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Check the appropriate box if the Form 8-K filing is intended to simultaneously satisfy the reporting obligation of the registrant under any of the following

provisions:
 
 ☐ Written communications pursuant to Rule 425 under the Securities Act
 
 ☐ Soliciting material pursuant to Rule 14a-12 of the Exchange Act
 
 ☐ Pre-commencement communications pursuant to Rule 14d-2(b) Exchange Act
 
 ☐ Pre-commencement communications pursuant to Rule 13e-4(c) Exchange Act
 



Item 2.01 Acquisition or Disposition of Assets
 On July 27, 2005, Marchex, Inc., a Delaware corporation (“Marchex” or the “Company”) completed the acquisition of IndustryBrains, Inc., a New York
corporation (“IndustryBrains”). Marchex filed a Current Report on Form 8-K on August 2, 2005 announcing the completion of the acquisition of IndustryBrains.
The purpose of this Form 8-K/A is to amend the Current Report on Form 8-K filed on August 2, 2005 to include the financial statements and pro forma financial
information required by Item 9.01.
 
Item 9.01 Financial Statements and Exhibits.
 (a) Financial statements of businesses acquired.
 The unaudited condensed financial statements of IndustryBrains, Inc. as of June 30, 2005 and for the six months ended June 30, 2004 and 2005 and the
audited financial statements of IndustryBrains, Inc. as of December 31, 2004 and for the year ended December 31, 2004 are attached hereto as Exhibit 99.2 and
are incorporated herein by reference.
 
(b) Pro forma financial information.
 The unaudited pro forma condensed consolidated financial statements for Marchex, Inc. as of June 30, 2005 and for the year ended December 31, 2004 and
the six months ended June 30, 2005 are attached hereto as Exhibit 99.3 and are incorporated herein by reference.
 
(c) Exhibits.
 
Exhibit No.

  

Description

2.1*

  

Agreement and Plan of Merger, dated as of July 27, 2005, by and among Marchex, Inc., Einstein Holdings I, Inc., Einstein Holdings 2,
LLC, IndustryBrains, Inc., the primary shareholders of IndustryBrains, Inc. and with respect to Articles II, VII and XII only, Erik
Matlick as shareholder representative.

23.1   Independent auditors’ consent.

99.1*   Press Release, dated July 27, 2005.

99.2

  

The unaudited condensed financial statements of IndustryBrains, Inc. as of June 30, 2005 and for the six months ended June 30, 2004
and 2005 and the audited financial statements of IndustryBrains, Inc. as of December 31, 2004 and for the year ended December 31,
2004.

99.3
  

The unaudited pro forma condensed consolidated financial statements for Marchex, Inc. as of June 30, 2005 and for the year ended
December 31, 2004 and the six months ended June 30, 2005.

* Previously filed.
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SIGNATURES
 

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be signed on its behalf by the
undersigned hereunto duly authorized.
 
Date: October 12, 2005   MARCHEX, INC.

 

  

By:
 

/s/    MICHAEL A. ARENDS        

 

  

Name:
Title:  

Michael A. Arends
Chief Financial Officer

 
3



EXHIBIT INDEX
 
Exhibit No.

  

Description

2.1*

  

Agreement and Plan of Merger, dated as of July 27, 2005, by and among Marchex, Inc., Einstein Holdings I, Inc., Einstein Holdings 2,
LLC, IndustryBrains, Inc., the primary shareholders of IndustryBrains, Inc. and with respect to Articles II, VII and XII only, Erik
Matlick as shareholder representative.

23.1   Independent auditors’ consent.

99.1*   Press Release, dated July 27, 2005.

99.2

  

The unaudited condensed financial statements of IndustryBrains, Inc. as of June 30, 2005 and for the six months ended June 30, 2004
and 2005 and the audited financial statements of IndustryBrains, Inc. as of December 31, 2004 and for the year ended December 31,
2004.

99.3
  

The unaudited pro forma condensed consolidated financial statements for Marchex, Inc. as of June 30, 2005 and for the year ended
December 31, 2004 and the six months ended June 30, 2005.

* Previously filed.
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Exhibit 23.1
 

Independent Auditors’ Consent
 
The Board of Directors
Marchex, Inc.:
 

We consent to the incorporation by reference in the registration statements (Nos. 333-125372 and 333-128317) on Form S-3 and registration statements
(Nos. 333-116867 and 333-123753) on Form S-8 of Marchex, Inc. of our report dated September 30, 2005, with respect to the balance sheet of Industrybrains,
Inc. as of December 31, 2004 and the related statement of operations, stockholders’ equity, and cash flows for the year ended December 31, 2004, which report
appears in this Form 8-K/A of Marchex, Inc.
 
/s/    KPMG LLP
 
Seattle, Washington
October 11, 2005



Exhibit 99.2
 

Independent Auditors’ Report
 
The Board of Directors
IndustryBrains, Inc.:
 

We have audited the accompanying balance sheet of IndustryBrains, Inc. as of December 31, 2004, and the related statement of operations, stockholders’
equity, and cash flows for the year then ended. These financial statements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these financial statements based on our audit.
 

We conducted our audit in accordance with auditing standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit includes consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing
an opinion on the effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no such opinion. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.
 

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of IndustryBrains, Inc. as of
December 31, 2004, and the results of its operations and its cash flows for the year then ended in conformity with accounting principles generally accepted in the
United States of America.
 
/s/    KPMG LLP
 
Seattle, Washington
September 30, 2005



INDUSTRYBRAINS, INC.
 BALANCE SHEETS
 

      

Unaudited

 

   

December 31,
2004

  

June 30,
2005

 
ASSETS          

Current assets:          
Cash and cash equivalents   $ 819,938  $ 782,984 
Accounts receivable, net    716,578   1,057,127 
Prepaid expenses and other current assets    29,793   22,206 

    
Total current assets    1,566,309   1,862,317 

Property and equipment, net    69,365   104,410 
Other assets    11,173   11,173 
    

Total assets   $ 1,646,847  $ 1,977,900 

    

LIABILITIES AND STOCKHOLDERS’ EQUITY          
Current liabilities:          

Accounts payable   $ 535,981  $ 666,218 
Accrued expenses and other current liabilities    522,654   586,819 
Deferred revenue    299,225   343,749 

    
Total current liabilities    1,357,860   1,596,786 

Deferred tax liabilities    7,089   7,879 
    

Total liabilities    1,364,949   1,604,665 

Commitments and subsequent events          

Stockholders’ equity:          
Series A and B preferred stock, no par value, 683 shares authorized, no shares outstanding at December 31, 2004 and at

June 30, 2005    —     —   
Common stock, no par value, 1,400 shares authorized, 1,211.25 issued and outstanding at December 31, 2004 and at

June 30, 2005    343,061   403,951 
Accumulated deficit    (61,163)  (30,716)

    
Total stockholders’ equity    281,898   373,235 

    
Total liabilities and stockholders’ equity   $ 1,646,847  $ 1,977,900 

    
 
 
 

See accompanying notes to financial statements.



