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PART T. FINANCIAL INFORMATION
ITEM 1. CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
DIGITAL IMPACT, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(IN THOUSANDS, EXCEPT PER SHARE DATA)
(UNAUDITED)
THREE MONTHS ENDED SIX MONTHS ENDED
SEPTEMBER 30, SEPTEMBER 30,
2001 2000 2001 2000
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8,772 7,867
9,654 9,978
6,723 7,866
8,904 8,150
4,618 5,067
2,150 3,758

750 1,607
— 4,563
23,145 31,011
(13,491) (21,033)
325 1,836

REVENUE S e 4 v vt e et ettt et et et et eeeeeeeeeeneeeeeeeennn $ 8,420 $ 9,371
COST Of FeVENUES . ittt ittt ittt ettt teeteeeeneeaens 4,212 4,154
GrOSS MATGIiN e v v ittt it e et ettt ae e et eeneeeeeneenns 4,208 5,217
Operating expenses:
Research and development.......c.ouoiiiiieenenennn. 3,032 4,640
Sales and marketing..... ..ottt 4,389 3,926
General and administrative.........c.oiiiiiiiiin.. 2,288 2,767
Stock-based compensation..........coiiiiiiiiiaa.. 816 1,723
Amortization of goodwill and purchased
Intangibles. vttt e e e e e e e e e e 375 1,607
Write-off of acquired in-process research and
development and fixed assets...............o... - 4,563
Total operating EXPEeNSES . v v vt vttt tteeeeeeeenneneenns 10, 900 19,226
Loss from operations. ...t ii ettt ettt (6,692) (14,009)
Interest INCOME, NEL ...ttt ittt eteeeeeeenennennn 141 868
L= N I¥ 0 7= = $(6,551) $(13,141)
Net loss per common share -- basic and diluted...... $ (0.24) $ (0.55)

Shares used in net loss per common share

calculation —-- basic and diluted.............oo... 27,610 24,010 27,340 23,090
The accompanying notes are an integral part of these unaudited
condensed consolidated financial statements.
2
DIGITAL IMPACT, INC.
CONSOLIDATED BALANCE SHEETS
(IN THOUSANDS)
(UNAUDITED)
SEPTEMBER 30, MARCH 31,
2001 2001
ASSETS

Current assets:
Cash and cash equivalents. ...ttt enneeeeeeennens $28,036 $35,038
Accounts receivable, Net......u ittt ittt teeneeannens 8,138 12,899
Prepaid expenses and other current assets.............. 814 551
Total current asSsSel S ... u i it ittt ettt eneennnnn 36,988 48,488
Property and equipment, net....... ..ttt etennnneennn 12,223 13,100
Restricted cash. ... .ottt i it e e e e e ettt et e ee e 1,932 1,847
Intangible @SSl S . i i it ittt ittt et ettt eeeeeeeeeeanns 3,932 5,005
(O ol o TS = i 494 579
TOLAl BSSEE St i ittt ittt ettt ettt et ettt $55,569 $69,019
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LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

ACCOUNLS PaAVAD e . ittt ittt ettt et e et e $ 2,399
Deferred FeVENUES . v v i it ittt ettt ettt eeeeeeeeneeneean 1,269
Accrued PayroOll. ...ttt e e e e e e e e e 2,114
Accrued liabilities. ...ttt ettt 977
Current portion of capital lease obligations........... 817
Current portion of long term debt.......... ... 1,359
Total current liabilities.......uiiiiiiiininennnn 8,935

Capital lease obligations, less current portion............. 106
Long term debt, less current portion.............eeeeeiee... 1,893
Total liabilities.......i.iiiiiiiii e, 10,934

Stockholders' equity:

ComMMON SEOCK .t ittt ettt e e et e e e e ettt et e e 27
Additional paid-in capital.......ui ittt 142,657
Accumulated other comprehensive 10SS.......iieeeenene... (34)
Unearned stock-based compensation...................... (2,766)
Accumulated deficit ...ttt ittt e e e e e e (94,893)
Less treasury stock at cost......oiiiiiiiiiiiiinn. S (356)

