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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-QSB

X Quarterly Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the quarterly period ended June 30, 2004

Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the transition period from to

Commission File Number: 000-50658

Marchex, Inc.

(Exact name of small business issuer as specified in its charter)

Delaware 35-2194038
(State or other jurisdiction of (IRS Employer
incorporation or organization) Identification No.)
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413 Pine Street, Suite 500
Seattle, Washington 98101

(Address of principal executive offices)

Issuer s telephone number: (206) 331-3300

Check whether the issuer (1) filed all reports required to be filed by Section 13 or 15(d) of the Exchange Act during the past 12 months (or for
such shorter period that the registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90
days. Yes x No ~

State the number of shares outstanding of each of the issuer s classes of common equity, as of the latest practicable date.

Outstanding at

Class August 16, 2004
Class A common stock, par value $.01 11,987,500
Class B common stock, par value $.01 12,941,746

Transitional Small Business Disclosure Format: Yes © No x
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Part I Financial Information

Item 1. Financial Statements (unaudited)

MARCHEX, INC. AND SUBSIDIARIES

Condensed Consolidated Balance Sheets

(unaudited)
December 31, June 30,
2003 2004
Assets
Current assets:
Cash and cash equivalents $ 6,019,119 29,769,037
Accounts receivable, net 1,627,730 2,361,195
Other receivables 384 4,108
Prepaid expenses 117,596 412,943
Income tax receivable 290,939 14,642
Deferred tax assets 263,193 394,221
Other current assets 24,190 58,366
Total current assets 8,343,151 33,014,512
Property and equipment, net 994,793 1,191,913
Other assets 409,878 152,037
Goodwill 17,252,999 17,279,035
Identifiable intangible assets, net 6,701,791 4,632,279
Total assets $ 33,702,612 56,269,776
Liabilities and Stockholders Equity
Current liabilities:
Accounts payable $ 2,842,229 2,871,864
Accrued payroll and benefits 252,642 232,006
Accrued expenses and other current liabilities 1,031,850 672,647
Accrued facility relocation 121,071
Deferred revenue 848,958 1,055,586
Earn-out liability payable 3,525,995 258,328
Total current liabilities 8,501,674 5,211,502
Deferred tax liabilities 1,829,687 1,068,559
Deferred revenue 38,993 35,897
Accrued facility relocation 45,199
Other non-current liabilities 2,274 39,849
Fair value of redemption obligation 55,250

Table of Contents 4



Edgar Filing: MARCHEX INC - Form 10QSB

Total liabilities 10,427,878 6,401,006
Series A redeemable convertible preferred stock 21,440,402

Commitments, contingencies, and subsequent events

Stockholders equity:

Class A common stock 122,500 122,500
Class B common stock 15,675 128,271
Class B restricted common stock 1,146
Additional paid-in capital 6,716,734 55,946,513
Deferred stock-based compensation (1,532,340) (936,342)
Accumulated deficit (3,488,237) (5,393,318)
Total stockholders equity 1,834,332 49,868,770
Total liabilities and stockholders equity $ 33,702,612 56,269,776

See accompanying notes to condensed consolidated financial statements.
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Revenue

Expenses:

Service costs (1)

Sales and marketing (1)

Product development (1)
General and administrative (1)
Acquisition-related retention
consideration (2)

Facility relocation

Stock-based compensation (3)
Amortization of intangible assets

C))
Total operating expenses

Income (loss) from operations

Other income (expense):
Interest income

Interest expense
Adjustment to fair value of
redemption obligation
Other

Total other income

Income (loss) before provision
for income taxes

Income tax expense (benefit)

Net income (loss)

Accretion to redemption value of
redeemable convertible preferred
stock
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MARCHEX, INC. AND SUBSIDIARIES

Condensed Consolidated Statement of Operations

(unaudited)

Predecessor Period

$

Successor Periods

Period from

January 17,
Period from (inception)
January 1 to
February 28, to June 30,
2003 2003
3,071,055 7,072,219
1,732,813 3,838,815
365,043 868,797
144,479 459,874
234,667 1,156,775
38,981 1,261,069
1,159,675
2,515,983 8,745,005
555,072 (1,672,786)
1,529 16,571
1,529 16571
556,601 (1,656,215)
224,082 (586,863)
332,519 (1,069,352)
504,355

Six months Quarter
ended ended
June 30, June 30,
2004 2003
16,467,089 5,356,286
10,523,390 2,955,535
2,040,682 654,182
1,033,841 354,927
1,541,427 729,856
255,660
230,459
595,998 550,078
2,069,512 869,588
18,290,969 6,114,166
(1,823,880) (757,880)
81,346 13,479
(1,813)
55,250
3,643
138,426 13,479
(1.685.454) (744.401)
(200,803) (263,771)
(1,484,651) (480,630)
420,430 385,274

Quarter
ended

June 30,
2004
8,865,178
5,743,815
1,030,710

528,306
846,680

122,724
235,234

1,034,643

9,542,112

(676,934)

70,329
(1,488)

68,841

(608,093)
(147,103)

(460,990)

17,751



Edgar Filing: MARCHEX INC - Form 10QSB

Net income (loss) applicable to
common stockholders $ 332,519

Basic and diluted net loss per
share applicable to common
stockholders

Shares used to calculate basic
and diluted net loss per share

(1) Excludes acquisition-related
retention consideration,
stock-based compensation and
amortization of intangible assets

(2) Components of
acquisition-related retention
consideration

Service costs

Sales and marketing
Product development
General and administrative

(3) Components of stock-based

compensation

Service costs 190
Sales and marketing 715
Product development 37,710
General and administrative 366

(4) Components of amortization
of intangible assets

Service costs

Sales and marketing

Product development

General and administrative

(1,573,707)

$ (0.12)

13,174,451

228,854
164,877
867,338

859,675
116,667

183,333

See accompanying notes to condensed consolidated financial statements.
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(1,905,081) (865,904)
$ (0.10) $ (0.07)
18,810,413 13,255,000
30,423
86,924
94,083
44,230
6,300
116,588 99,861
34,577 95,108
438,533 355,109
1,469,512 644,588
325,000 87,500
275,000 137,500

(478,741)

$

(0.02)

24,174,284

14,604
41,726
45,162
21,232

2,250
49,042
12,675

171,267

734,643
162,500

137,500
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MARCHEX, INC. AND SUBSIDIARIES

Condensed Consolidated Statements of Cash Flows

(unaudited)

Predecessor Period

Period from
January 1 to
Febuary 28,

2003

Cash flows from operating activities:

Net income (loss) $ 332,519
Adjustments to reconcile net income (loss) to net cash provided by (used in)

operating activities:

Amortization and depreciation 43,584
Adjustment to fair value of redemption obligation

Facility relocation

Allowance for doubtful accounts and merchant advertiser credits 86,908

Stock-based compensation 38,981

Deferred income taxes (6,956)
Income tax benefit related to stock options 231,038

Change in certain assets and liabilities, net of acquisition:

Accounts receivable, net (135,457)
Other receivables (1,137)
Income tax receivable and payable

Prepaid expenses and other current assets (26,549)
Accounts payable (403,753)
Accrued expenses, payroll, benefits and other current liabilities 117,133

Deferred revenue 75,650

Acquisition-related retention consideration in earn-out liability

Other non current liabilities 1,092

Net cash provided by (used in) operating activities 353,053

Cash flows from investing activities:

Purchases of property and equipment (63,878)
Cash paid for acquisition, net of cash acquired

Proceeds from sale of equipment

Decrease (increase) in other non current assets

Net cash used in investing activities (63,878)

Cash flows from financing activities:

Capital lease obligation principal paid

Deferred offering costs paid

Proceeds from IPO, net of offering costs

Proceeds from exercises of stock options 37,288
Proceeds from employee stock purchase plan

Table of Contents

Successor Periods

Period from
January 17,
(inception)

to June 30,

2003

(1,069,352)

1,271,041

234,894
1,261,069
(909,359)

(233,916)
(5,206)
(257,504)
(45,803)
343,578
160,919
67,899

875

819,135

(259,251)
(13,295,931)

(17,204)

(13,572,386)

Six months
ended

June 30,
2004

(1,484.,651)

2,351,678

(55,250)
193,931
464,110
595,998

(918,192)
101,092

(1,197,575)
(3,724)
276,297
(329,523)
28,271
(209,044)
203,532
(24,941)
(2,274)

(10,265)

(463,260)

(3,242,726)
3,710

(30,739)

(3,733,015)

(1,263)
(1,068,814)
28,405,100

58,525

99,650
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Proceeds from sale of stock
Proceeds from sale of redeemable convertible preferred stock

