the value of the collateral. Interest is payable in cash semiannually in arrears on June 15 and December 15, of each year, beginning on
December 15, 2007. The Company received net proceeds from the issuance of the Convertible Notes of approximately $195.1 million, after
deducting the original issue discount of 2.25% and issuance costs. The discount and other issuance costs are being amortized to interest expense
using the effective interest method through June 15, 2014, which is the earliest put date. In 2008, the Company purchased an aggregate of $108.0
million of face value of the Convertible Notes for $48.6 million in cash in a series of transactions.

The debt and equity components for the Convertible Notes were as follows (in thousands):

June 30, December 31,
2012 2011

Principal amount $ 91,978 $ 91,978
Unamortized discount (12,493) (15,366)
Net carrying amount 79,485 76,612
Additional paid-in capital 74,933 74,933

At June 30, 2012, the unamortized discount had a remaining recognition period of approximately two years.  The amount of interest expense
recognized and effective interest rate were as follows (in thousands):
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Three Months Ended
June 30, 2012

Three Months Ended
June 30, 2011

Six Months Ended
June 30, 2012

Six Months Ended
June 30, 2011

Contractual coupon interest $ 230 $ 230 $ 460 $ 460
Amortization of discount
and costs on Notes 1,456 1,337 2,880 2,645
Interest expense $ 1,686 $ 1,567 $ 3,340 $ 3,105
Effective interest rate 8.7% 8.7% 8.7% 8.7%

4.             Commitments and contingencies :

Current and potential litigation

In the normal course of business the Company is involved in other legal activities and claims. Because such matters are subject to many
uncertainties and the outcomes are not predictable with assurance, the liability related to these legal actions and claims cannot be determined
with certainty. Management does not believe that such claims and actions will have a material impact on the Company�s financial condition or
results of operations.

9
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Income taxes

In the normal course of business the Company takes positions on its tax returns that may be challenged by taxing authorities. The Company
evaluates all uncertain tax positions to assess whether the position will more likely than not be sustained upon examination. If the Company
determines that the tax position is more likely than not to be sustained, the Company records the amount of the benefit that is more likely than
not to be realized when the tax position is settled. This liability, including accrued interest and penalties, is included in other long-term liabilities
in the accompanying balance sheets and was approximately $3.1 million as of June 30, 2012 and $3.9 million as of December 31, 2011.  During
the three and six months ended June 30, 2012 and 2011 the Company recognized approximately $84,000, $160,000, $19,000 and $38,000 in
interest and penalties, respectively, related to its uncertain tax positions. During the three months ended March 31, 2012, the Company reversed
approximately $0.7 million of its liability for uncertain tax positions due to the resolution of certain state income tax issues pursuant to the
completion of an audit. The Company expects that its liability for uncertain tax positions will decrease by approximately an additional
$2.0 million during the twelve months ended December 31, 2012 due to the expiration of certain statutes of limitation, however, actual changes
in the liability for uncertain tax positions could be different than currently expected. If recognized, the total unrecognized tax benefits would
lower the Company�s effective income tax rate.

A reconciliation of the beginning and ending amount of unrecognized tax benefits (excluding interest and penalties) is as follows (in thousands):

Three Months Ended
June 30, 2012

Three Months Ended
June 30, 2011

Six Months Ended
June 30, 2012

Six Months Ended
June 30, 2011

Beginning balance $ 2,177 $ 698 $ 2,875 $ 698
Gross increases � tax positions in prior
periods 72 � 72 �
Gross decreases � tax positions in current
period � � (698) �
Ending balance $ 2,249 $ 698 $ 2,249 $ 698

Incentive award plan

The Company has an award plan, the 2004 Incentive Award Plan, as amended (the �Award Plan�), under which grants of stock and options are
made.  The Company has granted restricted shares under the Award Plan that are subject to certain performance conditions based upon the
Company�s operating metrics. The Company recorded approximately $0 million, $0.1 million, $0.3 million and $0.7 million of equity-based
compensation expense related to the restricted shares subject to performance conditions in the three and six months ended June 30, 2012 and
2011, respectively.  There was no equity-based compensation expense recorded related to the restricted shares subject to performance conditions
for 2012 since it is not considered probable that the performance conditions for 2012 will be met. In the first quarter of 2012, 62,400 restricted
shares related to the performance conditions for 2011 vested since the performance conditions were met.