Total stockholders' equity......ccuiiiiiennnn. 44,635

Total liabilities and stockholders' equity........ $55,569

The accompanying notes are an integral part of these
unaudited condensed consolidated financial statements.
3

DIGITAL IMPACT, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(IN THOUSANDS)
(UNAUDITED)

27

SIX MONTHS ENDED
SEPTEMBER 30,

Cash flows from operating activities
1 LS 1N 7= $(13,166)
Adjustments to reconcile net loss to net cash provided by
operating activities:
Charge for acquired in-process research and development
and fixed assets. ...ttt i i i e e -

Depreciation and amortization.............c.iiiieininenann.. 3,830
Provision for (recovery of) bad debts.................. (209)
Amortization of unearned stock-based compensation...... 2,150
Changes in operating assets and liabilities:

Accounts receivable. ...ttt ittt e e e e e e 4,970

Prepaid expenses and other current assets............ (263)

4,563
3,419

600
3,758

(4,105)
128
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Restricted cash. ... ..ttt ittt
Other assetsS. ...ttt ittt e e e ettt
Accounts pavable. ... ..ttt e et e e
Accrued liabilities and deferred revenue.......

Net cash used in operating activities.................

Cash flows from investing activities

Acquisition of property and equipment...............
Cash acquired from acquisition..................o...

Net cash used in investing activities.................

Cash flows from financing activities

Principal payments on long-term debt................

Proceeds from exercise of common stock options and

warrants, net of treasury stock repurchase.......
Net cash (used in) provided by financing activities...

Net decrease in cash and cash equivalents.............
Cash and cash equivalents at beginning of period......

Cash and cash equivalents at end of period............

Supplemental noncash information:

Fair value of net assets acquired (excluding transaction

[T =3 i
Assets acquired under capital leaseS........ccueueue...
Unearned stock-based compensation...................

The accompanying notes are an integral part of these unaudited

condensed consolidated financial statements.

4

DIGITAL IMPACT, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. THE COMPANY

Digital Impact, Inc.

("Digital Impact" or the "Company")

premier providers of online direct marketing solutions for enterprises.
Company was incorporated in California in October 1997 and reincorporated in

Delaware in October 1999. Digital Impact's solutions -- Strategy,

...... (85) (1,739)
...... 85 (317)
...... (2,158) 628
...... (119) 351
...... (4,965) (11,911)
...... (1,257) (5,107)
...... - 264
...... (1,257) (4,843)
...... (876) (395)
...... 96 1,016
...... (780) 621
...... (7,002) (16,133)
...... 35,038 68,073
...... $ 28,036 $ 51,940
...... $ - $ 31,145
...... $ 623 $ 140
...... $ 529 $ (349)

is one of the
The

Customer

Acquisition and Customer Marketing —-- enable corporations to create and deliver

marketing programs that drive revenue,

influence behavior and deepen customer

relationships. Digital Impact solutions provide deeper customer insight and
powerful program execution through a combination of hosted web applications,
messaging technology infrastructure and professional services.

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

BASIS OF PRESENTATION AND LIQUIDITY

The accompanying interim consolidated financial statements are unaudited,

but in the opinion of management,

contain all the adjustments

(consisting of

those of a normal, recurring nature) considered necessary to present fairly the

financial position, results of operations and cash flows for the periods

presented in conformity with generally accepted accounting principles applicable
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to interim periods. Certain information and footnote disclosures normally
included in financial statements prepared in accordance with generally accepted
accounting principles have been condensed or omitted under the Securities and
Exchange Commission's ("SEC") rules and regulations. Results of operations are
not necessarily indicative of the results expected for the full fiscal year or
any other future period.

The accompanying interim condensed consolidated financial statements should
be read in conjunction with the audited financial statements and the notes
thereto included in Digital Impact's Annual Report on Form 10-K for the fiscal
year ended March 31, 2001.