Net cash provided by financing activities

Net increase in cash and cash equivalents

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Supplemental disclosure of cash flow information cash paid during the period
for income taxes

Supplemental disclosure of non-cash investing and financing activities:
Accretion to redemption value of redeemable convertible preferred stock
Deferred offering costs recorded in accrued expenses and accounts payable
Property and equipment acquired with capital lease obligation

See accompanying notes to condensed consolidated financial statements.
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Form 10QSB
37,288

326,463
1,494,300

$ 1,820,763

&LH PHPH

132,500
20,122,162

20,254,662

7,501,411

7,501,411

580,000

504,355

27,493,198

23,749,918
6,019,119

29,769,037

340,000
420,430

(175,485)
47,167
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Marchex, Inc. and Subsidiaries
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

(1) Description of Business and Basis of Presentation

The accompanying unaudited condensed consolidated financial statements of Marchex, Inc. and subsidiaries (the Company ) have been prepared
in accordance with accounting principles generally accepted in the United States of America for interim financial information and pursuant to
the instructions to the Quarterly Report under the Securities Exchange Act of 1934, as amended, on Form 10-QSB and Item 310(b) of
Regulation S-B under the Securities Act of 1933, as amended. Accordingly, they do not include all of the information and footnotes required by
generally accepted accounting principles for annual financial statements. In the opinion of management, all adjustments (consisting only of
normal recurring adjustments) considered necessary for a fair presentation have been included. Operating results for the quarter ended June 30,
2004 are not necessarily indicative of the results that may be expected for the year ending December 31, 2004, or for any other period. The
balance sheet at December 31, 2003 has been derived from the audited consolidated financial statements at that date but does not include all of
the information and footnotes required by accounting principles generally accepted in the United States of America for complete financial
statements. These financial statements and notes should be read with the financial statements and notes thereto for the year ended December 31,
2003 included in the Company s final prospectus dated March 30, 2004 for its initial public offering filed with the Securities and Exchange
Commission.

Prior to February 28, 2003 the Company was involved in business and product development activities, as well as financing and acquisition
initiatives. Revenue commenced with the acquisition of eFamily.com, Inc. and its wholly-owned operating subsidiary ah-ha.com, Inc.

On February 28, 2003, the Company acquired 100% of the outstanding stock of eFamily.com, Inc. and ah-ha.com, Inc., the wholly-owned
operating subsidiary, based in Provo, Utah. ah-ha.com, Inc. was renamed Enhance Interactive, Inc. in December 2003. The aggregate cash
consideration, including acquisition costs to acquire Enhance Interactive was approximately $15,117,000. The purchase price excludes
performance-based contingent payments that depend on Enhance Interactive s achievement of minimum thresholds in calendar years 2003 and
2004 of income before tax, excluding stock-based compensation and amortization of intangible assets relating to the purchase ( earnings before
taxes ). The payment of the earnings-based contingent amounts is based on the formula of 69.44% of the acquired businesses 2003 and 2004
earnings before taxes up to an aggregate maximum payout cap of $12,500,000 ( earn-out consideration ). In the event earnings before taxes do not
exceed $3,500,000 for 2003 or 2004, then no amount shall be payable for such period. The contingent earn-out consideration payments are being
accounted for as additional goodwill, as all former Predecessor shareholders receive the consideration in proportion to their respective share
holdings prior to the acquisition date and the amounts reflect the payment of additional purchase price to these shareholders. For the calendar
year 2003, additional goodwill of $3,243,000 was recorded for the earn-out consideration.

In addition, if the minimum earnings before taxes thresholds above are achieved, a payment of 5.56% of the acquired businesses 2003 and 2004
earnings before taxes up to an aggregate maximum of $1,000,000 will be paid to certain current employees of the acquired business

( acquisition-related retention consideration ). These amounts will be accounted for as compensation expense. The threshold determination is
calculated separately for each of the calendar years 2003 and 2004. At June 30, 2003, in consideration of the assessed probability of payment, no
amounts were accrued for the acquisition-related retention consideration. For the calendar year 2003, $283,000 was recorded for the
acquisition-related retention consideration including employer payroll-related taxes. For the quarter ended June 30, 2004, an additional $123,000
acquisition-related retention consideration was recorded based on the quarterly portion of the annual estimated forecast. For the six months
ended June 30, 2004, total acquisition-related consideration of $256,000 was recorded.

Enhance Interactive provides performance-based advertising services to merchant advertisers, including pay-per-click listings. Through Enhance
Interactive s pay-per-click service, merchant advertisers create keyword listings that describe their product or service, which are marketed to
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consumers and businesses primarily through search engine or directory results when users search for information, products or services using the
Internet.

The Company s condensed consolidated statements of operations, and cash flows have been presented for the period from January 17, 2003
(inception) through June 30, 2003. The assets, liabilities and operations of Enhance Interactive are included in the Company s condensed
consolidated financial statements since the February 28, 2003 acquisition date. All significant inter-company transactions and balances have

been eliminated in consolidation. The Company s purchase accounting resulted in all assets and liabilities being recorded at their estimated fair
values on the acquisition date. Accordingly, the Company s condensed consolidated financial results for periods subsequent to the acquisition are
not comparable to the condensed financial statements of Enhance Interactive presented for prior periods. The condensed consolidated statements

of operations and cash flows representing Enhance Interactive s results prior to February 28, 2003 have been presented as the Predecessor for the
period from January 1 to February 28, 2003. The Company, including the results of Enhance Interactive since the date of acquisition, is referred

to as the Successor in the accompanying condensed consolidated financial statements.
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The condensed consolidated financial statements of the Predecessor include the financial statements of eFamily.com, Inc. and its wholly-owned
subsidiary, Enhance Interactive (formerly known as ah-ha.com, Inc.). All significant inter-company transactions and balances have been
eliminated in consolidation.

On October 24, 2003, the Company acquired 100% of the outstanding stock of Sitewise Marketing, Inc. (d.b.a Traffic Leader) ( TrafficLeader ).
In November 2003, Sitewise Marketing, Inc., based in Eugene, Oregon, was renamed TrafficLeader, Inc. The costs of acquisition included:

Cash and acquisition costs of approximately $3,570,000;

425,000 shares of Class B common stock with a redemption right that required the Company to buy back the 425,000 shares for $8 per
share, but only at the election of the holders of 75% of such shares in the event the Company had not completed a firm commitment
initial public offering with gross proceeds of at least $20 million prior to October 24, 2005. This redemption right terminated with the
closing of the Company s initial public offering on April 5, 2004;

137,500 shares of restricted Class B common stock that vest over a period of 3 years.

The above summary of the costs of acquisition excludes performance-based contingent payments that depend on TrafficLeader s achievement of
revenue thresholds. The assets, liabilities and operations of TrafficLeader are included in the Company s condensed consolidated financial
statements since the October 24, 2003 acquisition date.

TrafficLeader provides performance-based advertising and search marketing services to merchant advertisers, including paid inclusion,
advertising campaign management, conversion tracking and analysis, and search engine optimization. Through TrafficLeader s primary service,
paid inclusion, TrafficLeader manages search-based advertising campaigns and services for merchant advertisers. TrafficLeader s paid inclusion
service helps merchant advertisers reach prospective customers by first creating relevant product listings and then placing these listings in front
of potential customers, primarily through search engines. Merchant advertiser s product listings map directly to user search queries, which link to
specific product or information pages when clicked. On behalf of merchant advertisers, TrafficLeader indexes these relevant listings through its
distribution partners, including search engines, product shopping engines and directories.

(2) Initial Public Offering (IPO), Pro Forma Net Loss Per Share and the 2004 Employee Stock Purchase Plan

The Securities and Exchange Commission declared the Company s registration statement on Form SB-2 (Registration No. 333-111096) under the
Securities Act of 1933 effective on March 30, 2004. Under this registration statement, in an initial public offering, the Company registered
4,600,000 shares of its Class B common stock, including 600,000 shares subject to the underwriters over-allotment option, with an aggregate
public offering price of $29,900,000.

On April 5, 2004 the Company completed its IPO in which it sold 4,600,000 shares of the Company s Class B common stock that resulted in
aggregate gross proceeds of approximately $29,900,000, of which the Company applied approximately $1,500,000 to underwriting discounts
and commissions and approximately $1,200,000 to related IPO costs. As a result, the net cash amount of the offering proceeds was
approximately $27,200,000. In connection with the IPO, the underwriters were also granted warrants, exercisable for a four-year period
commencing one year after the offering date, to purchase 120,000 shares of Class B common stock at an exercise price equal to $8.45 per share.
The $579,000 fair value of the warrants is also an IPO related cost and was determined on the date of grant using the Black-Scholes option
pricing model with the following assumptions: expected dividend yield of 0%, risk-free interest rate of 4.75%, volatility of 102%, and an
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expected life equal to the warrant term of five years.