On April 19, 2012, the Company�s shareholders approved increasing the authorized shares under the Award Plan by 1.2 million shares.  In the
second quarter of 2012, the Company granted approximately 1.2 million restricted shares to its employees that will vest over three to four-year
periods.  These restricted shares were valued at approximately $22.0 million and will be recognized as equity-based compensation expense on a
straight line basis over the service period.
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Common stock buyback program

The Company�s board of directors has approved $50.0 million of purchases of the Company�s common stock under a buyback program (the
�Buyback Program�).  There is approximately $45.8 million remaining for purchases under the Buyback Program.  The Company purchased
approximately 0.1 million shares for approximately $1.3 million during the three months ended June 30, 2012.  There were no purchases of
common stock during the other periods presented herein.

Dividends on common stock

On August 7, 2012 the Company�s board of directors approved the payment of a dividend of $0.10 per common share� estimated to be
approximately $4.7 million -  to holders of record on August 22, 2012 and payment to be made on September 12, 2012. The payment of any
future quarterly dividends will be at the discretion of the Company�s board of directors and will be dependent upon the Company�s financial
position, results of operations, available cash, cash flow, capital requirements and other factors deemed relevant by the Company�s board of
directors.

10

Edgar Filing: COGENT COMMUNICATIONS GROUP INC - Form 10-Q

16



Table of Contents

5.  Related party transactions:

Office lease

The Company�s headquarters is located in an office building owned by a partnership (6715 Kenilworth Avenue Partnership). The two owners of
the partnership are the Company�s Chief Executive Officer, who has a 51% interest in the partnership and his wife, Ruth Schaeffer, who has a
49% interest in the partnership. The Company paid $0.2 million, $0.3 million, $0.2 million and $0.3 million for the three and six months ended
June 30, 2012 and the three and six months ended June 30, 2011, respectively, in rent and related costs (including taxes and utilities) to this
partnership under a lease that expires in August 2013.

6.  Segment information:

The Company operates as one operating segment. Below are the Company�s service revenues and long lived assets by geographic region (in
thousands):

Three Months
Ended

June 30, 2012

Three Months
Ended

June 30, 2011

Six Months
Ended

June 30, 2012

Six Months
Ended

June 30, 2011
Revenues
North America $ 62,394 $ 58,871 $ 124,137 $ 116,122
Europe 15,423 16,709 30,567 32,917
Total $ 77,817 $ 75,580 $ 154,704 $ 149,039

June 30,
2012

December 31,
2011

Long lived assets, net
North America $ 225,675 $ 225,598
Europe 79,199 82,445
Total $ 304,874 $ 308,043

The majority of North American revenue consists of services delivered within the United States.

ITEM 2.             MANAGEMENT�S  DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

You should read the following discussion and analysis together with our condensed consolidated financial statements and related notes included
in this report. The discussion in this report contains forward-looking statements that involve risks and uncertainties, such as statements of our
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plans, objectives, expectations and intentions. The cautionary statements made in this report should be read as applying to all related
forward-looking statements wherever they appear in this report. Our actual results could differ materially from those discussed here. Factors
that could cause or contribute to these differences include, but are not limited to:

Future economic instability in the global economy, which could affect spending on Internet services; the impact of changing foreign exchange
rates (in particular the Euro to USD and Canadian to USD exchange rates) on the translation of our non-USD denominated revenues, expenses,
assets and liabilities;  legal and operational difficulties in new markets; the imposition of a requirement that we contribute to the U. S. Universal
Service Fund; changes in government policy and/or regulation,  including rules regarding data protection and cyber security; increasing
competition leading to lower prices for our services; our ability to attract new customers and to increase and maintain the volume of traffic on
our network; the ability to maintain our Internet peering arrangements on favorable terms; our reliance on an equipment vendor, Cisco Systems
Inc., and the potential for hardware or software problems associated with such equipment; the dependence of our network on the quality and
dependability of third-party fiber providers; our ability to retain certain customers that comprise a significant portion of our revenue base; the
management of network failures and/or disruptions; and outcomes in litigation as well as other risks discussed from time to time in our filings
with the Securities and Exchange Commission, including, without limitation, our annual report on Form 10-K for the fiscal year ended
December 31, 2011.

General Overview

We are a leading facilities-based provider of low-cost, high-speed Internet access and IP communications services. Our network is specifically
designed and optimized to transmit data using IP. We deliver our services to small and medium-sized businesses, communications service
providers and other bandwidth-intensive organizations in North America and Europe.

