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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)

[X] Quarterly report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the quarterly period ended September 30, 2003

OR

[ ] Transition report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the transition period from to

Commission File Number: 000-27787

DIGITAL IMPACT, INC.

(Exact name of registrant as specified in its charter)

Delaware 94-3286913
(State or other jurisdiction of (ILR.S. Employer
incorporation or organization) Identification No.)
177 Bovet Road

San Mateo, California 94402
(Address of principal executive offices)

Telephone Number (650) 356-3400
(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days:

Yes [X] No [ ]

Indicate by check mark whether the registrant is an accelerated filer as defined in Rule 12b-2 of the Securities Exchange Act of 1934:

Yes [ ] No [X]
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As of November 7, 2003, there were approximately 32.9 million shares of the Registrant s Common Stock outstanding.
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PART I. FINANCIAL INFORMATION

ITEM 1. CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Revenues
Cost of revenues

Gross profit

Operating expenses:
Research and development
Sales and marketing
General and administrative
Stock-based compensation
Amortization of purchased intangibles

Total operating expenses

Income (loss) from operations
Other income and (expense), net

Net income (loss)

Basic net income (loss) per share

Weighted average shares used in basic net
income (loss) per share

Diluted net income (loss) per share

Weighted average shares used in diluted net
income (loss) per share

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,
2003 2002 2003 2002
$10,924 $11,128 $21,852 $21,646
4,741 4,502 9,523 8,855
6,183 6,626 12,329 12,791
1,279 1,943 2,722 3,718
2,910 3,743 5,978 7,007
1,750 1,759 3,438 3,600
17 165 42 428
53 161 214 322
6,009 7,771 12,394 15,075
174 (1,145) (65) (2,284)
(66) (18) (120) (72)
$ 108 $ (1,163) $ (185 $ (2,356)
I I I I
$ 0.00 $ (0.04) $ (0.01) $ (0.08)
I I I I
32,780 29,990 32,240 29,830
$ 0.00 $ (0.04) $ (0.01) $ (0.08)
I I I I
35,662 29,990 32,240 29,830
I I I I

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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DIGITAL IMPACT, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands)

(Unaudited)
September 30, March 31,
2003 2003
ASSETS
Current assets:
Cash and cash equivalents $ 22,458 $ 23,659
Short-term investments 1,603 108
Accounts receivable, net 9,182 7,903
Prepaid expenses and other current assets 1,725 1,377
Total current assets 34,968 33,047
Property and equipment, net 7,171 8,909
Restricted cash 1,163 1,114
Goodwill 2,002 2,002
Intangible assets 214
Other assets 645 731
Total assets $ 45,949 $ 46,017
| |
LIABILITIES AND STOCKHOLDERS EQUITY
Current liabilities:
Accounts payable $ 1,627 $ 1,819
Accrued payroll 1,359 1,779
Accrued liabilities 1,953 2,403
Deferred revenues 1,923 1,975
Current portion of capital lease obligations 120 374
Current portion of long term debt 570 1,212
Total liabilities 7,552 9,562
Stockholders equity:
Preferred Stock
Common Stock 31 31
Additional paid-in capital 144,636 142,482
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September 30, March 31,
2003 2003
Accumulated other comprehensive loss (79) (12)
Unearned stock-based compensation (46) (125)
Accumulated deficit (105,564) (105,379)
Less treasury stock, at cost (581) (542)
Total stockholders equity 38,397 36,455
Total liabilities and stockholders equity $ 45,949 $ 46,017

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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Net income (loss)

Other comprehensive loss:
Cumulative translation adjustment

Net changes in comprehensive income

(loss)

Comprehensive income (loss)

DIGITAL IMPACT, INC.
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)
(In thousands, except per share data)

Edgar Filing: DIGITAL IMPACT INC /DE/ - Form 10-Q

(Unaudited)
Three Months Ended Six Months Ended
September 30, September 30,
2003 2002 2003 2002
$108 $(1,163) $(185) $(2,356)
@) (43) (67) (144)
@) 48) 67) (144)
$101 $(1,211) $(252) $(2,500)
I I L | I

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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DIGITAL IMPACT, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