Upon the completion of the IPO on April 5, 2004, 6,724,063 outstanding shares of the Company s Series A redeemable convertible preferred
stock automatically converted into 6,724,063 shares of Class B common stock and the Series A redeemable convertible preferred stock was
automatically retired. Subsequent to the IPO, the authorized number of shares of preferred stock is 1,000,000 and the authorized number of
shares of the Class B common stock is 125,000,000. The Board will have the authority to issue up to 1,000,000 shares of preferred stock, $0.01
par value in one or more series and have the authority to designate rights, preferences, privileges and restrictions of each such series, including
dividend rights, dividend rates, conversion rights, voting rights, terms of redemption, redemption prices, liquidation preferences and the number
of shares constituting any series.
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On February 15, 2004, the Company s board of directors and shareholders approved the 2004 Employee Stock Purchase Plan, which became
effective on March 30, 2004. The plan provides employees the opportunity to purchase the Company s Class B common stock at 85% of the
lower of the fair value at the beginning or end of the three-month offering period. A total of 300,000 shares have been initially reserved under
the plan.

(3) (a) Significant Accounting Policies

The Company s significant accounting policies are disclosed in the Company s final prospectus dated March 30, 2004 for its initial public offering
filed with the Securities and Exchange Commission. The Company s significant accounting policies have not materially changed during the
quarter ended June 30, 2004.

(b) Stock-based Compensation

The Company and the Predecessor apply the intrinsic value-based method of accounting prescribed by Accounting Principles Board ( APB )
Opinion No. 25, Accounting for Stock Issued to Employees, and related interpretations including FASB Interpretation No. 44, Accounting for
Certain Transactions involving Stock Compensation, an interpretation of APB Opinion No. 25 issued in March 2000, to account for its employee
stock options and restricted stock grants. Under this method, employee compensation expense is recorded on the date of grant only if the current
market price of the underlying stock exceeded the exercise price. SFAS No. 123, Accounting for Stock-Based Compensation, established
accounting and disclosure requirements using a fair value-based method of accounting for stock-based employee compensation plans. As
allowed by SFAS No. 123, the Company and the Predecessor have elected to apply the intrinsic value-based method of accounting described
above for options granted to employees, and have adopted the disclosure requirements of SFAS No. 123.

The Company and the Predecessor recognize compensation expense over the vesting period utilizing the accelerated methodology described in
FASB Interpretation No. 28, Accounting for Stock Appreciation Rights and Other Variable Stock Option or Award Plans.

The following table illustrates the effect on net loss if the fair-value-based method had been applied to all outstanding awards in each period.

Predecessor Period Successor Periods

Period from

January 17 Six months Quarter
Period from (inception) ended Quarter ended
January 1 to to ended
February 28, June 30, June 30, June 30,
June 30,
2003 2003 2004 2003 2004

Net income (loss) applicable to

common stockholders:

As reported $ 332,519 (1,573,707) (1,905,081) (865,904) (478,741)
Add: stock-based employee

compensation expense included in

reported net income (loss), net of

related tax effect 38,428 822,142 504,850 361,797 202,198
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Deduct: stock-based employee
compensation expense determined
under fair-value-based method for

all awards, net of related tax effect (42,375) (962,680) (2,050,922) (374,717) (1,029,660)
Pro forma $ 328,572 (1,714,245) (3,451,153) (878,824) (1,306,203)

Net loss per share applicable to

common stockholders:

As reported (basic and diluted) $ (0.12) $ (0.10) $ (0.07) $ (0.02)
Pro forma (basic and diluted) $ (0.13) $ (0.18) $ (0.07) $ (0.05)

The Company and the Predecessor account for non-employee stock-based compensation in accordance with SFAS No. 123 and FASB Emerging
Issues Task Force (EITF) Issue No. 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services.
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(4) Net Loss Per Share

The Company s basic and diluted net loss per share is presented for the period from January 17, 2003 (inception) to June 30, 2003, for the six
months ended June 30, 2004 and for the quarters ended June 30, 2003 and 2004. Basic net loss per share is computed by dividing net loss
applicable to common stockholders by the weighted average number of common shares outstanding during the period. Diluted net loss per share
is computed by dividing net loss applicable to common stockholders by the weighted average number of common and dilutive common
equivalent shares outstanding during the period. Net loss applicable to common stockholders consists of net loss as adjusted for the impact of
accretion of redeemable convertible preferred stock to its redemption value. As the Company had a net loss during the period from January 17,
2003 (inception) to June 30, 2003, for the six months ended June 30, 2004 and for the quarters ended June 30, 2003 and 2004 basic and diluted

net loss per share are the same.

The following table reconciles the Company s reported net loss applicable to common stockholders used to compute basic and diluted net loss
per share for the period from January 17, 2003 (inception) to June 30, 2003, for the six months ended June 30, 2004 and for the quarter ended

June 30, 2003 and 2004:

Net loss
Accretion to redemption value of Series A
redeemable convertible preferred stock

Net loss applicable to common stockholders

Basic and diluted net loss per share applicable to
common stockholders

Weighted average number of shares outstanding
used to calculate basic and diluted net loss per
share

Successor Periods

Period from
January 17,
(inception) to
June 30,

2003

(1,069,352)

504,355

(1,573,707)

$ (0.12)

13,174,451

Six months
ended

June 30, 2004

(1,484,651)

420,430

(1,905,081)

$ (0.10)

18,810,413

Quarter
ended

June 30,
2003
(480,630)

385,274

(865,904)

$ (0.07)

13,255,000

The computation of diluted net loss per share excludes the following because their effect would be anti-dilutive:

Quarter
ended

June 30,
2004
(460,990)

17,751

(478,741)

$ (0.02)

24,174,284

6,724,063 shares issuable upon conversion of the Series A redeemable convertible preferred stock at June 30, 2003. On April 5, 2004,
6,724,063 shares of the Company s Series A redeemable convertible preferred stock automatically converted into 6,724,063 shares of

Class B common stock;

Outstanding options at June 30, 2003 to acquire: (a) 2,421,500 shares of Class B common stock with a weighted average exercise
price of $1.67 per share; and (b) 100,000 options to acquire shares of Class B common stock with an exercise price equal to the initial
public offering price; provided that in the event that twelve months from the option grant date the Company had not completed a firm
commitment initial public offering with gross proceeds of at least $20 million, these options were to have an exercise price equal to
the then determined fair market value. Outstanding options at June 30, 2004 to acquire 3,506,350 shares of Class B common stock
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with a weighted average exercise price of $3.50 per share.

warrants to acquire 120,000 shares of Class B common stock at an exercise price equal to $8.45 per share at June 30, 2004; and

90,385 Class B restricted common shares issued in connection with the October 2003 acquisition of TrafficLeader at June 30, 2004.
These shares were for future services that vest over 3 years. Additionally, these shares were excluded from the computation of basic
net loss per share.

(5) Concentrations

The Company and the Predecessor maintain substantially all of their cash and cash equivalents with two financial institutions.

Primarily all of the Company s revenue earned from merchant advertisers is generated through arrangements with distribution partners. The

Company may not be successful in renewing any of these agreements, or if they are renewed, they may not be on terms as favorable as current
agreements. The Company may not be successful in entering into agreements with new distribution partners on commercially acceptable terms.

In addition, several of these distribution partners may be considered potential competitors.
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The percentage of revenue earned from merchant advertisers supplied by distribution partners representing more than 10% of consolidated

revenue is as follows:

Predecessor Period

Period from
January 1 to
February 28,

2003

Distribution Partner A 12%
Distribution Partner B

(6) Segment Reporting and Geographic Information

Successor Periods

Period from
January 17,
(inception)
to June 30,

2003

8%

Quarter
Six months ended
ended June 30,
June 30,
2004 2003
3% 8%
23%

Quarter

ended
June 30,
2004

2%
26%

Operating segments are revenue-producing components of the enterprise for which separate financial information is produced internally for the
Company s or the Predecessor s management. For all periods presented the Company and the Predecessor operated as a single segment. The
Company and the Predecessor operate in a single business segment principally in domestic markets providing internet merchant transaction

services to enterprises.

Revenues from merchant advertisers by geographical areas are tracked on the basis of the location of the merchant advertiser. The vast majority
of the Company s and its Predecessor s revenue and accounts receivable are derived from domestic sales to advertisers engaged in various

activities involving the Internet.