Our on-net service consists of high-speed Internet access and IP connectivity ranging from 100 Megabits per second to 10 Gigabits per second of
bandwidth. We offer our on-net services to customers located in buildings that are physically connected to our network. We provide on-net
Internet access to net-centric and corporate customers. Our net-centric customers include certain bandwidth-intensive users such as universities,
other Internet service providers, telephone companies, cable television companies and commercial content providers. These customers generally
receive service in colocation facilities and in our data centers. Our corporate customers are located in multi-tenant office buildings and typically
include law firms, financial services firms, advertising and marketing firms and other professional services businesses.
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Our off-net services are sold to businesses that are connected to our network primarily by means of �last mile� access service lines obtained from
other carriers, primarily in the form of point-to-point TDM, POS, SDH and/or Carrier Ethernet circuits. Our non-core services, which consist
primarily of legacy services of companies whose assets or businesses we have acquired, primarily include voice services (only provided in
Toronto, Canada). We do not actively market these non-core services and expect the service revenue associated with them to continue to decline.

Our network is comprised of in-building riser facilities, metropolitan optical fiber networks, metropolitan traffic aggregation points and
inter-city transport facilities. Our network is physically connected entirely through our facilities to over 1,800 buildings in which we provide our
on-net services, including 1,270 multi-tenant office buildings. We also provide on-net services in carrier-neutral colocation facilities, Cogent
controlled data centers and single-tenant office buildings. Because of our integrated network architecture, we are not dependent on local
telephone companies to serve our on-net customers. We emphasize the sale of our on-net services because we believe we have a competitive
advantage in providing these services and these services generate gross profit margins that are greater than the gross profit margins on our
off-net services.

We believe our key growth opportunity is provided by our high-capacity network, which provides us with the ability to add a significant number
of customers to our network with minimal direct incremental costs. Our focus is to add customers to our network in a way that maximizes its use
and at the same time provides us with a profitable customer mix. We are responding to this opportunity by increasing our sales and marketing
efforts including increasing our number of sales representatives and expanding our network to locations that we believe can be economically
integrated and represent significant concentrations of Internet traffic. One of our keys to developing a profitable business will be to carefully
match the cost of extending our network to reach new customers with the revenue expected to be generated by those customers. In addition, we
may add customers to our network through strategic acquisitions.

We believe two of the most important trends in our industry are the continued long-term growth in Internet traffic and a decline in Internet
access prices within carrier neutral data centers. As Internet traffic continues to grow and prices per unit of traffic continue to decline, we believe
our ability to load our network and gain market share from less efficient network operators will continue to expand. However, continued erosion
in Internet access prices will likely have a negative impact on the rate at which we can increase our revenues and our profitability. Our revenue
may also be negatively affected if we are unable to grow our Internet traffic or if the rate of growth of Internet traffic does not offset the
expected decline in per unit pricing. We do not know if Internet traffic will increase or decrease, or the rate at which it will grow or decrease.
Changes in Internet traffic will be a function of the number of users, the applications for which the Internet is used, the pricing of Internet
services, and other factors.

The growth in Internet traffic has a more significant impact on our net-centric customers who represent the majority of the traffic on our network
and who tend to consume the majority of their allocated bandwidth on their connections. Net-centric customers tend to purchase their service on
a price per megabit basis. Our corporate customers tend to utilize a small portion of their allocated bandwidth on their connections and tend to
purchase their service on a per connection basis.

Due to our strategic acquisitions of network assets and equipment, we believe we are well positioned to grow our revenue base. We continue to
purchase and deploy network equipment to parts of our network to maximize the utilization of our assets and to expand and increase the capacity
of our network. Our future capital expenditures will be based primarily on the expansion of our network, the addition of on-net buildings and the
concentration and growth of our customer base. We plan to continue to expand our network and to increase the number of on-net buildings we
serve. Many factors can affect our ability to add buildings to our network. These factors include the willingness of building owners to grant us
access rights, the availability of optical fiber networks to serve those buildings, and equipment availability.
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Three Months Ended June 30, 2012 Compared to the Three Months Ended June 30, 2011

The following summary table presents a comparison of our results of operations for the three months ended June 30, 2012 and 2011 with respect
to certain key financial measures. The comparisons illustrated in the table are discussed in greater detail below.

