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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 September 30, 2006

OR

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 000-25269
VERTICALNET, INC.
(Exact name of registrant as specified in its charter)
Pennsylvania 23-2815834
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)
400 CHESTER FIELD PARKWAY 19355
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MALVERN, PENNSYLVANIA
(Address of principal executive offices) (Zip Code)
Registrant s telephone number, including area code: (610) 240-0600

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

Indicate by checkmark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer ~ Accelerated filer ~ Non-accelerated filer x
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes © No x

The number of shares outstanding of the registrant s common stock as of November 10, 2006 was 8,785,974 (includes 48,294 shares subject to an
escrow agreement in connection with a prior acquisition).
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Part I. Financial Information
Item 1. Consolidated Financial Statements
VERTICALNET, INC.
CONSOLIDATED BALANCE SHEETS

(in thousands, except share and per share data)

September 30, December 31,
2006 2005
(unaudited)

Assets
Current assets:
Cash and cash equivalents $ 2,467 $ 4,576
Restricted cash 155
Accounts receivable, net 4,857 5,188
Prepaid expenses and other current assets 1,080 735
Total current assets 8,404 10,654
Property and equipment, net 1,000 1,288
Goodwill 9,643 19,331
Other intangible assets, net 2,643 4,003
Other assets 592 768
Total assets $ 22,282 $ 36,044
Liabilities and Shareholders Equity
Current liabilities:
Current portion of long-term debt, convertible notes, and other non-current liabilities $ 7,754 $ 2,638
Accounts payable and accrued expenses 4,939 4,038
Deferred revenues 4,057 3,297
Total current liabilities 16,750 9,973
Non-current portion of deferred revenues 765 313
Derivative liabilities 1,321
Long-term debt, convertible notes, and other non-current liabilities 263 2,041
Total liabilities 17,778 13,648
Commitments and contingencies (see Notes 2, 6, 7, and 8)
Shareholders equity:
Preferred stock $.01 par value, 10,000,000 shares authorized, none issued at September 30, 2006 and
December 31, 2005
Common stock $.01 par value, 21,428,571 shares authorized at September 30, 2006 and 14,285,714 at
December 31, 2005, 8,329,467 shares issued at September 30, 2006 and 7,081,345 shares issued at
December 31, 2005 83 71
Additional paid-in capital 1,229,699 1,226,469
Deferred compensation (593)
Accumulated other comprehensive loss 127) (403)
Accumulated deficit (1,224,346) (1,202,343)
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Treasury stock at cost, 9,377 shares at September 30, 2006 and December 31, 2005
Total shareholders equity
Total liabilities and shareholders equity

See accompanying notes to consolidated financial statements.
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VERTICALNET, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS (UNAUDITED)

(in thousands, except per share data)

Revenues:
Software and software related
Services

Total revenues

Cost of revenues:

Cost of software and software related

Cost of services

Amortization of acquired technology and customer contracts

Total cost of revenues
Gross profit

Operating expenses:

Research and development

Sales and marketing

General and administrative

Litigation and settlement costs
Restructuring charges (reversals)
Impairment charge for goodwill
Amortization of other intangible assets

Total operating expenses

Operating loss
Interest and other expense (income), net

Net loss

Basic and diluted loss per common share

Basic and diluted weighted average common shares outstanding

Three Months Ended
September 30,
2006 2005
$ 2,343 $ 1,609

1,830 3,289
4,173 4,898
529 627
1,047 1,872
272 268
1,848 2,767
2,325 2,131
1,201 1,831
1,630 2,155
1,547 1,527

6 154

21 149

201 344
4,564 6,160
(2,239) (4,029)
1,145 (369)
$(3,384) $(3,660)
$ (042) $ (0.57)
8,061 6,457

See accompanying notes to consolidated financial statements.
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Nine Months Ended
September 30,
2006 2005
$ 5774 $ 4721
6,500 10,497
12,274 15,218
1,702 2,085
4,131 5,653
768 747
6,601 8,485
5,673 6,733
4,074 5,297
5,464 6,181
4,885 4,505
1,032 192
195 473
9,877
660 969
26,187 17,617
(20,514) (10,884)
1,489 (71)
$(22,003) $(10,813)
$ (289 $ (1.76)
7,616 6,161
6
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VERTICALNET, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS (UNAUDITED)