Revenues by geographic region are as follows:

Predecessor Period

Period from
January 1 to

February 28,
2003
United States 90%
Canada 5%
Other countries 5%
100%

(7) Facility Relocation

Table of Contents

Successor Periods

Period from
January 17,
(inception)
to June 30,

2003

91%
4%
5%

100%

Six months Quarter
ended ended
June 30, June 30,
2004 2003
93% 91%
3% 4%
4% 5%
100% 100%

Quarter
ended
June 30,

2004

93%
3%
4%

100%
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As part of its anticipated expansion, in March 2004, the Company entered into a sublease agreement for new office facilities in Seattle,
Washington and relocated from its original office facilities also located in Seattle, Washington. Future minimum payments related to these new
facilities are as follows: $138,000 in 2004, $340,000 in 2005, $422,000 in 2006, and $455,000 in each of 2007, 2008 and 2009. The remaining
lease obligation for the previous office facilities extends through June 30, 2006

and totaled $251,000 as of June 30, 2004. In March 2004, the Company accrued for lease and related costs of $230,000 for the estimated future
obligations of non-cancelable lease and other payments for the original facilities.

The remaining lease accrual is based on estimates of vacancy period and sublease income. The actual vacancy periods may differ from these
estimates, and sublease income, if any, may not materialize. Accordingly, these estimates may be adjusted in future periods. The remaining
liability at June 30, 2004 was $166,000, of which $121,000 was the current portion.

(8) Subsequent Event

On July 27, 2004, we completed the acquisition of goClick.com, Inc. ( goClick ) a provider of marketing technology and services for small
merchants. In accordance with the terms of the Agreement and Plan of Merger, dated as of July 21, 2004, by and among Marchex, Project TPS,
Inc. ( Project TPS ), our wholly-owned acquisition subsidiary, goClick and the sole stockholder of goClick, Project TPS merged with and into
goClick, and goClick, as the surviving corporation became a wholly-owned subsidiary of Marchex.

10
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In consideration for all of the outstanding shares of goClick stock, the sole stockholder of goClick received approximately $12.5 million in a
combination of cash and equity, subject to the escrow provisions of the acquisition agreement. The cash portion of the consideration was equal
to $8,229,750. The equity portion of the consideration was equal to 433,541 shares of Class B common stock of Marchex, which shares in the
aggregate were valued at approximately $4,250,000 for purposes of the transaction (based on the average of the last quoted sales price on the
NASDAQ National Market for the 10 trading days immediately prior to the execution of the acquisition agreement).

The goClick operations have not been included in the consolidated results of the Company set forth in this Quarterly Report. The following
Management s Discussion and Analysis is limited to the Company and its operating subsidiaries Enhance Interactive and TrafficLeader.

Item 2. Management s Discussion and Analysis.

This Quarterly Report on Form 10-QSB contains forward-looking statements that involve substantial risks and uncertainties. All statements,
other than statements of historical facts, included on this Quarterly Report regarding our strategy, future operations, future financial position,
future revenue, projected costs, prospects, plans and objectives of management are forward-looking statements. We may not actually achieve the
plans, intentions or expectations disclosed in our forward-looking statements and you should not place undue reliance on our forward-looking
statements. Actual results or events could differ materially from the plans, intentions and expectations disclosed in the forward-looking
statements we make. There are a number of important factors that could cause our actual results to differ materially from those indicated by
forward-looking statements. Some, but not all, of these factors are described in the Risk Factors section and elsewhere in this Quarterly
Report. We disclaim any intention or obligation to update any forward-looking statements.

The following discussion and analysis provides information that we believe is relevant to an assessment and understanding of our results of
operation and financial condition. You should read this analysis in conjunction with the attached condensed financial statements and related
notes thereto, and with the audited consolidated financial statements and the notes thereto of the Predecessor to Marchex, Inc. as of February
28, 2003 and for the period from January 1, 2003 through February 28, 2003 and of Marchex, Inc. as of December 31, 2003 and for the period
from January 17, 2003 (inception) through December 31, 2003, included in our final prospectus dated March 30, 2004.

11
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Initial Public Offering

On March 30, 2004 we commenced an initial public offering ( IPO ) of 4.6 million shares of our Class B common stock. The closing of the IPO
took place on April 5, 2004. The proceeds of the IPO, net of cash offering expenses were approximately $27.2 million. In connection with the
IPO, the underwriters were also granted warrants, exercisable over a four year period commencing one year from the offering date and ending
five years from the offering date, to purchase 120,000 shares of Class B common stock at an exercise price equal to $8.45 per share. Net
proceeds have been or are expected to be used to pay for product and business development, acquisitions and strategic relationships, capital
expenditures, personnel, facilities, earn-out obligations and working capital and other general corporate purposes.

Overview

We are an early stage company focused on providing technology-based services to merchants engaged in online transactions. Our current
operating businesses are in the performance-based advertising and search marketing industries, primarily focused on helping merchants market
and sell their products and services via the Internet.

For the quarter ended June 30, 2004, we provided our merchant advertisers with the following technology-based services through our
wholly-owned operating subsidiaries Enhance Interactive and TrafficLeader:

Performance-Based Advertising primarily includes pay-per-click and paid inclusions services.

Pay-per-click Services. With pay-per-click services, merchant advertisers purchase keywords based on an amount they choose
for a targeted placement, usually within search engine results.

Paid Inclusion Services. With paid inclusion services, merchant advertisers pay for their Web pages and product databases to be
crawled, or searched, and indexed and included primarily within search engine and shopping engine results.

Search Marketing is designed for merchant advertisers who are focused on advertising campaign management, conversion tracking
and analysis, and search engine optimization.

Enhance Interactive provides performance-based advertising services to merchant advertisers, including pay-per-click listings. Through Enhance
Interactive, merchant advertisers market their products and services to millions of consumers and businesses through targeted pay-per-click
listings that are primarily found in search engine or directory results when users search for information, products or services.

TrafficLeader provides performance-based advertising and search marketing services to merchant advertisers, including paid inclusion,
advertising campaign management, conversion tracking and analysis, and search engine optimization. Through TrafficLeader s primary service,
paid inclusion, TrafficLeader manages advertising campaigns and services for merchant advertisers that have hundreds or even thousands of
products or content pages. TrafficLeader s paid inclusion service helps merchant advertisers reach prospective advertisers by placing their
products or information, as well as associated detail and pricing, into many of the Internet s most-visited search engines, product shopping
engines, and directories.

Table of Contents 21



Edgar Filing: MARCHEX INC - Form 10QSB

Following our acquisition of goClick on July 27, 2004, we began the integration of our most recently acquired wholly-owned operating
subsidiary. goClick is a provider of marketing technology and services for small merchants.

We were incorporated in Delaware on January 17, 2003. On February 28, 2003, we acquired eFamily, together with its direct wholly-owned
subsidiary Enhance Interactive. eFamily was incorporated in Utah on November 29, 1999, under the name FocusFilter.com, Inc. On October 24,
2003, we acquired TrafficLeader, which was incorporated in Oregon on January 24, 2000, under the name Sitewise Marketing, Inc. On July 27,
2004, we acquired goClick, which was incorporated in Connecticut on October 25, 2000.

From January 17, 2003 (inception) through February 28, 2003, we were involved in business and product development, as well as financing and
acquisition initiatives.

We currently have offices in Seattle, Washington; Provo, Utah; Eugene, Oregon and Norwalk, Connecticut.

Recent Development Acquisition of goClick

On July 27, 2004, we completed the acquisition of goClick, a provider of marketing technology and services for small merchants. In accordance
with the terms of the Agreement and Plan of Merger, dated as of July 21, 2004, by and among Marchex, Project TPS, our wholly-owned
acquisition subsidiary, goClick and the sole stockholder of goClick, Project TPS merged with and into goClick, and goClick, as the surviving
corporation became a wholly-owned subsidiary of Marchex.

12
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In consideration for all of the outstanding shares of goClick stock, the sole stockholder of goClick received approximately $12.5 million in a
combination of cash and equity, subject to the escrow provisions of the acquisition agreement. The cash portion of the consideration was equal
to $8,229,750. The equity portion of the consideration was equal to 433,541 shares of Class B common stock of Marchex, which shares in the
aggregate were valued at $4,250,000 for purposes of the transaction (based on the average of the of the last quoted sales price on the NASDAQ
National Market for the 10 trading days immediately prior to execution of the acquisition agreement).

The goClick operations have not been included in the consolidated results of Marchex set forth in this Quarterly Report. The following
Management s Discussion and Analysis is limited to Marchex and its operating subsidiaries Enhance Interactive and TrafficLeader.