INDUSTRYBRAINS, INC.
 STATEMENTS OF OPERATIONS
 

      

Unaudited

   

Year ended
December 31,

2004

  

Six months
ended June 30,

2004

  

Six months
ended June 30,

2005

Revenue   $ 6,692,836  $ 2,649,395  $ 5,502,074
Expenses:             

Service costs    3,182,339   1,234,047   2,858,327
Sales and marketing (1)    1,640,834   697,704   1,115,163
Product development    265,689   123,942   191,236
General and administrative    433,986   244,226   225,605
Stock based compensation (2)    6,305   —     60,890

       
Total operating expenses    5,529,153   2,300,036   4,451,221

       
Income from operations    1,163,683   349,359   1,050,853

Other income:             
Interest income    —     —     5,467

       
Total other income    —     —     5,467

       
Income before provision for income taxes    1,163,683   349,476   1,056,320
Income tax expense    80,021   6,830   117,156
       
Net income   $ 1,083,662  $ 342,646  $ 939,164

       

            
(1)    Excludes stock-based compensation.             
(2)    Components of stock-based compensation:             

Sales and marketing   $ 6,305   —    $ 60,890
 
 

See accompanying notes to financial statements.



INDUSTRYBRAINS, INC.
 STATEMENTS OF STOCKHOLDERS’ EQUITY
 

   

Common stock

  Accumulated
deficit

 

 
Total

stockholders’
equity

    

Shares

  

Amount

   
Balances at December 31, 2003   1,211.25  $ 336,756  $ (308,357) $ 28,399 

Net income   —     —     1,083,662   1,083,662 
Distributions   —     —     (836,468)  (836,468)
Stock based compensation   —     6,305   —     6,305 

        
Balances at December 31, 2004   1,211.25   343,061   (61,163)  281,898 

Net income—unaudited   —         939,164   939,164 
Distributions—unaudited           (908,717)  (908,717)
Stock based compensation—unaudited   —     60,890       60,890 

        
Balances at June 30, 2005—unaudited   1,211.25  $ 403,951  $ (30,716) $ 373,235 

        
 
 
 
 
 

See accompanying notes to financial statements.



INDUSTRYBRAINS, INC.
 STATEMENTS OF CASH FLOWS
 

      

Unaudited

 

   

Year ended
December 31,

2004

  

Six months
ended June 30,

2004

  

Six months
ended June 30,

2005

 
Cash flows from operating activities:              

Net income   $1,083,662  $ 342,646  $ 939,164 
Adjustments to reconcile net income to net cash provided by operating activities:              

Depreciation and amortization    18,916   3,777   26,804 
Allowance for doubtful accounts and merchant advertiser credits    11,000   —     17,000 
Stock based compensation    6,305   —     60,890 
Deferred income taxes    5,803   2,507   (1,694)

Change in certain assets and liabilities:              
Accounts receivable, net    (470,757)  (170,266)  (357,549)
Prepaid expenses and other assets    (31,506)  (2,437)  10,071 
Accounts payable    358,415   134,246   130,237 
Accrued expenses and other current liabilities    41,312   16,549   18,359 
Deferred revenue    150,159   56,260   44,524 

     
Net cash provided by operating activities    1,173,309   383,282   887,806 

Cash flows from investing activities:              
Purchases of property and equipment    (77,394)  (34,762)  (61,849)

     
Net cash used in investing activities    (77,394)  (34,762)  (61,849)

Cash flows from financing activities:              
Distributions to stockholders    (446,108)  (86,794)  (862,911)

     
Net cash used in financing activities    (446,108)  (86,794)  (862,911)

     
Net increase (decrease) in cash and cash equivalents    649,807   261,726   (36,954)

Cash and cash equivalents at beginning of period    170,131   170,131   819,938 
     
Cash and cash equivalents at end of period   $ 819,938  $ 431,857  $ 782,984 

     
Supplemental disclosure of cash flow information:              

Cash paid during the period for income taxes   $ 76,493  $ —    $ 52,750 
Supplemental disclosure of non-cash financing activities:              

Stockholder distribution recorded in accrued expenses   $ 390,360  $ 104,028  $ 436,166 
 
 

See accompanying notes to financial statements.



INDUSTRYBRAINS, INC.
 Notes to Financial Statements

For the year ended December 31, 2004 and unaudited six months ended June 30, 2004 and 2005
 
Note 1—Description of Business and Summary of Significant Accounting Policies
 

a) Description of Business
 IndustryBrains, Inc. (the “Company”), a New York State company founded in January 2002, offers media and technology products for the online
advertising needs of Web publishers and advertisers, including advertisement serving, analytics and search paid inclusion.
 

The accompanying unaudited condensed consolidated financial statements of the Company as of June 30, 2005 and for the six months ended June 30, 2004
and 2005 have been prepared in accordance with accounting principles generally accepted in the United States of America for interim financial information.
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 six months ended June 30, 2005 are not necessarily indicative of the results that may be expected for the year ending December 31,
2005.
 

b) Cash and Cash Equivalents
 The Company considers all highly liquid investments with an original maturity of three months or less at the date of purchase and proceeds in-transit from
credit and debit card transactions with settlement terms of less than five days to be cash equivalents. Cash equivalents totaled approximately $95,000 and
$775,000 at December 31, 2004 and June 30, 2005, respectively. Cash equivalents consist primarily of money market funds and include credit and debit card in-
transit amounts of approximately $95,000 and $66,000 at December 31, 2004 and June 30, 2005, respectively.
 

c) Fair Value of Financial Instruments
 The Company had the following financial instruments as of the periods presented: cash and cash equivalents, accounts receivable, accounts payable,
accrued expenses and other current liabilities. The carrying value of cash and cash equivalents, accounts receivable, accounts payable, accrued expenses and other
current liabilities approximates their fair value based on the liquidity of these financial instruments or based on their short-term nature.
 

d) Accounts Receivable
 Accounts receivable are recorded at the invoiced amount and do not bear interest. Accounts receivable balances are presented net of allowance for doubtful
accounts and allowance for merchant advertiser credits.
 

Allowance for Doubtful Accounts
 The Company records an allowance for doubtful accounts when it estimates probable credit losses in existing accounts receivable. The allowance is
determined based on analysis of historical bad debts, customer credit worthiness and current economic trends. Past due balances are reviewed individually for
collectibility and account balances are written off against the allowance after all means of collection have been exhausted and the potential for recovery is
considered remote. The allowance for doubtful accounts was $11,000 and $16,000 at December 31, 2004 and June 30, 2005, respectively.



INDUSTRYBRAINS, INC.
 Notes to Financial Statements

For the year ended December 31, 2004 and unaudited six months ended June 30, 2004 and 2005
 

Merchant Advertiser Credit Reserves
 The Company grants merchant advertiser credits to its customers under certain circumstances. The merchant advertiser credit reserve is the Company’s best
estimate of the amount of expected future reductions in merchant advertisers’ payment obligations to the Company related to delivered services. The Company
determines the merchant advertiser credit reserve based on analysis of historical credits. The merchant advertiser credit reserve was not significant at
December 31, 2004 and was $12,000 at June 30, 2005.
 

f) Property and Equipment
 Property and equipment are stated at cost. Depreciation on computers and other related equipment and furniture and fixtures and amortization on purchased
and internally developed software is calculated for book purposes on the straight-line method over the estimated useful lives of the assets, generally averaging
three years. Repairs and maintenance are charged to expense in the year incurred.
 

g) Impairment or Disposal of Long-Lived Assets
 In accordance with Statement of Financial Accounting Standards (SFAS) No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, the
Company reviews its long-lived assets for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset group may not
be recoverable. Recoverability of assets held and used is measured by a comparison of the carrying amount of an asset group to estimated undiscounted future
cash flows expected to be generated by the asset group. If such asset group is considered to be impaired, the impairment to be recognized is measured by the
amount by which the carrying amount of the asset group exceeds its estimated fair value. Assets to be disposed of would be separately presented on the balance
sheet and reported at the lower of their carrying amount or fair value less costs to sell, and would no longer be amortized or depreciated.
 

h) Revenue Recognition
 The Company’s revenue is generated primarily through delivery of performance-based advertising services to merchant advertisers. Performance-based
advertising services includes pay-per-click services in which revenue is recognized upon the Company’s delivery of qualified and reported click-throughs to the
merchant advertisers which occurs when an online user clicks on any of the merchant advertisers’ listings after it has been placed by the Company or the
Company’s distribution partners. The Company follows Staff Accounting Bulletin 104, Revenue Recognition (SAB No. 104). This pronouncement summarizes
certain of the Security and Exchange Commission (SEC) staff’s views on the application of accounting principles generally accepted in the United States of
America to revenue recognition. Revenue from click-through activity is recognized once persuasive evidence of an arrangement exists, services are performed
(clicks are delivered), provided the fee is fixed and determinable and collection is reasonably assured. The Company has no barter transactions.
 