(in thousands)

Operating activities:

Net loss

Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization

Stock-based compensation

Impairment of goodwill

Accretion of promissory notes and non-cash interest
Change in the fair value of derivative liabilities
Amortization of deferred financing costs

Write-down related to cost method investment

Other non-cash items

Change in assets and liabilities, net of effect of acquisition:
Accounts receivable

Prepaid expenses and other assets

Accounts payable and accrued expenses

Deferred revenues

Net cash used in operating activities

Investing activities:

Acquisitions related payments

Capital expenditures

Restricted cash

Proceeds from sale of cost, equity method, and available-for-sale investments

Net cash provided by (used in) investing activities

Financing activities:

Principal payments on long-term debt and obligations under capital leases
Proceeds from issuance of senior convertible notes, net

Proceeds from issuance of senior subordinated discount note, net
Proceeds from exercise of stock options and issuance of non-vested stock

Net cash provided by financing activities
Effect of exchange rate fluctuation on cash and cash equivalents

Net decrease in cash and cash equivalents
Cash and cash equivalents - beginning of period

Cash and cash equivalents - end of period

Supplemental disclosure of cash flow information:
Cash paid during the period for interest
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Nine Months Ended
September 30,
2006 2005

$(22,003) $(10,813)

1,839 2,187
1,414 628

9,877
1,820 218
(1,265) (663)
467 48
364

9
331 1,660
345 197
1,479 (1,401)
1,212 (141)

(4,475) (7,716)

(57) (309)
(77) (322)
155
242
21 (389)
(1,364) (656)
5,951
3,677
11 73
2,324 5,368
21 (88)

(2,109) (2,825)
4,576 9,370

$ 2467 $ 6,545

$ 260 $ 29
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Supplemental schedule of non-cash investing and financing activities:
Conversion of and payments on senior convertible promissory notes and accrued interest into/with common stock
Financed insurance policies
Capital expenditures financed through capital lease arrangements
Issuance of common stock as consideration for the Digital Union acquistion
Issuance of warrants to private placement agent
See accompanying notes to consolidated financial statements.
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VERTICALNET, INC.
CONSOLIDATED STATEMENTS OF SHAREHOLDERS

(in thousands)

EQUITY (UNAUDITED)

Common Stock Accumulated
Additional Other
Paid-in Deferred  Comprehensive Accumulated  Treasury
Shares Amount Capital Compensation Loss Deficit Stock

Balance, January 1, 2006
(Note 1) 7081 $ 71 $1,226469 $ 593) $ (403) $(1,202,343) $ (805)
Reclassification of deferred
compensation upon adoption of
SFAS No. 123R (593) 593
Exercise of stock options,
non-vested stock, and restricted
units 37 2
Issuance of common stock to
employees 1 6
Conversion of and payments on
senior convertible promissory
notes and accrued interest into /
with common stock (Note 6) 1,067 11 2,383
Reclassification of warrants 10
Issuance of non-vested stock, net 143 1 8
Stock-based compensation
expense 1,414
Net loss (22,003)
Other comprehensive income 276
Balance, September 30, 2006 8329 $ 83 $1,229.699 $ $ (127)  $(1,224,346) $ (805)

See accompanying notes to consolidated financial statements.
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VERTICALNET, INC.

CONSOLIDATED STATEMENTS OF COMPREHENSIVE LOSS (UNAUDITED)

(in thousands)

Three Months Ended Nine Months Ended

September 30, September 30,
2006 2005 2006 2005
Net loss $(3.384) $(3.,600) $(22,003) $(10,813)
Foreign currency translation adjustment 73 77 276 (56)
Comprehensive loss $@3.311) $(3,583) $(21,727) $(10,869)

See accompanying notes to consolidated financial statements.
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VERTICALNET, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(1) Summary of Significant Accounting Policies
Description of Company

Verticalnet, Inc., which was incorporated on July 28, 1995 under the laws of Pennsylvania, is referred to throughout the consolidated financial
statements as Verticalnet, the Company, we, us, or through similar expressions.