Prior Acquisitions

Enhance Interactive. In February 2003, we acquired eFamily together with its wholly-owned subsidiary Enhance Interactive, a Provo,
Utah-based company, for the following consideration:

$13.3 million in net cash and acquisition costs, plus

Additional consideration in the form of a contingent earnings-based cash incentive payment of up to $13.5 million payable over two
years.

The additional consideration consists of two components: (i) a contingent earnings-based payment to the original stockholders ( earn-out
consideration ) and (ii) a contingent earnings-based payment to certain employees ( retention consideration ). These amounts are payable by us
with respect to the years 2003 and 2004. We shall have no obligation with respect to a year, however, in the event that Enhance Interactive s
earnings before taxes, excluding stock-based compensation and amortization of intangibles relating to the acquisition ( earnings before taxes ) do
not exceed $3.5 million for that calendar year. The threshold determination is calculated separately for each of the calendar years 2003 and 2004.
At June 30, 2003, in consideration of the assessed probability, no amounts were accrued for the acquisition-related retention consideration. For
the 2003 calendar year, the total Enhance Interactive earnings-based payment obligation was approximately $3.5 million.

The contingent payment of earn-out consideration, payable to the original stockholders of Enhance Interactive, is calculated based on the
formula of 69.44% of earnings before taxes for each of the calendar years 2003 and 2004, up to a maximum payout cap of $12.5 million in
aggregate. This payment obligation for each year is conditioned on Enhance Interactive meeting the earnings threshold described above. To the
extent we make any payments under this obligation, we have and will account for such amounts as additional goodwill. For the 2003 calendar
year, the earn-out consideration was approximately $3.2 million.

The contingent payment of retention consideration, payable to certain employees of Enhance Interactive, is calculated based on the formula of
5.56% of Enhance Interactive s earnings before taxes for each of the calendar years 2003 and 2004, up to a maximum payout of $1 million in
aggregate. This payment obligation for each year is also conditioned on Enhance Interactive meeting the earnings threshold described above. To
the extent we make any payments under this obligation, we have and will account for such amounts as compensation. For the six months ended
June 30, 2004, we recorded an additional $256,000 in retention-related consideration as compensation for such period, although the actual
amount for the calendar year 2004 has not yet been determined. With respect to the quarter ended June 30, 2004, we recorded $123,000 in
retention-related consideration.
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In connection with this acquisition, we also issued nonqualified stock options to certain employees of Enhance Interactive, subject to their
continued employment, to purchase up to an aggregate of 1,250,000 shares of our Class B common stock with an exercise price per share of
$0.75.

The Enhance Interactive operations were consolidated in our results from the acquisition date of February 28, 2003 and have had a substantial
impact on our results.

TrafficLeader. In October 2003, we acquired TrafficLeader, a Eugene, Oregon-based company, for the following consideration:

$3.2 million in net cash and acquisition costs; plus

425,000 shares of Class B common stock with a redemption right that required us to buy back the 425,000 shares for $8 per share, but
only at the election of the holders of 75% of such shares in the event we had not completed a firm commitment initial public offering
with gross proceeds of at least $20 million prior to October 24, 2005. This redemption right terminated with the closing of our initial
public offering on April 5, 2004; plus

13
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137,500 shares of restricted Class B common stock which will vest over a three-year period in installments of 16.67% after each six
month period during that term; plus

Additional consideration in the form of a contingent revenue-based cash incentive payment of up to $1 million.

With respect to the second and third components, the total value of the shares and the redemption right was recorded at $3.9 million.

Of the 137,500 restricted shares, 108,432 were issued to employees of TrafficLeader valued at $732,000, which amount will be recorded as
compensation expense over the associated employment period in which these shares vest.

In the event on or prior to December 31, 2004, there were a change of control of TrafficLeader or of us, or both TrafficLeader s CEO and CTO
were either to resign for good reason or were terminated without cause, or we were to take any action prior to the end of December 31, 2004,
which would make it impractical to calculate or reconstruct the earn out obligation, we would be obligated to pay the full amount of the $1
million contingent payment obligation.

14
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Consolidated Statements of Operations

Our consolidated statements of operations and cash flows have been presented for the periods January 17, 2003 (inception) to June 30, 2003 and
the quarter ended June 30, 2004. Business planning and other activities related to our business began in late 2002. We were organized and
incorporated in Delaware in January 2003. Included in the results of operations subsequent to our incorporation in January 2003 are
reimbursements to certain founding officers for approximately $86,000 in general and administrative pre-incorporation costs. Included in
property and equipment are purchases from certain of our founding officers of approximately $62,000 for the carrying value of the assets.

The assets, liabilities and operation of Enhance Interactive and TrafficLeader are included in our consolidated financial statements since the date
of their respective acquisitions in February and October 2003. Our wholly-owned operating subsidiary goClick is not included in our
consolidated financial statements as of June 30, 2004. The goClick acquisition was completed on July 27, 2004.

All significant inter-company transactions and balances have been eliminated in consolidation. Our purchase accounting resulted in all assets
and liabilities from our acquisitions of Enhance Interactive and TrafficLeader being recorded at their estimated fair values on their respective
acquisition dates. For the period of February 28 through December 31, 2003 and October 24, 2003 through December 31, 2003, all goodwill,
intangible assets and liabilities resulting from the respective Enhance Interactive and TrafficLeader acquisitions have been recorded in our
financial statements. Accordingly, our consolidated financial results for periods subsequent to the acquisition of Enhance Interactive are not
comparable to the financial statements of Enhance Interactive presented for prior periods. The consolidated statements of operations and cash
flows reflecting Enhance Interactive s historical results have been presented for the period from January 1, 2003 through February 28, 2003.

eFamily and its wholly-owned subsidiary Enhance Interactive are described as Enhance Interactive in this Management s Discussion and
Analysis. In the accompanying condensed consolidated financial statements, the statements of operations, stockholders equity, and cash flows
reflecting Enhance Interactive results have been presented as the Predecessor for the period of January 1, 2003 to February 28, 2003.

Presentation of Financial Reporting Periods

For purposes of our discussion, we have included the results of operations of the Predecessor, Enhance Interactive. The comparative periods
presented are the quarter ended June 30, 2003 and 2004 and the combined periods of January 17, 2003 (inception) to June 30, 2003 and Enhance
Interactive s results from January 1, 2003 to February 28, 2003 (2003 period) compared to the six months ended June 30, 2004 (2004 period).
Included in the 2003 period are the overlapping operating activities of Enhance Interactive and our operating activities for the period of January
17, 2003 (inception) through February 28, 2003. During January 17, 2003 (inception) through February 28, 2003, we were involved in business
and product development, as well as financing and acquisition initiatives and accordingly, our activities were different from the operating
activities of Enhance Interactive.

Revenue

We currently generate revenue through our operating businesses. The primary revenue source, amounting to greater than 91% in all periods
presented, is performance-based advertising services, which include pay-per-click listings and paid inclusion. The secondary sources of revenue,
amounting to less than 9% in all periods presented, are the search marketing services, which include advertising campaign management,
conversion tracking and analysis and search engine optimization. We generally recognize revenue upon completion of our performance
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obligation, provided that: (i) evidence of an arrangement exists; (ii) the arrangement fee is fixed and determinable; and (iii) collection is
reasonably assured. We have no barter transactions.

In providing pay-per-click advertising services primarily via Enhance Interactive, we generate revenue when we deliver qualified click-throughs
to our merchant advertisers. These merchant advertisers pay us a designated transaction fee for each click-through, which occurs when an online
user clicks on any of their advertisement listings after it has been placed by us or by our distribution partners. Each click-through on an
advertisement listing represents a completed transaction. The advertisement listings are displayed within our distribution network, which
includes search engines, directories, destination sites and other targeted Web-based content.

In our paid inclusion services delivered primarily via TrafficLeader, merchant advertisers pay for their Web pages and product databases to be
crawled, or searched, and included within search engine and product shopping engine results. Generally, the paid inclusion results are presented
separately on a Web page from the pay-per-click listings. For this service, revenue is generated when an online user clicks on a paid inclusion
listing within search engine and product shopping engine results. The placement of a paid inclusion result within search engine results is largely
determined by its relevancy, as determined by the search engine partner.

Merchant advertisers also pay us for our search marketing services and tools, primarily delivered by TrafficLeader. Merchant advertisers pay us
additional fees for such services as advertising campaign management, conversion tracking and analysis, and search
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engine optimization. Merchant advertisers generally pay us on a click-through basis, although in certain cases we receive a fixed fee for delivery
of these services. In some cases we also deliver banner campaigns for select merchant advertisers, primarily through Enhance Interactive. We
may also charge initial set-up or inclusion fees as part of our services. Revenue from these collective services accounted for less than 9% of total
revenue in all periods presented.