Three months ended
June 30, Percent

2012 2011 Change
(in thousands)

Service revenue $ 77,817 $ 75,580 3.0%
On-net revenue 57,321 58,016 (1.2)%
Off-net revenue 19,868 16,786 18.4%
Non-core revenue 628 778 (19.3)%
Network operations expenses (1) 34,994 33,123 5.6%
Selling, general, and administrative expenses (2) 17,496 17,045 2.6%
Equity-based compensation expense 2,023 2,007 0.8%
Depreciation and amortization expenses 15,503 14,734 5.2%
Interest expense 8,988 9,135 (1.6)%
Release of lease obligation � 2,739 (100.0)%
Income tax provision 752 458 64.2%

(1)  Excludes equity-based compensation expenses of $118 and $126 in the three months ended June 30, 2012 and 2011, respectively, which, if
included would have resulted in a period-to-period change of 5.6%.

(2)  Excludes equity-based compensation expenses of $1,905 and $1,881 in the three months ended June 30, 2012 and 2011, respectively, which,
if included would have resulted in a period-to-period change of 2.5%.

12

Edgar Filing: COGENT COMMUNICATIONS GROUP INC - Form 10-Q

20



Table of Contents

Service Revenue. Our service revenue increased 3.0% to $77.8 million for the three months ended June 30, 2012 from $75.6 million for the three
months ended June 30, 2011. The impact of exchange rates resulted in a decrease of revenues for the three months ended June 30, 2012 of
approximately $2.1 million.  All foreign currency comparisons herein reflect our second quarter 2012 results translated at the average foreign
currency exchange rates for the second quarter of 2011.  For the three months ended June 30, 2012 and 2011, on-net, off-net and non-core
revenues represented 73.7%, 25.5% and 0.8% and 76.8%, 22.2% and 1.0% of our service revenue, respectively. In January 2012, our largest
(on-net and net-centric) customer was indicted by the U.S. government and as a result our on-net service to this customer and the associated
revenue terminated in January 2012.  This customer accounted for approximately 5.5% of our 2011 and second quarter 2011 revenues.  The loss
of this net-centric customer negatively impacted our revenue growth rate from the second quarter of 2011 to the second quarter of 2012 and will
negatively impact our revenue growth rate from 2011 to 2012.

Revenues from our corporate and net centric customers represented 51.5% and 48.5% of total service revenue, respectively, for the three months
ended June 30, 2012 and represented 48.8% and 51.2% of total service revenue, respectively, for the three months ended June 30, 2011. 
Revenues from corporate customers increased 8.6% to $40.1 million for the three months ended June 30, 2012 from $36.9 million for the three
months ended June 30, 2011.  Revenues from our net-centric customers decreased 2.5% to $37.7 million for the three months ended June 30,
2012 from $38.7 million for the three months ended June 30, 2011. As noted above, the loss of our largest net-centric customer in January 2012
negatively impacted our net-centric revenue growth rate from the second quarter of 2011 to the second quarter of 2012 and will negatively
impact our net-centric revenue growth rate from 2011 to 2012.

Our on-net revenues were $57.3 million for the three months ended June 30, 2012 and $58.0 million for the three months ended June 30, 2011.
We increased the number of our on-net customer connections by 17.6% to approximately 27,500 at June 30, 2012 from approximately 23,400 at
June 30, 2011. The loss of our largest on-net customer in January 2012 negatively impacted our on-net revenue growth rate from the second
quarter of 2011 to the second quarter of 2012 and will negatively impact our on-net revenue growth rate from 2011 to 2012. Additionally, on-net
customer connections increased at a greater rate than on-net revenues due to a decline in the average revenue per on-net customer connection,
primarily from our net centric customers. This decline is partly attributed to volume and term based pricing discounts.  Additionally, on-net
customers who cancel their service from our installed base of customers, in general, have greater average revenue per connection than new
customers. These trends and events resulted in a reduction to our average revenue per on-net connection.

Our off-net revenues increased 18.4% to $19.9 million for the three months ended June 30, 2012 from $16.8 million for the three months ended
June 30, 2011.  Our off-net revenues increased as we increased the number of our off-net customer connections by 9.1% to approximately 4,100
at June 30, 2012 from approximately 3,760 at June 30, 2011.  Off-net revenues increased at a greater rate than off-net customer connections due
to an increase in the average revenue per off-net customer connection. Off-net customers who cancel their service, in general, have a lower
average revenue per connection than new off-net customers who generally purchase higher-bandwidth connections.