We are a provider of On-Demand Supply Management solutions to companies ranging in size from mid-market to the Global 2000. We provide
a full scope of Supply Management software, services, and domain expertise in areas that include: Program Management, Spend Analysis,
eSourcing, Contract Management, and Supplier Performance Management.

Basis of Presentation

Our consolidated financial statements include the accounts of our wholly-owned subsidiaries. All significant intercompany balances and
transactions have been eliminated in consolidation. The accompanying financial statements have been prepared assuming that the company will
continue as a going concern and accordingly the financial statements do not include any adjustments (see Note 2).

Reclassifications

The Company has made certain reclassifications to prior period amounts in the statement of operations to conform to the current period
presentation, none of which affected net loss or net loss per share. Specifically, with the adoption of Statement of Financial Accounting

Standards ( SFAS ) No. 123 (revised 2004), Share-Based Payment, the Company has reclassified $211,000 of stock-based compensation into cost
of revenues and research and development, sales and marketing, and general and administrative expenses for the three months ended

September 30, 2005. For the nine months ended September 30, 2005, we reclassified $628,000 of stock-based compensation into cost of

revenues and research and development, sales and marketing, and general and administrative expenses. In addition, the Company has separately
identified litigation and settlement costs of $154,000 and $192,000 for the three and nine months ended September 30, 2005, respectively.
Litigation costs have been reclassified out of general and administrative costs and into a separate line item within operating expenses on the
accompanying consolidated statements of operations. The following table reflects the effect of all of these reclassifications for the three and nine
months ended September 30, 2005 (in thousands):

Three Months Ended September 30, 2005 Nine Months Ended September 30, 2005
As previously reported As reclassified As previously reported As reclassified

Cost of revenues - software and software related $ 624 $ 627 $ 2,079 $ 2,085
Cost of revenues - services 1,834 1,872 5,575 5,653
Research and development 1,823 1,831 5,271 5,297
Sales and marketing 2,084 2,155 5,946 6,181
General and administrative 1,590 1,527 4,414 4,505
Stock-based compensation 211 628

Litigation and settlement costs 154 192

Reverse Stock Split

At the Company s 2006 Annual Meeting of Shareholders held on May 19, 2006, the Company s shareholders approved an amendment to the
Company s Amended and Restated Articles of Incorporation to effect a reverse stock split of the Company s outstanding common stock at an
exchange ratio of not less than one-for-three and not more than one-for-seven, and authorized the Company s Board of Directors to implement a
reverse stock split within this range at any time prior to the 2007 Annual Meeting of Shareholders.

On June 12, 2006, the Company effected a one-for-seven reverse split of its outstanding shares of common stock, par value $0.01 per share (the
Reverse Split ). Pursuant to the Reverse Split, each holder of seven shares of the Company s common stock became the holder of one share of the

Company s common stock. All outstanding options, warrants, convertible notes or other rights convertible into or exercisable for shares of

common stock, were adjusted in accordance with their terms and pursuant to the ratio of the Reverse Split. No fractional shares were issued in
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connection with the Reverse Split. Any fractional shares resulting from the Reverse Split were rounded up to the nearest whole share and no
cash payment was made in respect to such rounding.

All references in the consolidated financial statements to shares and per share amounts have been adjusted for this reverse split.
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On June 8, 2006, the Company filed an Amendment to its Amended and Restated Articles of Incorporation (the Amendment ) with the Secretary
of State of the Commonwealth of Pennsylvania to effect: (i) the Reverse Split; and (ii) an increase the number of authorized shares of common
stock to 21,428,571 shares.

Use of Estimates

The preparation of financial statements in conformity with U.S. generally accepted accounting principles requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date
of the financial statements and the reported amounts of revenues and expenses during the reporting period. Actual results could differ from those
estimates.

Restricted Cash

Restricted cash balances represent certificates of deposit held pursuant to a building lease agreement. At September 30, 2006 and December 31,
2005, we had approximately $156,000 of restricted cash classified as non-current other assets on the consolidated balance sheets. In addition, at
December 31, 2005, we had approximately $155,000 of restricted cash classified within current assets that was released from restrictions in
February 2006.