The Company enters into agreements with various distribution partners to provide merchant advertisers’ listings. The Company generally pays distribution
partners based on a specified percentage of revenue or a fixed amount per click-through on these listings. The Company acts as the primary obligor with the
merchant advertiser for revenue click-through transactions and is responsible for the fulfillment of services. In accordance with Emerging Issues Task Force
(EITF) Issue No. 99-19, Reporting Revenue Gross as a Principal Versus Net as an Agent, the revenues derived from advertisers are reported gross based upon the
amounts received from the merchant advertiser.
 

The Company also recognizes revenue for certain agency contracts under the net revenue recognition method. Under these specific agreements, the
Company generates revenue from web publishers utilizing its web-



INDUSTRYBRAINS, INC.
 Notes to Financial Statements

For the year ended December 31, 2004 and unaudited six months ended June 30, 2004 and 2005
 
based technologies. The Company is paid an agency fee based on the total amount of the purchase made by the merchant advertiser. Under these agreements, the
web publishers engage the merchant advertisers and are the primary obligor, and the Company, in certain instances, is only financially liable to the publisher in its
capacity as collection agent for the amount collected from the merchant advertisers.
 

i) Service Costs
 Service costs include network operations and customer service costs that consist primarily of costs associated with providing performance-based
advertising services, maintaining the Company’s Web site, credit card processing fees, amortization of internally developed software, network operations, and
fees paid to outside service providers that provide and manage the Company’s paid listings and customer services. Customer service and other costs associated
with serving the Company’s search results and maintaining the Company’s Web site include depreciation of Web site and network equipment, co-location charges
of the Company’s Web site equipment, bandwidth and salaries of related personnel.
 

Service costs also include user acquisition costs that relate primarily to payments made to distribution partners for access to their online user traffic. The
Company enters into agreements of varying durations with distribution partners that integrate the Company’s services into their Web 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 exist to a lesser degree include: 1) fixed payments, based on a
guaranteed minimum amount of usage delivered, 2) variable payments based on a specified metric, such as number of paid click-throughs, and 3) a combination
arrangement with both fixed and variable amounts.
 

j) Advertising Expenses
 Advertising costs are expensed as incurred and primarily include trade shows and advertising materials. The amounts for advertising expense were
approximately $23,000, $3,000 and $24,000 for the year ended December 31, 2004 and the six months ended June 30, 2004 and 2005, respectively.
 

k) Product Development
 Product development costs consist primarily of expenses incurred by the Company in the research and development, creation, and enhancement of the
Company’s Internet sites and services. Research and development expenses are expensed as incurred and include compensation and related expenses, costs of
computer hardware and software, and costs incurred in developing features and functionality of the services.
 

Product development costs are expensed as incurred or capitalized into property and equipment in accordance with the American Institute of Certified
Public Accountants’ (AICPA) Statement of Position 98-1, Accounting for the Costs of Computer Software Developed or Obtained for Internal Use (SOP 98-1).
SOP 98-1 requires that cost 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.
 

The Company has capitalized certain internal use software and Web site development costs totaling approximately $41,000 during 2004. The estimated
useful life of costs capitalized was evaluated for each specific project and ranges from 18 to 36 months. Amortization expense was $11,000, $700, and $11,000
for the year ended December 31, 2004 and the six months ended June 30, 2004 and 2005, respectively. Capitalized internal use software and Web site
development costs are included in property and equipment.



INDUSTRYBRAINS, INC.
 Notes to Financial Statements

For the year ended December 31, 2004 and unaudited six months ended June 30, 2004 and 2005
 

l) Stock Option Plan
 The Company applies 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. 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 has elected to apply the intrinsic value-based method of accounting described above for options granted to
employees, and has adopted the disclosure requirements of SFAS No. 123.
 

The Company recognizes 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 income if the fair-value-based method had been applied to all outstanding awards in each period.
 

      

Unaudited

 

   

December 31,
2004

  

June 30,
2004

  

June 30,
2005

 
Net income applicable to common stockholders:          
As reported   $1,083,662  $ 342,646  $ 939,164 
Add: stock-based employee expense included in reported net income, net of related tax effect (1)    5,747   —     55,501 
Deduct: stock-based employee compensation expense determined under fair-value-based method

for all awards, net of related tax effect (1)    (11,390)  (2,103)  (22,463)
     
Pro forma   $1,078,019  $ 340,543  $ 972,202 

     

(1) Amounts, when applicable, are presented net of 8.85% related to City of New York taxes. As a sub-S corporation, the Company is not subject to federal
income taxes.

 
See note 4 for details of the assumptions used to arrive at the fair value of each option grant.

 
The Company accounts 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.
 

m) Use of Estimates
 Management uses estimates and assumptions in preparing financial statements. Those estimates and assumptions affect the reported amounts of assets and
liabilities, the disclosure of contingent assets and liabilities, and the reported revenues and expenses. Actual results could differ from those estimates.



INDUSTRYBRAINS, INC.
 Notes to Financial Statements

For the year ended December 31, 2004 and unaudited six months ended June 30, 2004 and 2005
 

n) Concentrations
 Accounts receivable The percentages of accounts receivable from customers representing 10% or more of accounts receivable are as follows:
 

      

Unaudited

 

   

December 31,
2004

  

June 30,
2005

 
Customer A   17% 0%
Customer B   13% 12%
Customer C   6% 14%

 
Revenue Substantially all of the Company’s revenue earned from merchant advertisers is generated through arrangements that are short-term in nature. 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 customers on commercially acceptable terms. In addition, several of these merchant
advertisers may be considered potential competitors.
 

There were no merchant advertisers that represented more than 10% of revenue for the year ended December 31, 2004 and the six months ended June 30,
2004 and 2005.
 

Primarily all of the Company’s revenue earned from merchant advertisers is generated through arrangements with distribution partners that provide search
listings. The Company may not be successful in renewing any of these agreements, or if they are renewed, they may not be on as favorable terms. 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.
 

The percentage of revenue earned from merchant advertisers supplied by distribution partners representing more than 10% of total revenue is as follows:
 

      

Unaudited

 

   

Year ended
December 31,

2004

  

Six months
ended June 30,

2004

  

Six months
ended June 30,

2005

 
Distribution Partner A   11% 10% 9%

 
Cash and investments The Company maintains its cash and investments with a single financial institution. At certain times during the year, its cash balance

may exceed the $100,000 FDIC insured limit.
 