The Company has incurred recurring losses from operations and has an
accumulated deficit of approximately $94.9 million as of September 30, 2001. The
Company has incurred substantial losses and negative cash flows from operations
since inception. For the six months ended September 30, 2001, the Company
incurred a loss from operations of approximately $13.5 million and negative cash
flows from operations of approximately $5.0 million. Management expects
operating losses and negative cash flows to continue for the next several
quarters and anticipates that losses will decrease from its historic levels due
to a reduction of costs and expenses related to its workforce following the 10%
reduction in force in September, consultants and other discretionary spending
and an increase in its customer revenues and expansion of product offerings and
development of relationships with other businesses. Failure to generate
sufficient revenues, raise additional capital or reduce certain discretionary
spending could have a material adverse effect on the Company's ability to
achieve its intended business objectives.

The Company believes it has sufficient cash and cash equivalents to fund
operations for the next twelve months.

PRINCIPLES OF CONSOLIDATION

The accompanying interim consolidated financial statements include the
accounts of Digital Impact, Inc. and its wholly owned subsidiaries. All
significant intercompany transactions and balances have been eliminated on
consolidation.

COMPREHENSIVE INCOME

Comprehensive income is defined as the change in equity of a business
enterprise during a period from transactions and other events and circumstances
from non-owner sources. Other comprehensive loss, a component of stockholders'
equity, recorded by the Company for the six months ended September 30, 2001

5
DIGITAL IMPACT, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS —-- (CONTINUED)

was attributable to an unrealized loss on cash equivalents. The Company did not
have any additional transactions that were required to be reported in other
comprehensive income during the six months ended September 30, 2001.

CONCENTRATION OF CREDIT RISK AND OTHER RISKS AND UNCERTAINTIES

Financial instruments subjecting the Company to concentration of credit
risk consist primarily of cash and cash equivalents and trade accounts
receivable. The Company's cash and cash equivalents are maintained at a major
U.S. financial institution. Deposits in this institution may exceed the amount
of insurance provided on such deposits.
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The Company's customers are primarily concentrated in the United States.
The Company performs ongoing credit evaluations and establishes an allowance for
doubtful accounts based upon factors surrounding the credit risk of customers,
historical trends and other information.

NOTE 3. RECENT ACCOUNTING PRONOUNCEMENTS

In June 1998, the Financial Accounting Standards Board ("FASB") issued
Statement of Financial Accounting Standards No. 133, or SFAS 133, "Accounting
for Derivative Instruments and Hedging Activities." SFAS 133 establishes new
standards of accounting and reporting for derivative instruments and hedging
activities. SFAS 133 requires that all derivatives be recognized at fair value
in the statement of financial position, and that the corresponding gains or
losses be reported either in the statement of operations or as a component of
comprehensive income, depending on the type of hedging relationship that exists.
In July 1999, the FASB issued SFAS 137, "Accounting for Derivative Instruments
and Hedging Activities —-- Deferral of the Effective Date of SAFAS 133". SFAS 137
deferred the date of SFAS 133 until the first fiscal year beginning after June
15, 2001. In June 2000, the FASB issued SFAS 138, "Accounting for Certain
Derivative Instruments and Certain Hedging Activities —-- an Amendment of SFAS
133." SFAS 138 amends SFAS 133 to permit limited use of central treasury
offsetting of net exposures of intercompany derivatives for foreign currency
cash flow hedges. SFAS 138 must be adopted concurrently with SFAS 133. The
Company does not currently hold derivative instruments or engage in hedging
activities and hence the implementation of SFAS 133 did not have a material
impact upon the financial statements of the Company.

In July 2001, the Financial Accounting Standards Board issued SFAS No. 141
"Business Combinations," which established financial accounting and reporting
for business combinations and superseded APB Opinion No. 16, Business
Combinations, and FASB Statement No. 38, Accounting for Preacquisition
Contingencies of Purchased Enterprises. It requires that all business
combinations in the scope of this Statement are to be accounted for using one
method, the purchase method. The provisions of this Statement apply to all
business combinations initiated after June 30, 2001, and also apply to all
business combinations accounted for using the purchase method for which the date
of acquisition is July 1, 2001, or later.