Banner advertising revenue (generated by Enhance Interactive) is primarily based on a fixed fee-per-click and recognized on click-through
activity. In limited cases, banner payment terms are volume-based with revenue recognized when impressions are delivered.

Non-refundable account set-up fees are paid by merchant advertisers and are recognized ratably over the longer of the term of the contract or the
average expected merchant advertiser relationship period, which generally ranges between twelve months to more than two years.

Other inclusion fees are generally associated with monthly or annual subscription-based services where a merchant advertiser pays a fixed
amount to be included in our index of listings, or our distribution partners index of listings. These subscription arrangements are recognized
ratably over the service period.

We enter into agreements with various distribution partners to provide distribution for the URL strings and advertisement listings of our
merchant advertisers. We generally pay distribution partners based on a percentage of revenue or a fixed amount per click-through on these
listings. The level of click-throughs contributed by our distribution partners has varied, and we expect it will continue to vary, from quarter to
quarter and year to year, sometimes significantly. Our growth will be impacted by our ability to increase our distribution, which impacts the
number of Internet users who have access to our merchant advertisers listings and the rate at which our merchant advertisers are able to convert
clicks from these Internet users into completed transactions, such as a purchase or sign up. Our growth also depends on our ability to continue to
increase the number of merchant advertisers who use our services and the amount these merchant advertisers spend on our services.

We anticipate that these variables will fluctuate in the future, affecting our growth rate and our financial results. In particular it is difficult to
project the number of click-throughs we will deliver to our merchant advertisers and how much merchant advertisers will spend with us, and
even more difficult to anticipate the average revenue per click-through.

In addition, we believe we will experience seasonality. Our quarterly results have fluctuated in the past and may fluctuate in the future due to
seasonal fluctuations in levels of Internet usage. It is generally understood that during the spring and summer months, Internet usage is lower
than during other times of the year, especially in comparison to the fourth quarter of the calendar year. The extent to which usage may decrease
during these off-peak periods is difficult to predict. Prolonged or severe decreases in usage during these periods may adversely affect our growth
rate and results.

Service Costs

Service costs include network operations and customer service costs that consist primarily of costs associated with serving our search results,
maintaining our Web sites, credit card processing fees, network fees, fees paid to outside service providers, and customer services. Customer
service and other costs associated with providing our performance-based advertising and search marketing services and maintaining our Web
site include depreciation of Web site and network equipment, colocation charges of our Web site equipment, bandwidth, and software license
fees, salaries of related personnel, stock-based compensation and amortization of intangible assets.
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Service costs also include user acquisition costs that relate primarily to payments to our distribution partners for access to their user traffic. We
enter into agreements of varying durations with distribution partners that integrate our services into their sites and indexes. The primary
economic structure of the distribution partner agreements is a variable payment based on a specified percentage of revenue. These variable
payments are often subject to minimum payment amounts per click-through. Other economic structures that to a lesser degree exist include:

fixed payments, based on a guaranteed minimum amount of usage delivered;

variable payments based on a specified metric, such as number of paid click-throughs; and

a combination arrangement with both fixed and variable amounts.

We expense user acquisition costs under two methods: agreements with fixed payments are generally expensed at the greater of pro-rata over the
term the fixed payment covers; or usage delivered to date divided by the guaranteed minimum amount of usage delivered. Agreements with
variable payment based on a percentage of revenue, number of paid click-throughs or other metric are generally expensed based on the volume
of the underlying activity or revenue multiplied by the agreed-upon price or rate.
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Sales and Marketing

Sales and marketing expense consists primarily of payroll and related expenses for personnel engaged in marketing and sales functions;
advertising and promotional expenditures; and cost of systems used to sell to and serve advertisers.

Product Development

Product development costs consist primarily of expenses incurred in the research and development, creation and enhancement of our Internet site
and services. Research and development expenses include compensation and related expenses, costs of computer hardware and software, and
costs incurred in developing features and functionality of the services. For the periods presented, substantially all of the product development
expenses are research and development.

Product development costs are expensed as incurred or capitalized into property and equipment in accordance with the American Institute of
Certified Public Accountants Statement of Position 98-1, Accounting for the Costs of Computer Software Developed or Obtained for Internal
Use. This statement requires that costs incurred in the preliminary project and post-implementation stages of an internal use software project be
expensed as incurred and that certain costs incurred in the application development stage of a project be capitalized.

General and Administrative

General and administrative expenses consist primarily of payroll and related expenses for executive and administrative personnel, bad debt
provision, facilities, professional services (including legal and insurance), and other general corporate expenses.

Acquisition-Related Retention Consideration

Acquisition-related retention consideration results from the contingent, earnings-based payment obligation to certain employees of Enhance
Interactive for each of the calendar years 2003 and 2004, pursuant to the terms of the merger agreement. See subsection Prior Acquisitions
above. We shall have no obligation with respect to a year in the event that Enhance Interactive s earnings before taxes do not exceed $3.5 million
for that calendar year. The threshold determination is calculated separately for each of the calendar years 2003 and 2004.

The contingent payment obligation is calculated based on the formula of 5.56% of Enhance Interactive s earnings before taxes for each of the
calendar years 2003 and 2004, up to a maximum payout of $1 million in the aggregate. To the extent we make any payments under this
obligation, we will account for such amounts as compensation. For the six months ended June 30, 2004, we recorded an additional $256,000 in
retention-related consideration as compensation for such period; although the actual amount for the calendar year 2004 has not yet been
determined. With respect to the quarter ended June 30, 2004, we recorded $123,000 in retention-related consideration.
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Stock-Based Compensation

Stock-based compensation consists of the following:

the intrinsic value of employee option and restricted stock issuance where the fair market value of the underlying stock exceeded the
exercise price on the date of the grant;

the fair value of non-employee option issuances; and

the amount by which the fair market value of our Class B common stock exceeded the exercise price at the end of the period for
certain options. We used variable accounting for options to purchase 125,000 shares of our Class B common stock that are issued
under our Stock Incentive Plan. These options were held in escrow as security for the indemnification obligations under the Enhance
Interactive merger agreement, and were subject to forfeiture. We accounted for them as variable awards until the expiration of the
agreed-upon escrow period on February 28, 2004.
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Amortization of Intangibles

Amortization of identifiable intangible assets relates to intangible assets identified in connection with the purchase of Enhance Interactive and
TrafficLeader. Intangible assets identified in connection with the purchase of Enhance Interactive were valued at $8.4 million at the acquisition
date of February 28, 2003. Intangible assets identified in connection with the purchase of TrafficLeader were valued at $1.3 million at the
acquisition date of October 24, 2003. The intangible assets have been identified as non-competition agreements, trade and domain names,
distributor relationships, and merchant advertising customer base relationships and acquired technology. These assets are amortized over useful
lives ranging from 12 to 42 months.

Provision for Income Taxes

For income tax purposes, we utilize the asset and liability method of accounting for income taxes. Under this method, deferred tax assets and
liabilities are recognized for the future tax consequences attributable to differences between the financial statement carrying amounts of existing
assets and liabilities and their respective tax bases and operating loss and tax credit carryforwards. Deferred tax assets and liabilities are
measured using enacted tax rates expected to apply to taxable income in the years in which those temporary differences are expected to be
recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in results of operations in the period
that includes the enactment date. A valuation allowance is recorded for deferred tax assets when it is more likely than not that such deferred tax
assets will not be realized.

As of June 30, 2004, we had net operating loss carryforwards (NOL s) of $1.8 million, which will begin to expire in 2019. The Tax Reform Act
of 1986 limits the use of NOL s and tax credit carryforwards in certain situations where changes occur in the stock ownership of a company. We
believe that such a change has occurred, and that the utilization of the approximately $1.8 million of carryforwards is limited such that
substantially all of these NOL carryforwards will never be utilized.

Accretion to Redemption Value of Redeemable Convertible Preferred Stock

Holders of Series A redeemable convertible preferred stock were entitled to receive annual cumulative dividends at the per annum rate of 8% of
the original purchase price per share when and if declared by the board of directors. Upon the automatic conversion of the Series A redeemable
convertible preferred stock in connection with the closing of our IPO in April 2004, all accumulated and unpaid dividends on the Series A
redeemable convertible preferred stock, whether or not declared, since the date of issue up to and including the conversion date, were eliminated.