Intangible Assets and Other Long-Lived Assets

In accordance with SFAS No. 142, Goodwill and Other Intangible Assets, goodwill and intangible assets acquired in a purchase business
combination and determined to have an indefinite useful life are not amortized, but instead are tested for impairment annually or more frequently
if certain indicators arise. In addition, SFAS No. 142 also requires that intangible assets with estimable useful lives be amortized over their
respective useful lives to their estimated residual values, and reviewed for impairment in accordance with SFAS No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets.

We perform the annual goodwill impairment test in the fourth quarter of each fiscal year. In June 2006, based on our then current market
capitalization as well as other business indicators (including the Company s decreasing relationship with one of the Company s largest
customers), we concluded we were required to assess whether any portion of our recorded goodwill balance was impaired. This test requires a
comparison of the fair value of a reporting unit with its carrying amount, including goodwill. The Company consists of one reporting unit. For
purposes of the impairment test, we consider the market capitalization of the Company, to be representative of its fair value. Accordingly, we
estimated the fair value of the Company based on the total number of shares outstanding multiplied by the closing stock price on June 30, 2006,
and compared such amount to the carrying value of the Company s net assets at that time. Based on our analysis, the Company s fair value was
less than the carrying value of the Company s net assets, thereby necessitating that we assess our recorded goodwill for impairment. As required
by SFAS No. 142, in measuring the amount of goodwill impairment, we made a hypothetical allocation of the estimated fair value of the
Company to the tangible and intangible assets (other than goodwill) and liabilities. Based on this allocation, we concluded that goodwill was
impaired in the amount of $9.9 million.

As of September 30, 2006, the fair value of the Company was greater than the carrying value of the Company s net assets. Accordingly, no
impairment was indicated. As of September 30, 2006, and through the date of the filing of this Form 10-Q, the Company s market value has
continued to decline. If our market value continues to decline, we may get to a point where an additional impairment charge would be necessary.
At that time we may be required to record a significant charge to earnings in our financial statements during the period in which the amount of
the impairment of our goodwill or amortizable intangible assets is determined.

In accordance with SFAS No. 144, long-lived assets, other than goodwill, are reviewed for impairment whenever, in management s judgment,
conditions indicate a possible loss. Such impairment tests compare estimated undiscounted cash flows to the carrying value of the asset. If an
impairment is indicated, the asset is written down to its fair market value based on an estimate of its discounted cash flows.

Financial Instruments

In accordance with the requirements of SFAS No. 107, Disclosures about Fair Value of Financial Instruments, we have determined the estimated
fair value of our financial instruments using available market information and valuation methodologies. As of September 30, 2006 and
December 31, 2005, our financial instruments included cash equivalents, cost method investments, accounts receivable, accounts payable,
capital leases, derivative and other liabilities, and convertible notes. Considerable judgment is required to develop the estimates of fair value;
thus, the estimates are not necessarily indicative of the amounts that could be realized in a current market exchange. However, we believe the
carrying values of these assets and liabilities, with the exception of the capital leases, derivative and other liabilities, promissory notes, and the
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cost method investments, are a reasonable estimate of their fair market values at September 30, 2006 and December 31, 2005 due to the short
maturities of such items. The Company believes that
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the fair values of the cost method investments, capital leases, promissory notes, and other liabilities are not materially different from the carrying
values. The derivative liabilities are recorded at fair value on the consolidated balance sheet as of September 30, 2006 and December 31, 2005.

Concentration of Credit Risk

Financial instruments that potentially subject us to concentrations of credit risk consist primarily of cash and cash equivalents in bank deposit
accounts and trade receivables. Cash and cash equivalents are held with high quality financial institutions. We periodically perform credit
evaluations of our customers and maintain reserves for potential losses, if necessary. We do not anticipate losses from these receivables in
excess of the provided allowances. See Revenue Recognition below for additional information on credit and revenue concentrations.

Revenue Recognition
Software and software related revenues

Software and software related revenues have been principally derived from the licensing of our products, from maintenance and support
contracts, from third-party software reseller commissions, and from hosting services. Customers who license our products also generally
purchase maintenance contracts which provide software updates and technical support over a stated term, which is usually a twelve-month
period. As part of licensing our products, a customer may also purchase custom development and implementation services from us.

Our products are either acquired under a perpetual license model or under a time-based license model. The license agreements for our products
do not provide for a right of return other than during the warranty period, and historically product returns have not been significant. We do not
recognize revenue for agreements with cancellation rights or refundable fees until such rights to refund or cancel have expired.