Our non-core revenues decreased 19.3% to $0.6 million for the three months ended June 30, 2012 from $0.8 million for the three months ended
June 30, 2011. The number of our non-core customer connections decreased 18.2% to approximately 500 at June 30, 2012 from approximately
600 at June 30, 2011. We do not actively market these acquired non-core services and expect that the service revenue associated with them will
continue to decline.

Network Operations Expenses. Our network operations expenses, excluding equity-based compensation expense, increased 5.6% to
$35.0 million for the three months ended June 30, 2012 from $33.1 million for the three months ended June 30, 2011. The increase is primarily
attributable to an increase in costs related to our network and facilities expansion activities and the increase in our off-net revenues.  When we
provide off-net revenues we also assume the cost of the associated tail-circuits.  The impact of exchange rates resulted in a decrease of network
operations expenses for the three months ended June 30, 2012 of approximately $0.9 million.
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Selling, General, and Administrative (�SG&A�) Expenses. Our SG&A expenses, excluding equity-based compensation expense, increased 2.6%
to $17.5 million for the three months ended June 30, 2012 from $17.0 million for the three months ended June 30, 2011. SG&A expenses
increased primarily from the increase in salaries and related costs required to support our expanding sales and marketing efforts.  The impact of
exchange rates resulted in a decrease of SG&A expenses for the three months ended June 30, 2012 of approximately $0.5 million.

Equity-based Compensation Expense. Equity-based compensation expense results from grants of restricted stock and stock options.
Equity-based compensation expense was $2.0 million for the three months ended June 30, 2012 and $2.0 million for the three months ended
June 30, 2011. The impact of exchange rates had no material impact on equity-based compensation expense for the three months ended June 30,
2012.

On April 19, 2012, our shareholders approved increasing the authorized shares under our award plan by 1.2 million shares.  In the second quarter
of 2012, we granted approximately 1.2 million restricted shares to our employees that will vest over three to four-year periods.  These restricted
shares had an aggregate grant date fair value of approximately $22.0 million and will be recognized as equity-based compensation expense on a
straight line basis over the service period.
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Depreciation and Amortization Expenses. Our depreciation and amortization expense increased 5.2% to $15.5 million for the three months
ended June 30, 2012 from $14.7 million for the three months ended June 30, 2011. The increase is primarily due to the depreciation expense
associated with recently deployed fixed assets. The impact of exchange rates resulted in a decrease of depreciation and amortization expense for
the three months ended June 30, 2012 of approximately $0.3 million.

Interest Expense.  Interest expense results from interest incurred on our $175.0 million of 8.375% Senior Secured Notes (the �Senior Notes�)
issued on January 26, 2011, our $92.0 million of 1.00% convertible senior notes (the �Convertible Notes�) issued in June 2007, and interest on our
capital lease obligations.  Our interest expense decreased 1.6% to $9.0 million for the three months ended June 30, 2012 from $9.1 million for
the three months ended June 30, 2011.  The impact of exchange rates resulted in a decrease of interest expense for the three months ended
June 30, 2012 of approximately $0.2 million.

Release of Lease Obligation-Gain. In the three months ended June 30, 2011 the requirements for extinguishment were met and we were released
from an obligation under an IRU capital lease obligation totaling $2.7 million resulting in a gain. The IRU asset related to this obligation had
been fully impaired in 2008 when it was determined that the IRU asset was no longer in use.

Income Tax Provision.  Our income tax provision was $0.8 million for the three months ended June 30, 2012 and was $0.5 million for the three
months ended June 30, 2011. The income tax provision for the three months ended June 30, 2012 and the three months ended June 30, 2011
includes provisions for U.S. state and foreign income taxes.

Buildings On-net. As of June 30, 2012 and 2011, we had a total of 1,799 and 1,669 on-net buildings connected to our network, respectively.

Six Months Ended June 30, 2012 Compared to the Three Months Ended June 30, 2011

The following summary table presents a comparison of our results of operations for the six months ended June 30, 2012 and 2011with respect to
certain key financial measures. The comparisons illustrated in the table are discussed in greater detail below.

Six months ended
June 30, Percent

2012 2011 Change
(in thousands)

Service revenue $ 154,704 $ 149,039 3.8%
On-net revenue 114,070
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