(Unaudited)
Six Months Ended
September 30,
2003 2002
Cash flows from operating activities
Net loss $ (185) $ (2,356)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization 2,926 3,102
Recovery of bad debts (70) (374)
Amortization of unearned stock-based compensation 42 428
Loss on disposal of fixed assets 78
Changes in operating assets and liabilities:
Accounts receivable (1,209) (389)
Prepaid expenses and other current assets (348) 82
Restricted cash 49) 27
Other assets 86 114
Accounts payable (192) 1,784
Accrued liabilities and accrued payroll (870) 46
Deferred revenue 52) 761
Net cash provided by operating activities 157 3,225
Cash flows from investing activities
Purchases of investments in marketable securities (1,495)
Maturities of investments in marketable securities 1,433
Acquisition of property and equipment (1,052) (3,081)
Net cash used in investing activities (2,547) (1,648)
Cash flows from financing activities
Principal payments on long-term debt and capital lease obligations (896) (1,980)
Proceeds from issuance of common stock 2,191 536
Purchases of treasury stock 39) (58)
Net cash provided by (used in) financing activities 1,256 (1,502)
Effect of exchange rates on cash and cash equivalents 67) (144)
Net decrease in cash and cash equivalents (1,201) (69)
Cash and cash equivalents at beginning of period 23,659 23,937
Cash and cash equivalents at end of period $22,458 $23,868
I I
Supplemental non-cash information:
Assets acquired under capital leases $ $ 1,404
Unearned stock-based comprehensive cancellations $ @30 $ @17

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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DIGITAL IMPACT, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Note 1. The Company

Digital Impact, Inc. (the Company ) was incorporated in California in October 1997 and reincorporated in Delaware in October 1999. Digital
Impact is the premier provider of online direct marketing solutions for enterprises. The Company solutions enable corporations to create and
deliver online direct marketing programs that drive revenue, influence behavior and deepen customer relationships. The Company solutions
provide customer insight and powerful program execution through a combination of hosted applications, technology infrastructure and world
class services.

Digital Impact derives its revenues from the sale of solutions that enable businesses to proactively communicate with their customers online.
Primarily, these services have consisted of the design and execution of online direct marketing campaigns, the development and execution of
Customer Acquisition programs and additional services provided by the Professional Services organization.

Digital Impact is organized into two segments: Customer Marketing and Professional Services. Customer Marketing consists of creating and
executing online direct marketing programs. Professional Services include several categories of services designed to improve campaign results.

Note 2. Summary of Significant Accounting Policies
Basis of presentation and liquidity

The consolidated financial statements include the accounts of Digital Impact and its wholly owned subsidy. All significant intercompany
accounts and balances have been eliminated.

The accompanying interim consolidated financial statements have been prepared in accordance with the rules and regulations of the Securities
and Exchange Commission. The accompanying interim consolidated financial statements are unaudited, but in the opinion of management,
contain all the normal, recurring adjustments considered necessary to present fairly the financial position, the results of operations and cash
flows for the periods presented in conformity with generally accepted accounting principles applicable to interim periods. Results of operations
are not necessarily indicative of the results expected for the full fiscal year or for any 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, 2003.

Certain reclassifications have been made to the prior year s consolidated financial statements to conform to the current year presentation. The
reclassification had no effect on prior year s stockholders equity or results from operations.

The Company generated consolidated net income of approximately $108,000 for the three months ended September 30, 2003 and incurred a
consolidated net loss of approximately $185,000 for the six months ended September 30, 2003 compared to a consolidated net loss of

$1.2 million and $2.4 million for the three months and six months ended September 30, 2002, respectively. The Company generated cash of
$157,000 from operating activities for the six months ended September 30, 2003, compared to $3.2 million provided by operating activities for
the six months ended September 30, 2002.

The Company continues to face risks associated with the execution of its strategy. Future cash flows and capital requirements depend on
numerous factors, including market acceptance of its services, competition from new and existing competitors, the amount of resources it invests
in its data center infrastructure and new product development, marketing and selling its products and services, brand promotions and any future
acquisitions or divestitures.

The Company s primary source of liquidity is $22.5 million in cash and cash equivalents, and $1.6 million in short-term investments.
Use of estimates

Preparation of the accompanying financial statements in conformity with generally accepted accounting principles requires management to make
certain estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at
the date of the financial statements and the reported
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amounts of revenues and expenses during the reported period. Significant estimates include those required in the valuation of intangible assets
acquired in business combinations, allowances for doubtful accounts and sales allowances. Actual results could differ from those estimates.