At December 31, 2004 and June 30, 2005, the Company had uninsured balances of $625,000 and $617,000, respectively.
 

o) Income Taxes
 The Company utilizes the asset and liability methods 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.



INDUSTRYBRAINS, INC.
 Notes to Financial Statements

For the year ended December 31, 2004 and unaudited six months ended June 30, 2004 and 2005
 

The Company elected to be taxed under the provisions of Subchapter S of the Internal Revenue Code commencing January 1, 2004. Under those
provisions, the Company does not pay federal or state corporate income taxes on its taxable income. Instead, the stockholders are liable for individual federal and
state income taxes on their respective shares of the corporate income. Accordingly, no provision has been made for federal income tax or New York State
franchise tax in the accompanying financial statements. The Company is subject to New York City corporate income tax.
 

p) Guarantees
 Indemnification provisions contained within the Company’s customer and distribution partner agreements are generally consistent with those prevalent in
the Company’s industry. The Company has not incurred significant obligations under customer and distribution partner indemnification provisions historically
and does not expect to incur significant obligations in the future. Accordingly, the Company does not maintain accruals for potential customer and distribution
partner indemnification obligations.
 

q) Recently Issued Accounting Standards
 In December 2004, the Financial Accounting Standards Board (FASB) issued Statement No. 123-R, which replaces SFAS No. 123 and supersedes APB
Opinion No. 25. As originally issued, SFAS No. 123 established as preferable a fair-value-based method of accounting for share-based payment transactions with
employees. However, that pronouncement permitted entities to continue applying the intrinsic-value-based model of APB Opinion No. 25, provided that the
financial statements disclosed the pro forma net income or loss based on the preferable fair-value method. The Company is required to apply SFAS No. 123-R as
of the first annual reporting period that begins after December 15, 2005. Thus, the Company’s consolidated financial statements will reflect an expense for (a) all
share-based compensation arrangements granted after January 1, 2006 and for any such arrangements that are modified, cancelled, or repurchased after that date,
and (b) the portion of previous share-based awards for which the requisite service has not been rendered as of that date, based on the grant-date estimated fair
value of those awards. The Company does not expect the adoption of SFAS No. 123 (R) to have a material impact on the Company’s financial statements.
 
Note 2—Property and Equipment
 Property and equipment consisted of the following at:
 

      

Unaudited

 

   

December 31,
2004

  

June 30,
2005

 
Computers and equipment   $ 49,319  $ 111,168 
Internally developed software    41,250   41,250 
    
    90,569   152,418 
Less accumulated depreciation and amortization    (21,204)  (48,008)
    

Property and equipment, net   $ 69,365  $104,410 

    
 

Depreciation and amortization expense incurred by the Company was approximately $19,000, $4,000 and $27,000 for the year ended December 31, 2004
and the six months ended June 30, 2004 and 2005, respectively.
 
Note 3—Related Party Transaction
 In September 2003, the Company entered into an agreement for financial consulting services with a stockholder of the Company. The Company was
obligated to pay the consultant $5,000 per month if the



INDUSTRYBRAINS, INC.
 Notes to Financial Statements

For the year ended December 31, 2004 and unaudited six months ended June 30, 2004 and 2005
 
Company achieves revenue less distribution commissions to affiliated Web sites of $88,000 per month under this agreement. The Company may terminate this
agreement by giving the financial consultant 90 days’ notice. Total consulting expense incurred by the Company under this agreement was approximately
$60,000, $30,000 and $30,000 for the year ended December 31, 2004 and the six months ended June 30, 2004 and 2005, respectively. The agreement was
terminated in July 2005.
 

At December 31, 2004 and June 30, 2005, shareholder distribution payable included in accrued expenses totaled $390,000 and $436,000, respectively.
 
Note 4—Stock Option Plan
 In January 2004, the Company adopted the 2004 Stock Option Plan (the “Plan”) pursuant to which the Board of Directors, may grant stock options to
employees, officers, non-employee directors, and consultants and may be designated as incentive or non-qualified stock options at the discretion of the Board of
Directors. The Plan authorizes grants of options to purchase up to 50 shares of authorized but unissued common stock and provides for the total number of shares
of common stock for which options designated as incentive stock options may be granted shall not exceed 50 shares. Generally, stock options have 10-year terms.
 

In January 2004, the Company granted six options to an employee to acquire common stock at an exercise price of approximately $1,053 per share, equal
to the then current fair value of the Company’s common stock. The options vest as follows: (i) one third on October 1, 2004, and (ii) 1/24th of the balance of
shares on the last day of every succeeding month.
 

Also, in January 2004, the Company granted six options to an employee to acquire common stock at an exercise price of approximately $1,053 per share,
equal to the then current fair value of the Company’s common stock. The options vest as follows: (i) one third on June 16, 2004, and (ii) 1/24th of the balance of
shares on the last day of every succeeding month.
 

In November 2004, the Company granted six options to an employee to acquire common stock at an exercise price of approximately $1,053 per share. The
options provides for milestone-based vesting, which is summarized as follows: (i) 2 shares on December 31, 2006 or at any time upon a sale of the Company or
substantially all the assets of the Company, (ii) 2 shares in the event the Company (a) closes 44 distribution partner agreements in 2005, or (b) in the event that the
Company, upon a Company sale, has closed a number of distribution partner agreements that meets or exceeds the number of such agreements budgeted for the
period January 1, 2005 through the date of the Company sale, and (iii) 2 shares if (a) on December 31, 2005 if the Company achieves or exceeds its budgeted
revenue for 2005, or (b) in the event the Company, upon a Company sale, has met or exceeded the revenue budgeted for the period January 1, 2005 through the
date of the Company sale. These options are accounted for as variable awards because they are performance based.
 

Under variable plan accounting, compensation expense is measured monthly as the amount by which the fair market value of the shares of the 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
the 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 Company recognized compensation expense of $6,300, $0, and $61,000 for the year ended December 31, 2004 and the six month period ended
June 30, 2004 and 2005, respectively.
 

The fair value for each option grant is estimated at the date of grant using a Black-Scholes option pricing model based on the following assumptions for the
year ended December 31, 2004: risk free interest rates of 2.4%
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and 3.2% for the January 2004 and November 2004 grants, respectively; no dividends; volatility of 80%; and a weighted-average expected life of 3 years.
 

The following table summarizes stock option activity:
 

   

Options
available for

grant

  

Number of
options

outstanding

  

Weighted average
exercise price

of options
outstanding

  

Weighted average
fair value
of options
granted

  

Weighted average
remaining

contractual life

Plan adoption (January 2004)   50  —    $ —    $ —    —  
Granted equal or above fair value   (12) 12   1,053   557  —  
Granted below fair value   (6) 6   1,053   13,794  —  

             
Balance at December 31, 2004   32  18  $ 1,053  $ 4,970  9.45

             
 

A total of 5.36 of the outstanding options were vested and exercisable at December 31, 2004.
 
Note 5—Income Taxes
 The provision for income taxes for the Company consists of the following:
 

      

Unaudited

 

   

Year ended
December 31,

2004

  

Six months ended
June 30, 2004

  

Six months ended
June 30, 2005

 
Current provision              

New York City   $ 74,218  $ 4,323  $ 118,850 
Deferred provision              

New York City    5,803   2,507   (1,694)
       
Income tax provision   $ 80,021  $ 6,830  $ 117,156 

       
 

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and deferred tax liabilities are presented below:
 

      

Unaudited

   

Year ended
December 31,

2004

  

Six months ended
June 30, 2005

Deferred tax assets:         
Accrued liabilities not currently deductible   $ 2,557  $ 5,041

Deferred tax liabilities:         
Excess of tax over financial statement depreciation    7,089   7,879

     
Net deferred tax liabilities   $ 4,532  $ 2,838
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The Company elected to be taxed under the provisions of Subchapter S of the Internal Revenue Code commencing January 1, 2004. Under those
provisions, the Company does not pay federal or state corporate income taxes on its taxable income. Instead, the stockholders are liable for individual federal and
state income taxes on their respective shares of the corporate income. Accordingly, no provision has been made for federal income tax or New York State
franchise tax in the accompanying financial statements. The Company is subject to New York City corporate income tax.
 