In July 2001, the Financial Accounting Standards Board issued SFAS No. 142
"Goodwill and Other Intangible Assets," which established financial accounting
and reporting for acquired goodwill and other intangible assets and supersedes
APB Opinion No. 17, Intangible Assets. It addresses how intangible assets that
are acquired individually or with a group of other assets (but not those
acquired in a business combination) should be accounted for in financial
statements upon their acquisition and after they have been initially recognized
in the financial statements. The provisions of this Statement are effective
starting with fiscal years beginning after December 15, 2001. Early adoption is
permitted for entities with fiscal years beginning after March 15, 2001,
provided that the first interim financial statements have not previously been
issued. Accordingly, the Company has elected not to early adopt SFAS No. 142
beginning with the first quarter of fiscal 2002. Upon adoption of FAS 142, the
Company will reclassify the amount relating to assembled workforce (currently
$1.6 million) from intangible assets to goodwill and will no longer amortize
goodwill.

DIGITAL IMPACT, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS —-- (CONTINUED)

On October 3, 2001, the FASB issued SFAS No. 144, "Accounting for the
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Impairment or Disposal of Long-Lived Assets." SFAS No. 144 supercedes SFAS No.
121 "Accounting for the Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of." SFAS No. 144 applies to all long-lived assets
(including discontinued operations) and consequently amends APB Opinion No. 30,
"Reporting the Results of Operations, Reporting the Effects of Disposal of a
Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring
Events and Transactions." SFAS No. 144 develops one accounting model for long-—
lived assets that are to be disposed of by sale. SFAS No. 144 requires that
long-lived assets that are to be disposed of by sale be measured at the lower of
book value or fair value less cost to sell. Additionally SFAS No. 144 expands
the scope of discontinued operations to include all components of an entity with
operations that (1) can be distinguished from the rest of the entity and (2)
will be eliminated from the ongoing operations of the entity in a disposal
transaction. SFAS No. 144 is effective for the Company for all financial
statements issued in 2002. The adoption of SFAS No. 144 is not expected to have
a material impact on the Company's financial statements.

NOTE 4. NET LOSS PER SHARE

Basic net loss per share is computed using the weighted-average number of
outstanding shares of common stock, excluding common stock subject to
repurchase. Diluted net loss per share is computed using the weighted-average
number of outstanding shares of common stock and, when dilutive, potential
common shares from options and warrants to purchase common stock and common
stock subject to repurchase using the treasury stock method. The following table
presents the calculation of basic and diluted net loss per share:

THREE MONTHS ENDED SIX MONTHS ENDED
SEPTEMBER 30, SEPTEMBER 30,
2001 2000 2001 2000
Numerator:
NEl 108 S e ittt ittt et ettt eeeeeeeseeeeanaeeeaseeennnns $(6,551) $(13,141) $(13,166 $(19,197)
Denominator:
Weighted average common shares outstanding........ 28,060 26,030 27,980 25,330
Weighted average unvested common shares subject to
TEPUYCRASE . ittt et e e e e e e e (450) (2,020) (641 (2,240)
Denominator for basic and diluted calculation....... 27,610 24,010 27,340 23,090
Net loss per common share -- basic and diluted...... $ (0.24) $ (0.55) $ (0.48) $ (0.83)

The following warrants, outstanding stock options, and shares subject to
repurchase by the Company have been excluded from the calculation of diluted net
loss per common share because all such securities are antidilutive for all
periods presented:

SIX MONTHS ENDED

SEPTEMBER 30,
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(0] =3 i I = 6,585,000 6,624,000
1S 0 et = 270,042 1,810,000
L= = i - 38,000

NOTE 5. STOCK-BASED COMPENSATION

During the six months ended September 30, 2001, the Company reduced
unearned stock-based compensation, a component of stockholders' equity, by
approximately $1.7 million. This reduction was the

DIGITAL IMPACT, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS —-- (CONTINUED)

result of amortization of stock-based compensation of approximately $2.2 million
and a reduction of approximately $823,000 related primarily to stock option
forfeitures and the revaluation of options granted to consultants, offset by the
recording of approximately $1.3 million of deferred compensation related to the
issuance of restricted stock in exchange for the cancellation of options.
Unearned stock-based compensation is amortized to expense over the period during
which the options and restricted stock vest, generally three to four years, in
accordance with FASB Interpretation No. 28.