Foreign currency translation

The functional currency for the Company s U.K. subsidiary is the British Pound. Assets and liabilities are translated using the exchange rate at
the balance sheet date. Revenues, expenses, gains, and losses are translated using the exchange rate at the end of the month in which the
transaction occurred. Translation gains and losses are accumulated as a separate component of stockholders equity. Net gains and losses from
foreign currency transactions are included in the Condensed Consolidated Statement of Operations and were not significant during any of the
periods presented.

Revenue Recognition
The Company generates revenue from the sale of solutions that enable businesses to proactively communicate with its customers online.

Digital Impact applies the provisions of Staff Accounting Bulletin 101 Revenue Recognition and recognizes revenue when persuasive evidence
of an arrangement exists, the service has been delivered, the fee is fixed or determinable and collection of the resulting receivables is reasonably
assured. Customer Marketing revenues are recognized upon sending the campaigns. Revenues attributable to one-time set-up fees for service
initiation are deferred and recognized ratably over the term of the client s service agreement, typically twelve months. Customer Acquisition
revenues are derived primarily from programs that assist clients in growing their email lists through the use of third-party list rentals. Customer
Acquisition programs fall into two general categories: List Rental programs and ProspectNet programs. List Rental programs involve the
execution and delivery of email campaigns to a defined number of individuals provided by a third-party list rental or email address marketing
service. ProspectNet programs involve the strategic placement of a Digital Impact client offer on a third-party site for the purpose of generating
new opt-in email addresses for the client. Digital Impact contracts with third-party providers to deliver names of individuals who opt-in to join
the client s email list. Digital Impact is obligated to make payments to third parties for the cost of services associated with the execution of List
Rental and ProspectNet programs. Digital Impact accounts for revenues and costs associated with Customer Acquisition programs in accordance
with Emerging Issues Task Force Issue No. 99-19 (EITF 99-19), Reporting Revenue Gross as a Principal versus Net as an Agent. The cost of
Customer Acquisition campaigns are recognized in the period that the programs are executed and are netted against program revenue. The cost
of Customer Acquisition campaigns are estimated using Company records of outstanding purchase commitments when final vendor invoices
have not been received.

Digital Impact recognizes revenue net of third-party costs because the majority of client and supplier contracts have the following
characteristics: the supplier, not the Company, is the primary obligor in the arrangement, the Company has limited latitude in establishing the
price charged to the client, the Company s credit risk is sometimes mitigated by receiving prepayment or reduced credit terms from its clients
before ordering from the supplier, the Company does not maintain any inventory related to Customer Acquisition programs, the Company does
not make changes to any data acquired from the supplier, and the client approves the supplier selection and the service specifications.

Digital Impact provides other complementary services to clients, such as strategy, solutions engineering, web-page development, creative design
and data analytics. These services are typically billed on an hourly rate. The revenue for engagements that support the delivery of future products
and services, such as targeted solutions, is deferred at the time of delivery and recognized pro-rata over the future periods of usage. The period
over which the revenue is recognized varies, generally between one and twelve months, depending on the term of the contract or the estimated
period of usage. Management uses their best estimates to determine the appropriate period for revenue deferral.

The Company assesses the probability of collection based on a number of factors, including its past transaction history with the customer and the
credit-worthiness of the customer. New customers and certain existing customers are subject to a credit review process that evaluates the
customers financial position and ultimately their ability to pay according to the original terms of the arrangement. Based on the Company s
review process, if it is determined from the outset or during the term of an arrangement that collection of the resulting receivable is not probable,
then revenue is recognized on a cash-collected basis.

Cash, cash equivalents and short-term investments

The Company considers all highly liquid investments with an original or remaining maturity of three months or less at the time of purchase to be
cash equivalents.
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Short-term investments consist of certificates of deposit and are classified as current assets because they have a maturity of less than one year.

Digital Impact classifies short-term investments as available-for-sale. Accordingly, these investments are carried at fair value, with unrealized
gains and losses reported as a separate component of stockholders equity. Digital Impact realizes gains or losses when these investments are sold
using the specific identification method. Digital Impact has not recognized any material gains of losses from the sale of short-term investments.