We recognize revenue related to software arrangements in accordance with Statement of Position ( SOP ) 97-2, Software Revenue Recognition, as
amended by SOP 98-9, Modification of SOP 97-2, Software Revenue Recognition, With Respect to Certain Transactions. We recognize revenue
when all of the following criteria are met: persuasive evidence of an arrangement exists; delivery of the product has occurred; the fee is fixed or
determinable; and collectibility is probable. We consider all arrangements with payment terms outside of our normal payment terms to not be

fixed or determinable, and revenue under these agreements is recognized as payments become due from the customer. If collectibility is not
considered probable, revenue is recognized when the fee is collected.

The Company recognizes revenue from the commissions on third-party reseller arrangements upon delivery of the related license to the end user
customer by the software vendor, as well as compliance with the other revenue recognition criteria. During the three and nine months ended
September 30, 2006, the Company recorded $68,000 and $302,000, respectively, in third party software reseller commissions, primarily as a
result of our relationship with IBM in the United Kingdom.

During the three months ended September 30, 2006, the Company recognized $800,000 in software and software related revenue pertaining to a
perpetual licensing agreement. The agreement grants the customer access to, and use of, the source code of our Metaprise Private Exchange
Platform.

SOP 97-2, as amended, generally requires revenue earned on software arrangements involving multiple elements to be allocated to each element
based on the relative fair values of the elements. Our determination of fair value of each element in multi-element arrangements is based on
vendor-specific objective evidence ( VSOE ). We limit our assessment of VSOE of fair value for each element to either the price charged when
the same element is sold separately or the price established by management, having the relevant authority to do so, for an element not yet sold
separately.

If evidence of fair value for all undelivered elements exists but evidence does not exist for one or more delivered elements, then revenue is
recognized using the residual method. Under the residual method, the fair value of the undelivered elements is deferred and the remaining
portion of the arrangement fee is recognized as revenue. Revenue allocated to maintenance and support is recognized ratably over the
maintenance term and revenue allocated to training and other service elements is recognized as the services are performed. The proportion of
revenue recognized upon delivery of the software may vary from quarter to quarter depending upon the relative mix of licensing arrangements,
the extent of services that will be required to implement the software, and whether VSOE of fair value exists for all of the undelivered elements.

Software arrangements that include professional services are evaluated to determine whether those services are essential to the
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functionality of the software elements of the arrangement. When services are not considered essential, the revenue allocable to the professional
services is recognized as the services are performed. If we provide professional services that are considered essential to the functionality of the
software products, both the software product revenue and professional service revenue are recognized in accordance with the provisions of SOP
81-1, Accounting for Performance of Construction-Type and Certain Production-Type Contracts. To date, most of our professional services
provided in connection with software arrangements have been considered essential to the functionality of the software and therefore, the
majority of our contracts that involved licenses and professional services have been recognized on a percentage of completion basis.

Hosted term-based licenses, where the customer does not have the contractual right to take possession of the software, are accounted for in
accordance with Emerging Issues Task Force ( EITF ) Issue No. 00-3, Application of AICPA Statement of Position 97-2 to Arrangements That
Include the Right to Use Software Stored on Another Entity s Hardware. Revenues related to such arrangements are recognized on a monthly
basis over the term of the contract. Amounts that have been invoiced are recorded in accounts receivable and in deferred revenue or revenue,
depending on whether the revenue recognition criteria have been met.

Arrangements that include professional services sold with hosted term-based licenses and support offerings are evaluated under EITF Issue No.
00-21, Revenue Arrangements with Multiple Deliverables, and the Securities and Exchange Commission s Staff Accounting Bulletin ( SAB )
No. 104, Revenue Recognition. To the extent the professional services have value to the customer on a stand-alone basis and there is objective
and reliable evidence of fair value of the undelivered elements, the consideration from the arrangement is allocated among the separate elements
based upon their relative fair values and professional services revenues are recognized as the services are rendered. Hosted term-based licenses,
as well as any professional services that do not meet the above criteria, which have historically been the majority of the Company s services, are
recognized ratably over the term of the agreement.