In March 2001, the Company issued approximately 548,000 shares of
restricted stock with a fair value of $1.34 as part of a retention program
designed to retain key executives. The restricted stock was issued with a
purchase price of $0.001 with half the stock vesting on the date of issuance and
the remaining half vesting in the quarter ended September 30, 2001. As a result,
the Company recognized approximately $361,000 of compensation expense in the
fiscal year ended March 31, 2001 and $375,000 in the six months ended September
30, 2001. This amount is included in the $2.2 million of deferred compensation
reported above.

In May 2001, the Company issued approximately 797,500 shares of restricted
stock with a fair value of $1.17 in exchange for the cancellation of
approximately 737,500 options. The restricted stock was issued with a purchase
price of $0.001 with one sixth of the stock vesting on the grant date and the
remainder vesting over three years. As a result, the Company recognized
approximately $921,000 of compensation expense in the six months ended September
30, 2001 for the shares that vested immediately and the shares that vested in
the first and second quarters. The remainder of the unearned stock-based
compensation will be recognized over the period which the restricted stock vests
in accordance with FASB Interpretation No. 28.

NOTE 6. RESTRUCTURING CHARGES

In September 2001, management took additional steps to further increase
operational efficiencies and to bring costs in line with revenues. These
measures included the involuntary termination of approximately 30 employees,
approximately 10% of the Company's workforce. As a result, Digital Impact
recorded a charge of approximately $100,000 to operations for the quarter ended
September 30, 2001. As of September 30, 2001, all of the $100,000 charge had
been paid.

NOTE 7. CONTINGENCIES
On June 5, 2001, a putative securities class action, captioned Stein v.

Digital Impact, Inc., et al., Civil Action No. 01-CV-4942, was filed against
Digital Impact, two of its officers (William Park and David Oppenheimer), and
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Credit Suisse First Boston Corporation ("CSFB"), an underwriter in Digital
Impact's initial public offering, in the United States District Court for the
Southern District of New York. The complaint alleges violations of Section 11 of
the Securities Act of 1933 (the "Securities Act") against all defendants, a
violation of Section 15 of the Securities Act against William Park and David
Oppenheimer, and violations of Section 12 (a) (2) of the Securities Act and
Section 10(b) of the Securities Exchange Act of 1934 (and Rule 10b-5,
promulgated thereunder) against CSFB. The complaint seeks unspecified damages on
behalf of a purported class of purchasers of common stock between November 22,
1999 and December 6, 2000. On June 19, 2001, a similar complaint, captioned
Dramn v. Digital Impact et al., Civil Action No. 01-CV-5103, was filed in the
United States District Court for the Southern District of New York. The
complaint is substantially identical to the Stein complaint: it names the same
defendants, contains virtually identical claims, and seeks unspecified damages
on behalf of a purported class of purchasers of common stock during an identical
class period.

On June 29, 2001, another similar complaint, captioned Martin v. Digital
Impact et al., Civil Action No. 01-CV-5963, was filed in the United States
District Court for the Southern District of New York. The complaint is
substantially identical to the Stein complaint: it contains virtually identical
claims and seeks unspecified damages on behalf of a purported class of
purchasers of common stock during an identical class period. In addition to the
defendants named in Stein, the Martin complaint names Gerardo Capiel, a Digital

8

DIGITAL IMPACT, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS —-- (CONTINUED)

Impact officer and director, as well as J.P. Morgan Chase, U.S. Bancorp Piper
Jaffray, Inc. and Bear Stearns, co-underwriters in Digital Impact's initial
public offering. The Martin complaint also alleges violations of Section 10 (b)
of the Securities Exchange Act of 1934 (and Rule 10b-5 promulgated thereunder)
against Digital Impact, William Park, David Oppenheimer and Gerardo Capiel. The
Company anticipates that additional, substantially similar lawsuits may be
brought.