Restricted cash of $1.2 million at September 30, 2003 represents cash pledged as collateral for letters of credit that secure our operating leases.
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.

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. For the six
months ended September 30, 2003, two customers represented 13% and 11% of revenue, respectively. For the six months ended September 30,
2002, one customer represented 13% of revenue. As of September 30, 2003, one customer represented 21% of accounts receivable. As of
September 30, 2002, one customer represented 19% of accounts receivable.

Research and development expense

Research and development expense consists primarily of salary and related personnel expense, consulting fees and other operating expenses
related to research and development departments. The research and development departments perform new product development, enhance and
maintain existing products and perform quality assurance. With the exception of capitalized software development costs, research and
development costs are expensed as incurred.

The Company follows the provisions outlined in Statement of Position 98-1 Accounting for the Costs of Computer Software Developed or
Obtained for Internal Use related to the treatment of costs.

The Company capitalizes certain direct costs incurred in the development of internal use software. For the six months ended September 30,
2003, the Company capitalized approximately $176,000 in software development costs. These costs will be amortized using the straight-line
method over the two-year estimated useful life of the software, beginning when the software is ready for use. These amounts are included in
property and equipment in the accompanying consolidated balance sheet.

Long-lived assets

Property and equipment are stated at cost, less accumulated depreciation and amortization. Depreciation and amortization is computed using the
straight-line method over the shorter of the estimated useful lives of the assets, generally three to five years, or the lease term, if applicable.
Gains and losses upon asset disposal are taken into operations in the quarter of disposition. Maintenance and repairs are charged to operations as
incurred.

Long-lived assets, such as property and equipment and purchased intangibles subject to amortization, are reviewed for impairment whenever
events or changes in circumstances indicate that the carrying amount of an asset may not be recoverable. Recoverability of assets to be held and
used is measured by a comparison of the carrying amount of an asset to estimate undiscounted future cash flows expected to be generated by the
asset. If the carrying amount of an asset exceeds its estimated future cash flows, an impairment charge is recognized by the amount by which the
carrying amount of the asset exceeds the fair value of the asset. Assets to be disposed of are separately presented in the balance sheet and
reported at the lower of the carrying amount or fair value less costs to sell, and are no longer depreciated.

Goodwill

In accordance with Statement of Financial Accounting Standards ( SFAS ) No. 142, Goodwill and Other Intangible Assets ( SFAS No. 142 ),
goodwill is no longer subject to amortization, but rather is subject to at least an annual assessment for impairment.

10
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Income taxes

Deferred tax assets and liabilities are determined based on the differences between financial reporting and tax basis of assets and liabilities,
measured at tax rates that will be in effect when the differences are expected to reverse. Valuation allowances are established when necessary to
reduce deferred tax assets to the amounts expected to be realized. As of September 30, 2003, the Company had recorded a full valuation
allowance against its deferred tax assets.

Recent accounting pronouncements

In November 2002, the FASB issued FIN 45, Guarantor s Accounting and Disclosure Requirements for Guarantees. Including Indirect
Guarantees of Indebtedness of Others. FIN 45 requires a guarantor to recognize a liability for obligations it has undertaken in relation to the
issuance of a guarantee. It requires that the liability be recorded at fair value on the date that the guarantee is issued. It also requires a guarantor
to provide additional disclosures regarding guarantees, including the nature of the guarantee, the maximum potential amount of future payments
under the guarantee, the carrying amount of the liability, if any, for the guarantor s obligations under the guarantee, and the nature and extent of
any recourse provisions or available collateral that would enable the guarantor to recover the amounts paid under the guarantee. In June 2003,
the FASB issued a FASB Staff Position which indicated that indemnification clauses in software agreements related to intellectual property
infringement are subject to disclosure requirements of FIN 45, but not the initial recognition or measurement provisions. The disclosure
requirements under FIN 45 are effective for the interim and annual periods ending after December 15, 2002. The recognition and measurement
provisions under FIN 45 are effective for guarantees issued or modified after December 31, 2002. The adoption of FIN 45 did not have a
material impact upon our financial position, cash flows or results of operations.