Prior to this election to be taxed under the provisions of Subchapter S of the Internal Revenue Code on January 1, 2004, the Company had a net operating
loss carryforward of approximately $264,000 for federal and state income taxes and New York City corporate income taxes to offset taxable income through the
year 2023. As of December 31, 2003, the Company had deferred tax assets of $115,000 with an equal valuation allowance related to federal and New York State
income taxes and deferred tax assets of approximately $25,000 with an equal valuation allowance related to New York City income taxes. Effective with the
Company’s Subchapter S election, the Company eliminated the deferred tax assets of $115,000 and the corresponding valuation allowance, for federal and state
income tax purposes.
 

During the six months ended June 30, 2004, the Company reversed the $25,000 valuation allowance related to New York City deferred tax assets as
management believed it was more likely than not, based on the Company’s profitability, the deferred tax assets would be realized.
 
Note 6—Commitments
 The Company has commitments for future payments related to office facilities leases, equipment leases, and other contractual obligations.
 

The Company leases office facilities under a sublease agreement commencing in December 2002 and ending in September 2005. Rent expense incurred by
the Company under this sublease agreement was approximately $78,000, $37,000 and $51,000 for the year ended December 31, 2004, and the six months ended
June 30, 2004 and 2005, respectively.
 

In July 2005, the Company entered into a sublease agreement for new office facilities at approximately $15,000 per month. The lease expires in November,
2010. The Company is also required to pay a portion of the real estate tax escalation for tax years after the year ending June 30, 2006. These amounts are not
included in the schedule below.
 

The Company has entered into agreements of varying durations with distribution partners that integrate services into their sites and indexes. The Company
is contractually obligated to make fixed payments, based on a guaranteed minimum amount of usage delivered.
 

The following table summarizes future minimum payments on the Company’s contractual obligations as of December 31, 2004:
 

   

Office
leases

  

Equipment
leases

  

Distribution
partner obligations

  

Total

2005   $80,000  $ 9,000  $ 326,000  $415,000
2006    —     1,000   65,000   66,000
         
Total minimum payments   $80,000  $ 10,000  $ 391,000  $481,000
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Note 7—Subsequent Events
 a) On July 18, 2005, the Board of Directors approved a resolution to accelerate the vesting of the unvested portion of all 18 stock options. The Board of
Directors further resolved that the fully-vested shares be exercised in connection with a cashless exercise transaction, resulted in the purchase of 17.237 shares of
common stock. In connection with the acceleration of the vesting of the unvested stock options and the cashless exercise in July 2005, as described above, the
Company recognized an additional $193,000 in compensation expense.
 

b) On July 27, 2005, Marchex, Inc. acquired IndustryBrains, Inc. for the following consideration, exclusive of acquisition costs:
 
 •  $15.5 million in cash; plus
 
 •  788,046 shares of Marchex, Inc. Class B common stock; plus
 
 

•  176,909 shares of restricted Marchex, Inc. Class B common stock issued to the employee shareholders of IndustryBrains which will vest over a two-
and-one half year period in installments of 33.34% after each 10 month period during that term.

 
The shares of Class B common stock, excluding the shares of restricted Class B common stock, were valued at (for accounting purposes) an aggregate

amount of approximately $13.4 million.
 

The shares of restricted Class B common stock issued to employee shareholders of IndustryBrains were valued at approximately $3.0 million.



EXHIBIT 99.3
 

MARCHEX, INC.
 UNAUDITED PRO FORMA CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
 
IndustryBrains Acquisition
 On July 27, 2005, Marchex, Inc. (“Company”) acquired IndustryBrains, Inc. (“IndustryBrains”), a company focused on monetizing vertical and brand
name Web sites through contextual advertising solutions, for the following consideration:
 
 •  $17.2 million in cash and estimated acquisition cost; plus
 
 •  788,046 shares of Class B common stock; plus
 
 

•  176,909 shares of restricted Class B common stock which will vest over a two-and-one half year period in installments of 33.34% after each ten month
period during that term.

 
The shares of Class B common stock, excluding the shares of restricted Class B common stock, were valued (for accounting purposes) at an aggregate

amount of approximately $13.4 million.
 

The shares of restricted Class B common stock were valued at $17.00 per share (the last reported sales price on the closing date) for an aggregate amount
of approximately $3.0 million. The shares of restricted Class B common stock were issued to employee stockholders of IndustryBrains who became employees of
the Company.
 

The asset purchase agreement contained customary representations and warranties and required IndustryBrains’ stockholders to indemnify the Company
for various liabilities arising under the agreement, subject to various limitations and conditions. At the closing, the Company deposited into escrow for the benefit
of the stockholders for a period of twelve months from the closing an amount of cash equal to $2.5 million, 118,207 shares of the 788,046 shares of Class B
common stock, and 26,536 shares of the 176,909 restricted Class B common stock to secure the stockholders’ indemnification and other obligations under the
asset purchase agreement, which is included in the above total purchase price consideration
 
Pro Forma Financial Information
 Unaudited Pro Forma Condensed Consolidated Statements of Operations
 The unaudited pro forma condensed consolidated statements of operations for the year ended December 31, 2004 and the six months ended June 30, 2005
give effect to the Company’s acquisition of IndustryBrains and to previously reported acquisitions, which include goClick.com, Inc. (goClick), Name
Development Ltd. (Name Development), and Pike Street Industries, Inc. (Pike Street) (collectively, the “previously reported acquisitions”) as if they had occurred
on January 1, 2004.
 

The unaudited pro forma condensed consolidated statements of operations for the period ended December 31, 2004 combine: (1) the Company and its
subsidiaries’ historical results of operations for the year ended December 31, 2004; (2) goClick’s historical results of operations for the pre-acquisition period
from January 1, 2004 to July 26, 2004; (3) Name Development’s historical results of operations for the year ended December 31, 2004; (4) an offering of only
that number of share of Class B common stock and preferred stock as necessary to consummate the Name Development asset acquisition for the year ended
December 31, 2004; (4) Pike Street’s historical results of operations for the year ended December 31, 2004; and (5) IndustryBrains’ historical results of
operations for the year ended December 31, 2004.
 

The unaudited pro forma condensed consolidated statements of operations for the six months ended June 30, 2005 combine: (1) the Company and its
subsidiaries’ historical results of operations for the six months ended June 30, 2005; (2) Name Development’s historical results of operations for the pre-
acquisition period from January 1, 2005 to February 13, 2005; (3) an offering of only that number of shares of Class B common stock



and preferred stock as necessary to consummate the Name Development asset acquisition for the period of January 1, 2005 through February 13, 2005; (4) Pike
Street’s historical results of operations for the pre-acquisition period from January 1, 2005 to April 25, 2005 and (5) IndustryBrains’ historical results of
operations for the six months ended June 30, 2005.
 