Services revenues

Consulting contracts with fixed-priced arrangements are recognized using the percentage-of-completion method. Percentage-of-completion
accounting involves calculating the percentage of services provided during the period compared to the total estimated services to be provided
over the duration of the contract. This method is followed where reasonably dependable estimates of the revenues and costs applicable to various
elements of a contract can be made. Estimates of total contract revenues and costs are continuously monitored during the term of the contract,
and recorded revenues and costs are subject to revision as the contract progresses. Such revisions may result in increases or decreases to
revenues and results of operations and are reflected in the consolidated financial statements in the period in which they are first identified.
Consulting services with fees based on time and materials or cost-plus are recognized in accordance with SAB No. 104 as the services are
performed (as measured by time incurred) and amounts earned.

We consider amounts under consulting contracts to be earned once evidence of an arrangement has been obtained, services are delivered, fees
are fixed or determinable, and collectibility is reasonably assured. In such contracts, our efforts, generally measured by time incurred, typically
is reflective of progress against the contractual milestones or output measure, which is the contractual earnings pattern. Contingent or incentive
revenues relating to consulting contracts are recognized when the contingency is satisfied and we conclude the amounts are earned.

As of and for the nine months ended September 30, 2006 and 2005, revenues and amounts due from our largest customers were as follows (in
thousands):

2006 2005

Accounts Accounts

Receivable % of Total Receivable % of Total
Customer Balance (a) Revenues Revenues Balance (a) Revenues Revenues
A $ 154 $ 1,460 11.9 % $1,223 $ 4,140 27.2 %
B 85 2,049 16.7 648 2,546 16.7
All others, net of allowance 4,618 8,765 71.4 2,864 8,532 56.1
Total $4,857 12,274 100.0 % $4,735 15,218 100.0 %
(a) Represents both billed and unbilled amounts.
Table of Contents 17



Table of Contents

Edgar Filing: VERTICALNET INC - Form 10-Q

9

18



Edgar Filing: VERTICALNET INC - Form 10-Q

Table of Conten

Revenues from the same customers for the three months ended September 30, 2006 and 2005 were as follows (in thousands):

2006 2005
% of Total % of Total
Customer Revenues Revenues Revenues Revenues
A $ 240 5.8 % $ 1,436 29.3 %
B 1,013 24.3 741 15.1
All others, net of allowance 2,920 70.0 2,721 55.6
Total $4,173 100.0 % $4,898 100.0 %

Stock Options

The Company maintains stock-based compensation plans which allow for the issuance of stock options, restricted stock units ( RSU s ), and
non-vested common stock to executives, directors, and employees. Prior to January 1, 2006, the Company accounted for the plans under the
recognition and measurement provisions of Accounting Principles Board (  APB ) Opinion No. 25, Accounting for Stock Issued to Employees,
and related interpretations. Accordingly, the intrinsic value of the non-vested stock, restricted stock units, and stock option grants, with an
exercise price less then the market value of the underlying common stock on the date of the grant, were recognized in the consolidated statement
of operations under APB Opinion No. 25.

Effective January 1, 2006, the Company adopted the provisions of SFAS No. 123R. SFAS No. 123R sets accounting requirements for

share-based compensation to employees and non-employee directors, including employee stock purchase plans, and requires companies to
recognize in the statement of operations the grant-date fair value of stock options and other equity-based compensation. Additionally, under the
modified prospective method of adoption, the Company recognizes compensation expense for the portion of outstanding awards on the adoption
date for which the requisite service period has not yet been rendered based on the grant-date fair value of those awards calculated under SFAS
No. 123, Accounting for Stock-Based Compensation, and SFAS No. 148, Accounting for Stock-Based Compensation Transition and Disclosure,
for pro forma disclosures. Compensation expense determined under a fair-value-based method in fiscal year 2005 continues to be disclosed on a
pro forma basis only. As a result of the Company s adoption of SFAS No. 123R, we recorded $142,000 and $527,000 of additional stock based
compensation, related to stock options, for the three and nine months ended September 30, 2006, respectively.