In November 2002, the EITF reached consensus on Issue No. 00-21, Revenue Arrangements with Multiple Deliverables. EITF 00-21 provides
guidance on how to account for arrangements that involve the delivery or performance of multiple products, services and/or rights to use assets.
The provisions of EITF Issue No. 00-21 will apply to revenue arrangements entered into in fiscal periods beginning after June 15, 2003. The
adoption of EITF 00-21 did not have a material impact upon our financial position, cash flows or results of operations.

In December 2002, the FASB issued SFAS No. 148, Accounting for Stock-Based Compensation, Transition and Disclosure ( SFAS No. 148 ).
SFAS No. 148 provides alternative methods of transition for a voluntary change to the fair value based method of accounting for stock-based
employee compensation. SFAS No. 148 also requires that disclosures of the pro forma effect of using the fair value method of accounting for
stock-based employee compensation be displayed more prominently and in a tabular format. Additionally, SFAS No. 148 requires disclosure of
the pro forma effect in interim financial statements. The transition and annual disclosure requirements of SFAS No. 148 are effective for fiscal
years ending after December 15, 2002. The interim disclosure requirements are effective for interim periods commencing after December 15,

2002 and these disclosures are contained in Note 3. The Company will continue to apply the APB 25 provisions and will disclose the fair value
information on a proforma basis.

In May 2003, the FASB issue SFAS No. 150, Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity

( SFAS No. 150 ). SFAS No. 150 establishes standards for how an issuer classifies and measures certain financial instruments with characteristics
of both liabilities and equity. It requires that an issuer classify a financial instrument that is within its scope as a liability (or an asset in some
circumstances). SFAS No. 150 is effective for financial instruments entered into or modified after May 31, 2003, and otherwise is effective at

the beginning of the first interim period beginning after June 15, 2003. It is to be implemented by reporting the cumulative effect of a change in

an accounting principle for financial instruments created before the issuance date of the Statement and still existing at the beginning of the

interim period of adoption. Restatement is not permitted. The adoption of SFAS No. 150 did not have a material impact upon our financial
position, cash flows or results of operations.

Note 3. Stock-Based Compensation

SFAS No. 123, Accounting for Stock-Based Compensation ( FSAS No. 123 ), as amended by SFAS No. 148, permits companies to measure the
compensation cost of stock-based awards based on their estimated fair value at the date of grant and recognize the amount over the related

service period. Therefore, as permitted by SFAS No. 123 and SFAS No. 148, the Company accounts for its employee stock option plans under

the intrinsic value method, in accordance with the provisions of Accounting Principles Board ( APB ) Opinion No. 25, Accounting for Stock
Issued to Employees, and related interpretations. As such, compensation expense related to the granting of employee stock options is recorded

over the vesting period only if, on the date of grant, the fair value of the underlying stock exceeds the option s exercise price. Digital Impact has
adopted the disclosure-only requirements of SFAS No. 123, which allows entities to continue to apply the provisions of APB No. 25 for

transactions with employees and provide pro forma net income and pro forma earnings per share disclosures for employee stock grants made as

if the fair value

11
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based method of accounting in SFAS No. 123 had been applied to these transactions.

Had the Company determined compensation expense of employee stock options based on the estimated fair value of the stock options at the

grant date, consistent with the guidelines of SFAS No. 123, the net loss would have been increased to the pro forma amounts indicated below (in

thousands, except per share amounts):

Net income (loss), as reported

Add: Stock-based employee compensation expense
included in reported net loss

Deduct: total stock-based compensation determined
under fair value based method for all awards

Pro forma net loss, fair value method for all
stock-based awards

Basic net income (loss) per share:
As reported

Pro forma

Diluted net income (loss) per share:
As reported

Pro forma

Expected volatility

Weighted average risk-free interest rate
Expected life

Expected dividends

Expected volatility

Weighted average risk-free interest rate
Expected life

Expected dividends

Table of Contents

Three Months Ended Six Months Ended
September 30, September 30,
2003 2002 2003 2002
$ 108 $(1,163) $ (185) $(2,356)
17 165 42 428
(346) (811) (720) (1,940)
$ (221) $(1,809) $ (863) $(3,868)
$ 0.00 $ (0.04) $(0.01) $ (0.08)
$(0.01) $ (0.06) $(0.03) $ (0.13)
$ 0.00 $ (0.04) $(0.01) $ (0.08)
$(0.01) $ (0.06) $(0.03) $ (0.13)