The components of revenues, operating expenses and net income reflected as historical operating results included in the unaudited pro forma condensed
consolidated statements of operations for the year ended December 31, 2004 of the previously reported acquisitions from January 1, 2004 through December 31,
2004 or their respective dates of acquisition are as follows:
 

   

Date Acquired

  

Revenue

  

Operating
Expense

  

Net
Income

goClick   July 27, 2004   $ 3,769,347  $ 2,497,691  $ 1,277,152
Name Development   February 14, 2005   $ 20,667,254  $ 3,039,418  $ 17,386,150
Pike Street   April 26, 2005   $ 2,987,261  $ 912,396  $ 2,078,460
          
Total      $ 27,423,862  $ 6,449,505  $ 20,741,762

          
 

The components of revenues, operating expenses and net income reflected as historical operating results included in the unaudited pro forma condensed
consolidated statement of operations for the six months ended June 30, 2005 of the previously reported acquisitions from January 1, 2005 through their respective
dates of acquisition are as follows:
 

   

Date Acquired

  

Revenue

  

Operating
Expense

  

Net
Income

Name Development   February 14, 2005   $ 2,544,459  $ 350,343  $ 2,019,785
Pike Street   April 26, 2005   $ 1,230,494  $ 448,922  $ 781,985
          
Total      $ 3,774,953  $ 799,265  $ 2,801,770

          
 
Unaudited Pro Forma Condensed Consolidated Balance Sheet
 The unaudited pro forma condensed consolidated balance sheet combine the historical balance sheets of the Company and its subsidiaries and
IndustryBrains as of June 30, 2005 and gives effect to the acquisition as if had occurred on June 30, 2005.
 
Unaudited Pro Forma Condensed Consolidated Financial Information
 The unaudited pro forma condensed consolidated financial information is intended for illustrative purposes only and is not necessarily indicative of the
combined results that would have occurred had the acquisitions taken place on January 1, 2004, nor is it necessarily indicative of results that may occur in the
future. The pro forma adjustments are based upon information and assumptions available at the time of the filing of this Form 8-K/A and result in a preliminary
allocation of the purchase price based on preliminary estimates of the fair value of the assets acquired and liabilities assumed, and may not be indicative of the
final allocation of the purchase price consideration.
 

The unaudited pro forma condensed consolidated financial statements and the accompanying notes should be read in conjunction with the historical
financial statements and pro forma condensed financial statements of the Company, goClick, Name Development, Pike Street and IndustryBrains and related
notes contained thereto and in the reports and information the Company has on file with the SEC.
 

2



MARCHEX, INC.
 Unaudited Pro Forma Condensed Balance Sheet

As of June 30, 2005
 

   

Marchex, Inc.
(Historical)

  

IndustryBrains
(Historical)

  

Pro Forma
Adjustments

     

Pro Forma
Combined

 
Assets                     

Current assets:                     
Cash and cash equivalents   $ 71,292,532  $ 782,984  $ (16,500,096) a  $ 55,575,420 
Accounts receivable, net    7,771,592   1,057,127          8,828,719 
Prepaid expenses and other current assets    1,176,603   17,165          1,193,768 
Refundable income taxes    2,509,483              2,509,483 
Deferred tax assets    401,087   5,041          406,128 

         
Total current assets    83,151,297   1,862,317   (16,500,096)     68,513,518 

Property and equipment, net    1,797,194   104,410   (19,271) a   1,882,333 
Deferred tax assets    1,351,690              1,351,690 
Intangibles and other assets, net    15,159,314   11,173          15,170,487 
Goodwill    154,250,051       25,138,587  a   179,388,638 
Intangible assets from acquisitions, net    55,899,422       8,100,000  a   63,999,422 
         
    228,457,671   115,583   33,219,316      261,792,570 
         

Total assets   $ 311,608,968  $ 1,977,900  $ 16,719,220     $ 330,306,088 

         

Liabilities and Stockholders’ Equity                     

Current Liabilities:                     
Accounts payable   $ 7,671,270  $ 666,218         $ 8,337,488 
Accrued expenses and other current liabilities    1,723,923   586,819   733,422  a   3,044,164 
Deferred revenue    2,015,469   343,749          2,359,218 

         
Total current liabilities    11,410,662   1,596,786   733,422      13,740,870 

Other non-current liabilities    50,942   7,879   2,962,251  c   3,021,072 
         

Total liabilities    11,461,604   1,604,665   3,695,673      16,761,942 

Stockholders’ equity:                     
Convertible preferred stock    55,205,369              55,205,369 
Class A common stock    122,500              122,500 
Class B common stock    237,291       9,650  a   246,941 
Common stock        403,951   (403,951) b   —   
Additional paid-in capital    251,843,392       16,394,568  a   268,237,960 
Deferred stock-based compensation    (3,457,120)      (3,007,436) a   (6,464,556)
Accumulated deficit    (3,804,068)  (30,716)  30,716  b   (3,804,068)
         

Total stockholders’ equity    300,147,364   373,235   13,023,547      313,544,146 
         

Total liabilities and stockholders’ equity   $ 311,608,968  $ 1,977,900  $ 16,719,220     $ 330,306,088 

         
 

See notes to unaudited pro forma condensed consolidated statements.
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MARCHEX, INC.
 Unaudited Pro Forma Condensed Consolidated Statements of Operations

For year ended December 31, 2004
 

  

Marchex, Inc.
(Historical)

  

Previously
Reported

Acquisitions
(5)

 

Pro Forma
Adjustments

for
Previously
Reported

Acquisitions
and

Offerings

    

Subtotal

  

IndustryBrains
(Historical)

 

IndustryBrains
Pro Forma

Adjustments

    

Pro Forma
Combined

 
Revenue  $ 43,804,272  $ 27,423,862 $ (17,818) h  $71,210,316  $ 6,692,836 $ (259,132) d  $77,644,020 

            
Expenses:                               

Service costs (1)   27,449,938   4,172,894  (838,650) h,i  30,784,182   3,182,339  (270,028) d,e  33,696,493 
Sales and marketing (1)   4,414,043   413,714  —       4,827,757   1,640,834        6,468,591 
Product development (1)   2,291,430   262,682  —       2,554,112   265,689        2,819,801 
General and administrative (1)   4,111,544   1,600,215  —       5,711,759   433,986        6,145,745 
Acquisition-related retention consideration (2)   499,080   —    —       499,080   —          499,080 
Facility relocation   199,960   —    —       199,960   —          199,960 
Stock-based compensation (3)   890,520   —    2,326,355  j   3,216,875   6,305  2,005,069  f   5,228,249 
Amortization of intangible assets from acquisitions (4)   4,965,503   —    16,392,878  i   21,358,381   —    2,983,333  e   24,341,714 

            
Total operating expenses   44,822,018   6,449,505  17,880,583     69,152,106   5,529,153  4,718,374     79,399,633 

Gain on sale of intangible assets, net   —     1,532,664  —       1,532,664   —          1,532,664 

            
Income from operations   (1,017,746)  22,507,021  (17,898,401)    3,590,874   1,163,683  (4,977,506)    (222,949)

Other income (expense)                               
Interest income   265,354   28,652  —       294,006   —          294,006 
Interest expense   (5,654)  —    —       (5,654)  —          (5,654)
Adjustment to fair value of redemption obligation   55,250   —    —       55,250   —          55,250 
Other, net   3,644   182  —       3,826   —          3,826 

            
Total other income   318,594   28,834  —       347,428   —    —       347,428 

Income before provision for income taxes   (699,152)  22,535,855  (17,898,401)    3,938,302   1,163,683  (4,977,506)    124,479 