Prior to the conversion of the Series A redeemable preferred stock, we accounted for the difference between the carrying amount of the
redeemable preferred stock and the redemption amount by increasing the carrying amount for periodic accretion using the interest method, so
that the carrying amount was equal to the redemption amount at the earliest redemption date. All 6,724,063 shares of Series A redeemable
convertible preferred stock were automatically converted into 6,724,063 shares of Class B common stock upon the closing of the IPO in April
2004.
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Results of Operations

The following table presents certain financial data, derived from our unaudited statements of operations, as a percentage of total revenue for the
period indicated. The operating results for the period of January 17, 2003 (inception) to June 30, 2003 and the period of January 1, 2003 to
February 28, 2003, for the six months ended June 30, 2004 and the quarters ended June 30, 2003 and 2004 are not necessarily indicative of the
results that may be expected for the full year or any future period.

Revenue

Expenses:

Service costs

Sales and marketing

Product development

General and administrative
Acquisition-related retention consideration
Facility relocation

Stock-based compensation

Amoritization of intangible assets

Total operating expenses

Income (loss) from operations

Other income:

Interest income

Interest expense

Adjustment to fair value of redemption
obligation

Other

Total other income

Income (loss) before provision for income
taxes
Income tax expense (benefit)

Net income (loss)
Accretion to redemption value of
redeemable convertible preferred stock

Net income (loss) applicable to common
stockholders
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Predecessor Period

Period from
January 1 to
February 28,

2003

100.0%

56.4%
11.9%
4.7%
7.6%

1.3%

81.9%

18.1%

0.0%

18.1%
7.3%

10.8%

0.0%

10.8%

Successor Periods

Period from
January 17,
(inception)
to June 30,

2003

100.0%

54.3%
12.3%
6.5%
16.4%
0.0%
0.0%
17.8%
16.4%

123.7%

-23.7%

0.2%
0.0%

0.0%
0.0%

0.2%

-23.5%
-8.3%

-15.2%

7.1%

-22.3%

Six months
ended
June 30,

2004

100.0%

63.9%
12.4%
6.3%
9.4%
1.6%
1.4%
3.6%
12.6%

111.2%

-11.2%

0.8%
0.0%

0.0%
0.0%

0.8%

-10.4%
-1.2%

-9.2%

2.6%

-11.8%

Quarter Quarter
ended ended
June 30, June 30,
2003 2004

100.0% 100.0%
55.2% 64.8%
12.2% 11.6%
6.6% 6.0%
13.6% 9.6%
0.0% 1.4%
0.0% 0.0%
10.3% 2.7%
16.2% 11.7%
114.1% 107.8%
-14.1% -7.8%
0.3% 0.8%
0.0% 0.0%
0.0% 0.0%
0.0% 0.0%
0.3% 0.8%
-13.8% -7.0%
-4.9% -1.7%
-8.9% -5.3%
7.2% 0.2%
-16.1% -5.5%
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Comparison of the Quarter ended June 30, 2003 to the Quarter ended June 30, 2004 and the combined periods of January 17, 2003
(inception) to June 30, 2003, and January 1, 2003 to February 28, 2003 (2003 period) to the six months ended June 30, 2004 (2004
period).

Revenue. Revenue for the second quarter of 2004 increased by $3.5 million or 66%, as compared to the same period in 2003. This increase was
primarily attributable to a $3.3 million increase for the quarter ended June 30, 2004 in performance-based advertising services which primarily
related to an increase in the average revenue per merchant advertiser. Revenue for the 2004 period increased by $6.3 million or 62% as
compared to the 2003 period. This increase was primarily attributable to our performance-based advertising services, which increased by
approximately $6.0 million in the 2004 period.

We believe the increase in revenue is primarily a result of the growth of our existing distribution partners, the increased number of searches and
the resulting click-throughs performed by users of our service, and merchant advertisers. The number of our distribution partners was
approximately 460 for the 2003 period and the 2004 period. We also believe the foregoing factors, combined with our sales efforts and improved
operational controls, have contributed to an increase in the number of merchant advertisers. The increase in revenue in the 2004 period is also
attributable to the acquisition of TrafficLeader in October 2003, which added 11 unique distribution partners and more than 280 merchant
advertisers as of such acquisition in October 2003. TrafficLeader s operating results were included as of the acquisition date of October 24, 2003.

Our growth rate will depend in part on our ability to increase the number of click-throughs performed by users of our service, primarily through
our distribution partners. If we do not renew our distribution partner agreements or replace traffic lost from
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terminated distribution agreements with other sources or if our distribution partners search businesses do not grow or are adversely affected, our
revenue and results of operations may be materially and adversely affected. Our growth rate will also depend in part on our ability to increase

the number and volume of transactions with merchant advertisers. We believe this is dependent in part on delivering high quality traffic that
ultimately results in purchases or conversions for our merchant advertisers.

Expenses

Service Costs. Service costs for the second quarter of 2004 increased by $2.8 million or 94%, as compared to the same period in 2003. The
increase was mainly attributable to an increase in payments to distribution partners of $2.4 million, an increase in agency commissions and
referral fees of $26,000, an increase in personnel costs of $255,000, an increase in technology and licensing costs of $37,000, and an increase in
facility and other costs of $109,000. Approximately $1.9 million of the total increase in service costs for the quarter ended June 30, 2004 was
attributable to the October 2003 acquisition of TrafficL.eader, which was not included in the same period in 2003.

This total increase also resulted from a greater number of searches, an increase in database and hardware capacity requirements as a result of an
increase in our distribution partner base and corresponding number of searches, an increase in the number of personnel required to support our
services and increased fees paid to outside service providers. Service costs represented 65% of revenue in the second quarter of 2004 as

compared to 55% in the same period in 2003. As a percentage of revenue, the increase in service costs for the second quarter of 2004 as

compared to the same period in 2003 was primarily a result of increased additional fixed costs for network operations incurred in anticipation of
additional expansion and the impact as a percentage of revenue from the service cost level from the October 2003 acquisition of TrafficLeader.
TrafficLeader s service costs were 75% of TrafficLeader revenue for the quarter ended June 30, 2004. Since TrafficLeader s user acquisition costs
are higher as a percentage of revenue than Enhance Interactive, to the extent that TrafficLeader s operations make up a larger percentage of

future operations, we expect that service costs will increase as a percentage of revenue.

We also expect that service costs will continue to increase in absolute dollars, since we anticipate expanding our operations. Service costs
increased by $5.0 million or 89% for the 2004 period as compared to the 2003 period. This increase was primarily attributable to an increase of
$4.0 million in payments to distribution partners, an increase in agency commissions and referral fees of $68,000, an increase in personnel costs
of $541,000, an increase in technology and licensing costs of $83,000 and an increase in facility and other costs of $218,000. Service costs as a
percentage of revenue were 64% in the 2004 period as compared to 55% in the 2003 period.

Sales and Marketing. Sales and marketing expenses for the second quarter of 2004 increased by $377,000 or 58%, as compared to the same
period in 2003. As a percentage of revenue, sales and marketing expenses were 12% for the second quarter of 2004 and 2003. The increase in
dollars was primarily related to an increase in personnel costs of $250,000 primarily related to an increase in the number of employees. For the
second quarter of 2004, $113,000 in personnel costs related to TrafficLeader. The remaining increase is related to increases in outside marketing
activities, rent, travel and other operating costs arising from operations in multiple jurisdictions. We expect that sales and marketing expenses
will increase in absolute dollars in connection with any revenue increase, to the extent that we also increase our marketing activities. Sales and
marketing expenses increased $807,000 or 65% for the 2004 period as compared to the 2003 period. As a percentage of revenue, the sales and
marketing expenses were 12% for both the 2004 and 2003 periods.

Product Development. Product development expenses for the second quarter of 2004 increased $173,000 or 49%, as compared to the same
period in 2003. As a percentage of revenue, product development expenses were 6% for second quarter of 2004 and 2003. The increase in
dollars was primarily due to an increase in personnel costs of $127,000, primarily due to an increase in the number of employees, including
$77,000 resulting from TrafficLeader for the quarter ended June 30, 2004. We expect that product development expenses will increase in
absolute dollars as we increase the number of personnel and consultants to enhance our service offerings. Product development expenses for the
2004 period increased by $429,000 or 71%, as compared to the 2003 period. The increase was primarily attributable to an increase in personnel
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costs of $344,000, an increase in travel of $33,000 and an increase in other expenses of $52,000.