Various plaintiffs have filed similar actions in the United States District
Court for the Southern District of New York asserting virtually identical
allegations against more than 180 other issuers. These cases have all been
assigned to the Hon. Shira Scheindlin for coordination and decisions on pretrial
motions, discovery, and related matters other than trial. The Company believes
that it has meritorious defenses to these lawsuits and will defend itself
vigorously in the litigation. In the opinion of management, after consultation
with legal counsel and based on currently available information, the ultimate
disposition of these matters is not expected to have a material adverse effect
on our business, financial condition or results of operations, and hence no
amounts have been accrued for these cases.

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

You should read the following discussion of our financial condition and
results of operations in conjunction with our financial statements and related
notes. This discussion contains forward-looking statements that involve risks
and uncertainties. Our actual results may differ materially from those
anticipated in these forward-looking statements as a result of factors including
those discussed in "Certain Factors Which May Impact Future Operating Results,"

10
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starting on page 15, as well as factors set forth in Digital Impact's Annual
Report on Form 10-K for the fiscal year ended March 31, 2001. Any
forward-looking statements speak only as of the date such statements are made.

OVERVIEW

Digital Impact, Inc. is one of the premier providers of online direct
marketing solutions for enterprises. We were incorporated in California in
October 1997 and reincorporated in Delaware in October 1999. Digital Impact's
solutions -- Strategy, Customer Acquisition and Customer Marketing —-- enable
corporations to create and deliver marketing programs that drive revenue,
influence behavior and deepen customer relationships. Digital Impact solutions
provide deeper customer insight and powerful program execution through a
combination of hosted web applications, messaging technology infrastructure and
professional services.

In July 2000, we acquired MineShare, Inc. ("MineShare"), a customer
intelligence and analysis company based in Santa Monica, California. The
transaction was accounted for using the purchase method of accounting.

Digital Impact generates revenues from the sale of solutions that enable
businesses to proactively communicate with their customers online. Historically,
these solutions have primarily consisted of the design and execution of online
direct marketing campaigns, the development and execution of customer
acquisition programs, and additional services delivered by our professional
services organization. In accordance with Staff Accounting Bulletin No. 101,
"Revenue Recognition in Financial Statements," revenue 1s recognized when online
direct marketing campaigns are delivered, provided that there are no remaining
significant obligations and collection of the resulting receivable is reasonably
assured. Revenue generated from our acquisition services group, which assists
clients in growing their email lists through the use of third party list
rentals, 1s recognized when the campaigns are delivered, provided there are no
significant remaining obligations and the collection of receivables is
reasonably assured. The cost of renting the list is passed through to our
clients and hence is offset against the corresponding revenue. Revenue generated
from our professional services is recognized as the services are provided.

Cost of revenues consists primarily of expenses relating to the delivery of
online direct marketing services, including personnel costs, primarily
consisting of our production services and customer service staff, the
amortization of equipment, purchased and licensed technology, and data center
expenses.

Our operating expenses are classified into three general categories:
research and development, sales and marketing, and general and administrative.
We classify all charges to these operating expense categories based on the
nature of the expenditures. Although each category includes expenses that are
unique to the category, some expenditures, such as compensation, employee
benefits, recruiting costs, equipment costs, travel and entertainment costs,
facilities costs and third-party professional service fees, occur in each of
these categories.

We allocate the total cost for information services and facilities to each
functional area that uses the information services and facilities based on its
relative headcount. These allocated charges include rent and other
facility-related costs, communication charges and depreciation expense for
furniture and equipment.

Total operating expenses also include non-cash expenses related to
stock-based compensation and amortization of goodwill and purchased intangibles.