Income tax expense (benefit)   33,941   1,794,093  (30,807) k   1,797,227   80,021  (908,445) g   968,803 

            
Net income (loss)   (733,093)  20,741,762  (17,867,594)    2,141,075   1,083,662  (4,069,061)    (844,324)

Accrual of convertible preferred stock dividends   —     —    2,375,000  l   2,375,000   —          2,375,000 
Accretion of redemption value of redeemable convertible

preferred stock   420,430   —    —       420,430   —          420,430 

            
Net income (loss) applicable to common stockholders  $ (1,153,523) $ 20,741,762 $ (20,242,594)   $ (654,355) $ 1,083,662 $ (4,069,061)   $ (3,639,754)

            
Basic net income (loss) per share applicable to common

stockholders  $ (0.05)          $ (0.02)          $ (0.12)
Shares used to calculate basic net income (loss) per share   22,087,503      6,600,336  m   28,687,839      797,742  m   29,485,581 
Diluted net income (loss) per share applicable to common

stockholders  $ (0.05)          $ (0.02)          $ (0.12)
Shares used to calculate diluted net income (loss) per share   22,087,503      6,600,336  m   28,687,839      797,742  m   29,485,581 

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

(2)   Components of acquisition-related consideration      
       Service costs   116,585   —    —       116,585   —    —       116,585 
       Sales and marketing   204,528   —    —       204,528   —    —       204,528 
       Product development   135,947   —    —       135,947   —    —       135,947 
       General and administrative   42,020   —    —       42,020   —    —       42,020 

(3)   Components of stock-based compensation      
       Service costs   10,800   —    383,849     394,649   —    —       394,649 
       Sales and marketing   155,734   —    581,589     737,323   6,305  296,931     1,040,559 
       Product development   59,883   —    779,328     839,211   —    —       839,211 
       General and administrative   664,103   —    581,589     1,245,692   —    1,708,138     2,953,830 

(4)   Components of amortization of intangible assets      
       Service costs   3,520,878   —    12,177,286     15,698,164   —    1,500,000     17,198,164 
       Sales and marketing   701,077   —    942,473     1,643,550   —    1,033,333     2,676,883 
       General and administrative   743,548   —    3,273,119     4,016,667   —    450,000     4,466,667 

(5)   Represents the historical operating results of the previously reported acquisitions prior to their dates of acquisition by the Company and the pro forma effect of only that number of shares of Class B
common stock and preferred stock as necessary to consummate the Name Development asset acquisition. See the unaudited pro forma condensed consolidated financial information for certain
operating data by acquisition.

       

 
See notes to unaudited pro forma condensed consolidated statements.
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MARCHEX, INC.
 Unaudited Pro Forma Condensed Consolidated Statements of Operations

For the six months ended June 30, 2005
 

  

Marchex, Inc.
(Historical)

  

Previously
Reported

Acquisitions
(4)

 

Pro Forma
Adjustments

for
Previously
Reported

Acquisitions
and

Offerings

    

Subtotal

  

IndustryBrains
(Historical)

 

IndustryBrains
Pro Forma

Adjustments

    

Pro Forma
Combined

 
Revenue  $ 39,564,005  $ 3,774,953 $ —      $43,338,958  $ 5,502,074 $ (32,699)  d  $48,808,333 

            
Expenses:                               

Service costs (1)   21,407,535   280,250  (131,093) i   21,556,692   2,858,327  (43,782)  d,e  24,371,236 
Sales and marketing (1)   2,868,881   170,584  —       3,039,465   1,115,163        4,154,628 
Product development (1)   2,065,094   77,754  —       2,142,848   191,236        2,334,084 
General and administrative (1)   2,925,595   270,677  —       3,196,272   225,605        3,421,877 
Stock-based compensation (2)   643,707   —    38,939  j   682,646   60,890  501,192  f   1,244,728 
Amortization of intangible assets from acquisitions (3)   8,032,808   —    1,493,753  i   9,526,561   —    1,491,666  e   11,018,228 

            
Total operating expenses   37,943,620   799,265  1,401,599     40,144,484   4,451,221  1,949,076     46,544,781 

Gain on sale of intangible assets, net   —     29,486  —       29,486   —          29,486 

            
Income (loss) from operations   1,620,385   3,005,174  (1,401,599)    3,223,960   1,050,853  (1,981,775)     2,293,038 

Other income (expense)                               
Interest income   856,356   222  —       856,578   5,467        862,045 
Interest expense   (3,460)  —    —       (3,460)  —          (3,460)
Other, net   4,000   7,853  —       11,853   —          11,853 

            
Total other income   856,896   8,075  —       864,971   5,467  —       870,438 

Income (loss) before provision for income taxes   2,477,281   3,013,249  (1,401,599)    4,088,931   1,056,320  (1,981,775)     3,163,476 

Income tax expense (benefit)   949,589   211,479  406,173  k   1,567,241   117,156  (311,472)  g   1,372,925 

            
Net income (loss)   1,527,692   2,801,770  (1,807,772)    2,521,690   939,164  (1,670,303)     1,790,551 

Convertible preferred stock dividends   1,031,806   —    296,875  l   1,328,681   —          1,328,681 

            
Net Income (loss) applicable to common stockholders  $ 495,886  $ 2,801,770 $ (2,104,647)   $ 1,193,009  $ 939,164 $ (1,670,303)    $ 461,870 

            
Basic net income per share applicable to common

stockholders  $ 0.02           $ 0.03           $ 0.01 
Shares used to calculate basic net income per share   32,790,977      1,741,166  m  34,532,143      847,027  m   35,379,170 
Diluted net income per share applicable to common

stockholders  $ 0.01           $ 0.03           $ 0.01 
Shares used to calculate diluted net income per share   35,149,062      1,839,879  m  36,988,941      938,566  m   37,927,507 

(1)   Excludes stock-based compensation and amortization of intangibles.            

(2)   Components of stock-based compensation            
       Service costs   134,634   —    (21,039)    113,595   —    —       113,595 
       Sales and marketing   315,431   —    (91,427)    224,004   60,890  74,221     359,115 
       Product development   148,650   —    60,894     209,544   —    —       209,544 
       General and administrative   44,992   —    90,511     135,503   —    426,971     562,474 

(3)   Components of amortization of intangible assets            
       Service costs   6,283,724   —    834,504     7,118,228   —    750,000     7,868,228 
       Sales and marketing   325,555   —    257,778     583,333   —    516,667     1,100,000 
       General and administrative   1,423,529   —    401,471     1,825,000   —    225,000     2,050,000 
 (4) Represents the historical operating results of the previously reported acquisitions prior to their dates of acquisition by the Company and the pro forma effect of only that number of shares of Class B

common stock and preferred stock as necessary to consummate the Name Development asset acquisition. See the unaudited pro forma condensed consolidated financial information for certain operating
data by acquisition.

 
See notes to unaudited pro forma condensed consolidated statements.
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MARCHEX, INC.
 NOTES TO UNAUDITED PRO FORMA CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
 
Pro Forma Adjustments
 Pro Forma Adjustments for IndustryBrains
 (a) The purchase price adjustments reflect cash and estimated acquisition costs of approximately $17.3 million to acquire IndustryBrains. Additionally, the
Company issued 788,046 shares of Class B common stock valued (for accounting purposes) at an aggregate amount of $13.4 million and 176,909 shares of
restricted Class B common stock valued at $17.00 per share (the last reported sales price on the closing date) for an aggregate amount of $3.0 million. The $3.0
million of restricted Class B common stock was recorded as deferred stock compensation and the Company expects to recognize stock-based compensation
expense over the associated two-and-one half year employment periods over which those shares vest, using the accelerated methodology described in FASB
Interpretation No. 28, Accounting for Stock Appreciation Rights and Other Variable Stock Option or Award Plans.
 