Pro forma net loss and loss per share, as if the Company had applied the fair value recognition provisions of SFAS No. 123 to stock-based
compensation for periods presented prior to the Company s adoption of SFAS No. 123R, are as follows (in thousands, except per share data):

Three Months Ended Nine Months Ended
September 30, September 30,
2005 2005

Net loss:
Net loss, as reported $ (3,660) $ (10,813)
Add: Stock-based employee compensation included in reported net loss 211 628
Deduct: Stock-based employee compensation expense determined under fair-
value-based method for all awards (632) (2,204)
Pro forma net loss $ (4,081) $ (12,389)
Loss per common share basic and diluted:
As reported $ (0.57) $ (1.76)
Pro forma $ (0.63) $ (2.01)

Foreign Currency Translation

We translate the assets and liabilities of international subsidiaries into U.S. dollars at the current rates of exchange in effect as of each balance
sheet date. Revenues and expenses are translated using average rates in effect during the period. Foreign currency translation adjustments are
included in accumulated other comprehensive loss on the consolidated balance sheet. Foreign currency transaction gains or losses are recognized
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in current operations and have not been significant to our operating results in any period. In addition, the effect of foreign currency rate changes
on cash and cash equivalents has not been significant in any period.

Contingencies

The Company records accruals for contingencies arising from claims, assessments, litigation, fines, and penalties and other sources when it is
probable that a liability has been incurred and the amount can be reasonably estimated. Legal costs expected to be incurred in connection with a
loss contingency are accrued when probable and reasonably estimable.
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Accounting for Derivatives

We account for derivatives in accordance with SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, as amended,
which provides accounting and reporting standards for derivative instruments, including certain derivative instruments embedded in other
contracts, and for hedging activities. Derivative instruments embedded in contracts, such as conversion and prepayment features are considered
derivative instruments and are required by SFAS No. 133, to the extent not already a free standing contract, to be bifurcated from the debt
instrument and accounted for separately. All derivatives, whether designated in hedging relationships or not, are recorded on the consolidated
balance sheet at fair value. See Note 6 for additional information regarding the Company s outstanding derivatives.

Comprehensive Loss

We report comprehensive loss in accordance with the provisions of SFAS No. 130, Reporting Comprehensive Income, which establishes
standards for reporting comprehensive loss and its components in financial statements. Comprehensive loss, as defined, includes all changes in
equity during a period from non-owner sources.

Computation of Historical Loss Per Common Share

Basic loss per common share is computed using the weighted average number of common shares outstanding during the period, exclusive of
non-vested stock grants. Diluted loss per common share is computed using the weighted average number of common and dilutive common
equivalent shares outstanding during the period, including incremental common shares issuable upon the exercise of stock options and warrants
(using the treasury stock method), the conversion of our senior secured convertible promissory notes, and non-vested stock grants. Common
equivalent shares are excluded from the calculation if their effect is anti-dilutive.

During the three and nine months ended September 30, 2006 and 2005, the diluted loss per common share calculation was the same as the basic
loss per common share calculation as all potentially dilutive securities were anti-dilutive.

As a result, potentially dilutive common shares of 3,137,299 and 3,973,327 as of September 30, 2006 and 2005, respectively, were excluded
from the computation of diluted loss per common share because their effect was anti-dilutive.

As a result of the Digital Union Limited acquisition (see note 3), there were 95,544 shares of common stock that were held in escrow. Of those
held in escrow, 47,250 shares were released in July 2006 and the remaining 48,294 will be released in the first quarter of 2007. The shares
released in July 2006 have only been included in the loss per share calculation subsequent to their release date of July 22, 2006. The remaining
shares were excluded from the loss per share calculations during the three and nine months ended September 30, 2006 and 2005, and will be
included subsequent to their release dates. In addition, 7,075 shares held in escrow in connection with the acquisition of B2eMarkets, Inc. were
only included in the loss per share calculation subsequent to their release date of February 25, 2005.