As of September 30, 2001 we had 304 full-time employees. In April and

11
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September 2001 we realigned our organization with a workforce reduction of
approximately 60 and 30 employees, respectively, in order to streamline
operations, reduce costs and bring our staffing structure in line with current
economic conditions. As a result, costs associated with the April workforce
reduction, including severance and other employee-

10

related costs, were accrued in the balance sheet for the fiscal year ended March
31, 2001. Expenses related to the September work force reduction, including
severance and other employee expenses, were expensed in the quarter ended
September 30, 2001.

RESULTS OF OPERATIONS
The following table sets forth selected data for the periods indicated as a

percentage of total revenues. These operating results are not necessarily
indicative of results for any future periods.

THREE MONTHS SIX MONTHS
ENDED ENDED
SEPTEMBER 30, SEPTEMBER 30,
2001 2000 2001 2000
A LS T ot o v o L O 100% 100% 100% 100%
COSt Of FeVENUE. « i ittt it ettt e et e et ettt ettt eaaeeaeans 50% 44% 48% 44%
[ T = T (1= el i 5 o 50% 56% 52% 56%
Operating expenses:
Research and development......c.o.iii ittt ineneeeeeennnnens 36% 50% 36% 44%
Sales and marketing. ..ot it i ittt ittt ettt e 52% 42% 48% 46%
General and administrative........ ... 27% 29% 25% 28%
Stock-based compensation.........iiiiiiiiiiitree..n 10% 18% 12% 21%
Amortization of goodwill and purchased intangibles..... 4% 17% 4% 9%
NONreCUrring Charge s . v vttt ittt ittt ettt et aeeeeenens - 49% - 26%
Total operating EXPEeNSEeS . v v v vttt it teeeeeeeeennenns 129% 205% 125% 174%
Loss from Ooperations . ..ttt ittt ettt e et (79)% (149)% (73)% (118)
Interest INCOME, NEL ... it ittt ittt ettt ettt eeeeeeeeneeaens 2% 9% 2% 10%
N w0 = = (77)% (140)% (71)% (108)
THREE MONTHS ENDED SEPTEMBER 30, 2001 AND 2000
Revenues. Total revenues decreased 10% to $8.4 million for the three

months ended September 30, 2001 from $9.4 million for the three months ended
September 30, 2000. The decrease was primarily due to a decline in clients and
spending from certain continuing clients from September 2000 through September
2001 as well a temporary decline in email volume related to the events of
September 11th, partially offset by increased message volume and revenue from
other continuing clients, and the expansion of our core service offerings.

Cost of Revenues. Total cost of revenues were flat at $4.2 million for the
three months ending September 30, 2000 and 2001. Gross margins declined to 50%
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for the quarter ended September 30, 2001 from 56% for the quarter ended
September 30, 2000, largely due to continued investment in our data center
infrastructure, resulting in excess capacity that when spread over our revenue
base resulted in slightly lower margins.

Research and Development. Research and development expenses consist
primarily of personnel and related costs, consultants and outside contractor
costs, and software and hardware maintenance costs for our development efforts.
To date, all research and development costs have been expensed as incurred.
Research and development expenses declined by 35% to $3.0 million for the
quarter ended September 30, 2001 from $4.6 million for the quarter ended
September 30, 2000. The decline is primarily a result of a decrease in personnel
costs of approximately $1.1 million, largely related to the decrease in
engineering staff related to our April and September realignment initiatives,
and a $900,000 reduction in outside consulting expenses related to continuing
efforts to meet development needs with internal resources, offset by a $161,000
increase in amortized tangible purchased technology expense related to our
MineShare acquisition. We expect to continue to make investments in research and
development.
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Sales and Marketing. Sales and marketing expenses consist of personnel and
related costs primarily for our direct sales force and marketing staff, as well
as marketing programs, which include trade shows, advertisements, promotional
activities and media events. Sales and marketing expenses increased 12% to $4.4
million for the three months ended September 30, 2001 from $3.9 million for the
three months ended September 30, 2000. The increase was primarily due to an
increase in personnel costs of $200,000 related to expansion of our sales
organization and an increase in marketing costs of $200,000 related to expanded
advertising and promotional activities.

General and Administrat