For purposes of the pro forma financial information, a summary of the purchase price consideration for the acquisition is as follows:
 

Cash   $ 15,522,596
Stock issued    13,396,782
Estimated acquisition costs    1,710,922
   
Total   $ 30,630,300

   
 

The following represents the preliminary purchase price allocation for IndustryBrains based upon IndustryBrains’ assets and liabilities as of June 30, 2005.
 

Cash acquired   $ 782,984 
Accounts receivable    1,057,127 
Current and non-current assets    33,379 
Property and equipment    85,139 
Identifiable intangible assets    8,100,000 
Goodwill    25,138,587 
Liabilities assumed    (1,604,665)
Deferred non-current tax liabilities    (2,962,251)
   
Total   $ 30,630,300 

   
 

Goodwill represents the excess of the purchase price over the fair value of tangible and identifiable intangible assets. The unaudited pro forma condensed
consolidated statements of operations do not reflect the amortization of goodwill acquired which is consistent with the guidance in the Financial Accounting
Standards Board (FASB), Statement No. 142, Goodwill and Other Intangible Assets. The estimated goodwill and intangible assets are not deductible for tax
purposes. The fair value of assets acquired and liabilities assumed are based upon preliminary estimates and may vary from the final allocation of the purchase
price allocation.
 

(b) Represents the elimination of the historical stockholders’ equity account of IndustryBrains.
 

(c) Represents the estimated deferred non-current tax liabilities arising from the purchase.
 

(d) Represents the elimination of intercompany revenues and service costs between IndustryBrains and the Company.
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MARCHEX, INC.
 NOTES TO UNAUDITED PRO FORMA CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
 

(e) Represents the amortization of identifiable intangible assets associated with the acquisition of IndustryBrains, which are amortized over their useful
lives ranging from 18 to 36 months. Amortization totals $3.0 million in the first twelve months and $4.5 million in the first eighteen months following the
acquisition. IndustryBrains for the year ended December 31, 2004 and for the six months ended June 30, 2005, recorded approximately $11,000 of amortization
for both periods in service costs related to the above-noted intangible assets.
 

(f) Represents stock-based compensation expense associated with shares of restricted Class B common stock issued to the employee stockholders of
IndustryBrains who became employees of the Company. The shares of restricted Class B common stock were valued at approximately $3.0 million at the
acquisition date. The Company is recognizing stock-based compensation expense for the value of these shares over the associated employment period in which
these shares vest, which results in $2.0 million in the first twelve months and $2.5 million in the first eighteen months following the acquisition.
 

(g) Represents the pro forma income tax benefit as though IndustryBrains, a New York corporation, was taxed as a C corporation and the tax benefit
associated with the amortization of intangible assets acquired in connection with the Company’s acquisition of IndustryBrains using a combined effective federal,
state and city tax rate of 46% for the periods presented. The stock compensation expense related to the Company’s restricted Class B common shares issued in
connection with the Company’s acquisition of IndustryBrains is not deductible for tax purposes. Prior to the Company’s acquisition, IndustryBrains was an S-
Corporation, whereby for federal and state purposes, shareholders were taxed on their portion of IndustryBrain’s taxable income.
 

Pro Forma Adjustments for Previously Reported Acquisitions and Offerings
 (h) Represents the elimination of intercompany revenues and service costs between the Company and previously reported acquisitions.
 

(i) Represents the amortization of identifiable intangible assets associated with the previously reported acquisitions arising from the purchase price
allocations less amortization recorded under service costs by the previously reported acquisitions related to the above-noted intangible assets.
 

(j) Represents stock-based compensation expense associated with shares of restricted Class B common stock issued to the employee stockholders of
previously reported acquisitions who became employees of the Company.
 

(k) Represents the tax effect of the pro forma adjustments using combined effective federal and state rates.
 

(l) Represents preferred stock dividends related to the preferred stock financing associated with the follow-on offering.
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MARCHEX, INC.
 NOTES TO UNAUDITED PRO FORMA CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
 

Pro Forma Adjustments for Earnings per Share
 (m) The following is a reconciliation of shares used to compute the historical basic and diluted net income (loss) per share to pro forma basic and diluted
net income (loss) per share for the year ended December 31, 2004 and the six months ended June 30, 2005. Potentially dilutive securities were not included in the
computations when their effects would be anti-dilutive.
 

   

For the year ended
December 31, 2004

   

Pro Forma
basic

  

Pro Forma
diluted

Shares used to calculate Marchex Pro Forma net loss per share (as previously reported in Marchex’s Form 8-K/A filed on July
11, 2005)   28,687,839  28,687,839

IndustryBrains:       
Pro forma effect of shares issued in IndustryBrains acquisition   788,046  788,046
Weighted average restricted shares issued in IndustryBrains acquisition for services expected to vest during the period   9,696  9,696

     
Shares used to calculated pro forma and adjusted pro forma basic and diluted net loss per share   29,485,581  29,485,581

     

   

For the six months ended
June 30, 2005

   

Pro Forma
basic

  

Pro Forma
diluted

Shares used to calculate Marchex Pro Forma net income per share (as previously reported in Marchex’s Form 8-K filed on
September 14, 2005)   34,532,143  36,988,941

Pike Street:       
Pro forma effect of shares issued in IndustryBrains acquisition   788,046  788,046
Weighted average restricted shares issued in IndustryBrains acquisition for services expected to vest during the period   58,981  150,520

     
Shares used to calculated pro forma and adjusted pro forma basic and diluted net income per share   35,379,170  37,927,507

     
 

For purposes of calculating the shares used for pro forma basic and diluted net income (loss) per share for the year ended December 31, 2004 and the six
months ended June 30, 2005, we have adjusted for the following:
 
 •  included the pro forma effect of 788,046 shares of Class B common stock issued in the IndustryBrains acquisition.
 

 
•  included the weighted average impact of the 176,909 Class B restricted common shares issued in connection with the IndustryBrains acquisition.

These shares are for future services that vest over two-and-one half years. Unvested shares were excluded from the computation of pro forma basic net
income per share.
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MARCHEX, INC.
 NOTES TO UNAUDITED PRO FORMA CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
 

Other information
 The estimated amortization relating to estimated intangible assets recorded as of June 30, 2005 for the period of July to December 2005 and the next 3
years and thereafter is as follows:
 

   

Period of
July 1 to

December 31,
2005

  

2006

  

2007

  

2008

  

2009 and
thereafter

  

Total

Enhance Interactive   $ 504,000  $ 83,000  $ —    $ —    $ —    $ 587,000
TrafficLeader    177,000   227,000   —     —     —     404,000
goClick    554,000   652,000   144,000   —     —     1,350,000
Name Development    6,801,000   13,410,000   10,909,000   9,701,000   7,987,000   48,808,000
Pike Street    775,000   1,549,000   1,549,000   646,000   231,000   4,750,000
IndustryBrains    1,492,000   2,917,000   2,558,000   1,133,000   —     8,100,000
             
   $ 10,303,000  $ 18,838,000  $ 15,160,000  $ 11,480,000  $ 8,218,000  $ 63,999,000
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