All loss per share calculations have been adjusted for the Reverse Split (see Reverse Stock Split above).
Recent Accounting Pronouncements

In February 2006, the Financial Accounting Standards Board issued ( FASB ) SFAS No. 155, Accounting for Certain Hybrid Financial
Instruments, which amends SFAS No. 133, and SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities. SFAS No. 155 provides guidance to simplify the accounting for certain hybrid instruments by permitting fair value remeasurement
for any hybrid financial instrument that contains an embedded derivative, as well as, clarifies that beneficial interests in securitized financial
assets are subject to SFAS No. 133. In addition, SFAS No. 155 eliminates a restriction on the passive derivative instruments that a qualifying
special-purpose entity may hold under SFAS No. 140. SFAS No. 155 is effective for all financial instruments acquired, issued, or subject to a
new basis occurring after the beginning of an entity s first fiscal year that begins after September 15, 2006. An entity may apply SFAS No. 155
on an instrument-by-instrument basis to instruments that it holds at the date of adoption. We believe that the adoption of this statement will not
have a material effect on our financial condition or results of operations.

In June 2006, the FASB issued FASB Interpretation 48, Accounting for Uncertainty in Tax Positions, ( FIN 48 ) to clarify the criteria for
recognizing tax benefits under FASB Statement No. 109, Accounting for Income Taxes, and to require additional financial statement disclosure.
FIN 48 requires that we recognize, in our consolidated financial statements, the impact of a tax position if that position is more-likely-than-not to
be sustained on audit, based on the technical merits of the position. The provisions of FIN 48 are effective for us beginning January 1, 2007,
with the cumulative effect of the change in accounting principle recorded as an adjustment to opening accumulated deficit. At this time, we have
not completed the evaluation of the impact that the adoption of FIN 48 could have on our financial position, results of operations, and cash
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In June 2006, EITF issued EITF Issue No. 06-3, How Taxes Collected from Customers and Remitted to Governmental Authorities Should Be
Presented in the Income Statement (That Is, Gross versus Net Presentation), to clarify diversity in practice on the presentation of different types
of taxes in the financial statements. The Task Force concluded that, for taxes within the scope of the issue, a company may adopt a policy of
presenting taxes either gross within revenue or net. That is, it may include charges to customers for taxes within revenues and the charge for the
taxes from the taxing authority within cost of sales, or, alternatively, it may net the charge to the customer and the charge from the taxing
authority. If taxes subject to EITF No. 06-3 are significant, a company is required to disclose its accounting policy for presenting taxes and the
amounts of such taxes that are recognized on a gross basis. The guidance in this consensus is effective for the first interim reporting period
beginning after December 15, 2006. The Company will adopt EITF No. 06-3 as of January 1, 2007. The adoption of EITF No. 06-3 is not
expected to have a significant impact on our consolidated financial statements.

In September 2006, the FASB issued FASB No. 157, Fair Value Measurements. SFAS No. 157 is definitional and disclosure oriented and
addresses how companies should approach measuring fair value when required by U.S. Generally Accepted Accounting Principles (GAAP); it
does not create or modify any current GAAP requirements to apply fair value accounting. The standard provides a single definition for fair value
that is to be applied consistently and also generally describes and prioritizes according to reliability the methods and inputs used in valuations.
SFAS No. 157 prescribes various disclosures about financial statement categories and amounts which are measured at fair value, if such
disclosures are not already specified elsewhere in GAAP. The new measurement and disclosure requirements of SFAS No. 157 are effective

for the Company in the first quarter 2008. The Company expects no significant impact from adopting the standard.

In September 2006, the Securities and Exchange Commission ( SEC ) issued Staff Accounting Bulletin No. 108 ( SAB No. 108 ), Considering the
Effects of Prior Year Misstatements when Quantifying Misstatements in Current Year Financial Statements. SAB No. 108 addresses diversity in
practice in quantifying financial statement misstatements. SAB No. 108 requires the quantification of misstatements based on their impact to

both the balance sheet and the income statement to determine materiality. The guidance provides for a one-time cumulative effect adjustment to
correct for misstatements for errors that were not deemed material under a company s prior approach but are material under the SAB No. 108
approach. SAB No. 108 is effective for the fiscal year ending December 31, 2006. The Company is in the process of determining the effect, if

any, the adoption of SAB No. 108 will have on its financial statements.

(2) Liquidity

We currently believe that we will be able to finance our capital requirements and anticipated operating losses through September 30, 2007,

assuming that we (i) are able to obtain the Consent (defined below) from the holders of our $6.6 million senior secured promissory notes (the
Senior Notes ), which we are currently seeking and which will extend the due date of our $5.3 million senior subordinated discounted promissory

note (the 