General and Administrative. General and administrative expenses for the second quarter of 2004 increased by $117,000 or 16%, as compared to
the same period 2003. As of percentage of revenue, general and administrative expenses were 10% for the second quarter of 2004 and 14% for
the same period in 2003. The net increase in the dollars was primarily due to an increase in personnel costs of $191,000, a decrease in
professional fees of $152,000, a decrease in travel of $18,000, an increase in insurance of $20,000, an increase in bad debt expense of $42,000
and an increase in other expenses of $35,000. Many of these costs in the 2004 period result from operating in multiple jurisdictions commencing
in 2003 and increased operating activity, including the acquisition of TrafficLeader in October 2003. We expect that our general and
administrative expenses will increase in absolute dollars to the extent that we expand our operations and incur additional costs in connection
with being a public company, including expenses related to professional fees and insurance. General and administrative expenses for the 2004
period increased by $150,000 or 11%, as compared to the 2003 period. As a percentage of revenue, general and administrative expenses
decreased to 9% in the 2004 period as compared to 14% in the 2003 period. As a percentage of revenue, the decrease in general and
administrative expenses in the 2004 period as compared to the 2003 period was primarily a result of a decrease in professional fees and the
allocation of the general and administrative expenses over a larger revenue base.
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Acquisition-Related Retention Consideration. Acquisition-related retention consideration increased to $123,000 in the second quarter of 2004 as
compared to $0 during the same period in 2003. During the second quarter of 2004, the components of acquisition-related retention
consideration were estimated based on forecasts of the Enhance Interactive earn-out calculations. Estimated allocations were made as follows:
service costs of $15,000, sales and marketing of $42,000, product development of $45,000, and general and administrative of $21,000. The
acquisition related retention consideration was calculated as part of the contingent, earnings-based payment obligation to certain employees of
Enhance Interactive and is equal 5.56% of Enhance Interactive s earnings before taxes in excess of $3.5 million for the 2004 period of which
$256,000 has been recorded as acquisition-related retention consideration including employer payroll-related taxes. A quarterly proportion of the
annual estimated acquisition-related retention consideration was recorded in the second quarter of 2004. We will account for any payment
amount as compensation. The acquisition-related retention consideration for the calendar years 2003 and 2004 is subject to an aggregate
maximum of $1 million. Acquisition-related consideration increased in the 2004 period by $256,000 or 100%, as compared to $0 in the 2003
period.

Facility Relocation. In March 2004, we entered into a sublease agreement for new and larger office facilities in Seattle, Washington, and we
relocated from our original office facilities also located in Seattle, Washington. As of June 30, 2004, the net sublease income is estimated to be
approximately $84,000 over the life of the lease. The remaining lease obligations for the original facilities extend through June 30, 2006 and
totaled $251,000 as of June 30, 2004. In March 2004, we accrued lease and related costs of $230,000 for the estimated future obligations of
non-cancelable lease and other payments for the original facilities.

The remaining lease accrual is based on estimates of vacancy period and sublease income. The actual vacancy periods may differ from these
estimates, and sublease income, if any, may not materialize. Accordingly, these estimates may be adjusted in future periods.

Stock-Based Compensation. The amortization of stock-based compensation in the second quarter of 2004 decreased by $315,000 or 57%, as
compared to the same period in 2003. In the second quarter of 2004, the components of stock-based compensation were service costs of $2,000,
sales and marketing of $49,000, product development of $13,000 and general and administrative of $171,000. The second quarter of 2003
includes $300,000 of stock-based compensation for 125,000 options issued that were held in escrow as security for the indemnification
obligations under the Enhance Interactive merger agreement. These options were subject to forfeiture, until the expiration of the escrow period
which was February 28, 2004. Accordingly, we have accounted for these options as variable awards during the escrow period. Under variable
plan accounting, compensation expense is measured quarterly as the amount by which the fair market value of the shares of our Class B common
stock covered by the option grant exceeds the exercise price and is recognized over the option s vesting period. Increases or decreases in the fair
market value of our Class B common stock between the date of grant and the date of exercise result in a corresponding increase or decrease in
the measure of compensation expense. The amortization of stock-based compensation in the 2004 period decreased by $704,000 or 54%, as
compared to the 2003 period. During the 2004 period, the components of stock-based compensation were service costs of $2,000, sales and
marketing of $117,000, product development of $39,000 and general and administrative of $439,000. Amounts in the 2004 period related
primarily to the vesting of stock options granted to employees in which the exercise price was less than the fair market value at the date of grant
and $253,000 related to restricted stock issued to employees for future services in connection with the acquisition of TrafficLeader.

Amortization of Intangibles. Intangible amortization expense increased in the second quarter of 2004 by $165,000 or 19%, as compared to the
same period in 2003. The increase is associated with the purchase of Enhance Interactive and TrafficLeader. During second quarter of 2004, the
components of amortization of intangibles were service costs of $735,000, sales and marketing of $163,000 and general and administrative of
$138,000. Our purchase accounting resulted in all assets and liabilities from our acquisition of Enhance Interactive and TrafficLeader being
recorded at their estimated fair values on the acquisition dates of February 28, 2003 and October 24, 2003, respectively. For the period from
February 28, 2003, through June 30, 2004, all goodwill, identifiable intangible assets and liabilities resulting from the Enhance Interactive and
TrafficLeader acquisitions have been recorded in our financial statements. The identified intangibles amounted to $9.7 million and are being
amortized over a range of useful lives of 12 to 42 months. Our consolidated financial results for periods subsequent to the acquisition of Enhance
Interactive are not comparable to the financial statements of Enhance Interactive presented for prior periods. We may acquire identifiable
intangible assets as part of future acquisitions and if so, we expect that our intangible amortization will increase in absolute dollars.
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Other Income. Other income increased in the second quarter of 2004 by $55,000 or 411%, as compared to the same period in 2003. Interest
income increased by $57,000 due to an increase in the average cash balance in the second quarter 2004 resulting from the Company s IPO which
accounts for primarily all of the increase. Other income increased $120,000 or 665% in the 2004 period as compared to the 2003 period. The
increase was primarily attributable to an increase in interest income of $63,000 and the adjustment to fair value of the TrafficLeader redemption
obligation of $55,000 in the 2004 period as compared to the 2003 period.

Income Taxes. The income tax benefit in the second quarter of 2004 decreased by 117,000 or 44%, as compared to the same period in 2003. In
the second quarter of 2003, the effective tax rate benefit of 35% differed from the expected effective rate of 34% primarily
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due to state income taxes and non-deductible stock compensation amounts. The income tax effective rate was 12% in the 2004 period. This
differed from the expected rate of 34% primarily due to state income taxes and non-deductible stock compensation amounts. The periods were
also impacted by the following factors:

On February 28, 2003, and October 24, 2003 in connection with the purchase accounting for the respective acquisitions of Enhance
Interactive and TrafficLeader, we recorded net deferred tax liabilities in the amount of approximately $3.5 million, including $479,000
associated with the acquisition of TrafficLeader, relating to the difference in the book basis and tax basis of its assets and liabilities.

Approximately $3.6 million of these deferred tax liabilities, including $479,000 associated with the acquisition of TrafficLeader,
related to the book basis versus tax basis of the identifiable intangible assets in the acquisitions totaling approximately $9.7 million.

During the period from January 1, 2003 through February 28, 2003 and in the second quarter of 2004, as a result of tax deductions from stock
option exercises, Enhance Interactive and the Company recognized tax-effected benefits of approximately $231,000 and $101,000, respectively,
which were recorded as credits to additional paid in capital. The income tax benefit decreased in the 2004 period by $162,000 or 45%, as
compared to the 2003 period.

Accretion to Redemption Value of Redeemable Convertible Preferred Stock. The accretion to redemption value of preferred stock in the second
quarter of 2004 decreased by $368,000 or 95%, as compared to the same period in 2003. The accretion to the redemption value recorded during
the 2004 period is based upon 6,724,063 shares of Series A redeemable convertible preferred stock outstanding as of April 5, 2004 with a
dividend rate of 8% per annum. All 6,724,063 shares of Series A redeemable convertible preferred stock automatically converted into 6,724,063
shares of Class B common stock upon the closing of the IPO on April 5, 2004. For the 2004 period, accretion to redemption value of preferred
stock decreased by $84,000 or 17%, as compared to the same period in 2003.

Net Loss Applicable to Common Stockholders. Net loss applicable to common stockholders in the second quarter of 2004 decreased by $387,000
or 45%, as compared to the same period in 2003. The decrease was primarily attributable to the decrease in accretion to redemption value of the
Series A redeemable convertible preferred stock of $368,000 and the decrease in stock-based compensation of $315,000. For the 2004 period,
the net loss applicable to common stockholders increased $664,000 or 53%, as compared to the 2003 period.

Operating Income before Amortization. Our management believes that certain non-GAAP measures, which are calculated and presented on the
basis of methodologies other than in accordance with generally accepted accounting principles (GAAP), are helpful, when presented in
conjunction with comparable GAAP measures. The non-GAAP measures are not meant to replace or supercede the GAAP measures, but rather
to supplement t