The fair value for each option granted was estimated at the date of grant using the Black-Scholes option-pricing model, assuming no expected
dividends and the following assumptions:

Stock Options
Three Months Ended Six Months Ended
September 30, September 30,
2003 2002 2003 2002
90% 90% 90% 90%
2.92% 3.56% 2.78% 4.21%
4 years 6.5 years 4 to 6.5 years 6.5 years
0% 0% 0% 0%

Employee Stock Purchase Plan

Three Months Ended Six Months Ended
September 30, September 30,
2003 2002 2003 2002
90% 90% 90% 90%
1.18% 2.20% 1.28% 2.26%
.75 years 75 years .75 years .75 years
0% 0% 0% 0%
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The weighted average fair value per share of options granted at fair market value for the three and six months ended September 30, 2003 was
$2.53 and $2.02, respectively, and the weighted average fair value per share of options granted at fair market value for the three and six months
ended September 30, 2002 was $1.47 and $1.86, respectively.
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The pro forma impact of options on the net loss for the three and six months ended September 30, 2003 and 2002, may not be representative of
the effects on net income (loss) for future years, as future years will include the effects of additional years of stock option grants.

Note 4. Net Income (Loss) Per Share Computation

Basic net income (loss) per common share excludes the effect of potentially dilutive securities and is computed by dividing the net income
(loss) available to common shareholders by the weighted-average number of common shares outstanding for the reporting period. Diluted net
income (loss) per share adjusts this calculation to reflect the impact of outstanding stock options and shares subject to repurchase to the extent
that their inclusion would have a dilutive effect on net income (loss) per share for the reporting period. The following is a reconciliation of the
numerator and denominators used in the basic and diluted net income (loss) per share amounts (in thousands, except per share amounts)

Three Months Ended Six Months Ended
September 30, September 30,

2003 2002 2003 2002
Numerator:
Numerator for basic and diluted per share amounts - net income (loss) $ 108 $(1,163) $ (185) $ (2,356)

I I I I

Denominator:
Denominator for basic net income (loss) per share ~ weighted average shares 32,780 29,990 32,240 29,830
Effect of dilutive securities: stock options and shares subject to repurchase 2,882
Denominator for diluted net income (loss) per share 35,662 29,990 32,240 29,830
Basic net income (loss) per share $ 0.00 $ (0.04) $ (0.01) $ (0.08)
Diluted net income (loss) per share $ 0.00 $ (0.04) $ (0.01) $ (0.08)

For the three month period ended September 30, 2003, approximately 1.1 million outstanding, out-of-the-money stock options were not included
in the computation of diluted net income per share because to do so would have an antidilutive effect for the period. For the six month period
ended September 30, 2003, approximately 5.8 million outstanding options and approximately 100,000 shares subject to repurchase were not
included in the computation of diluted net loss per share because to do so would have an antidilutive effect for the period. For each of the three
and six months ended September 30, 2002, approximately 8.2 million outstanding options, and 442,000 shares subject to repurchase were not
included in the computation of diluted net loss per share because to do so would have an antidilutive effect for the periods.

Note 5. Intangible Assets

Intangible assets consist of the following (in thousands):

September 30, March 31,
2003 2003
Purchased technology $ 1,930 $ 1,930
Accumulated amortization (1,930) (1,716)
$ $ 214
I I

Amortization expense was $53,000 and $161,000 for the three months ended September 30, 2003 and 2002, respectively. Amortization expense
was $214,000 and $322,000 for the six months ended September 30, 2003 and 2002, respectively. Intangible assets have been fully amortized as
of September 30, 2003.

Note 6. Restructuring Charges
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As aresult of a cost reduction program initiated by the Company in the fiscal quarter ended March 31, 2003, we recorded net restructuring

charges of $546,000, which were classified as operating expenses. This involved the involuntary termination of 18 employees, as well as charges
for excess real estate related to the closure of our Cupertino facility.
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During the first six months of fiscal 2004, no such charges were recorded.

In calculating the restructuring charge associated with future lease commitments we consulted with a third party real estate firm to determine
reasonable estimates of future sublease income for our idle space, and to determine the time necessary to identify sublessees. The analysis was
performed based on the current real estate market in the Silicon Valley area. Digital Impact s restructuring charge related to future lease
commitments is based on a review of this information. Should market conditions change, this information may be updated.

The following table sets forth a summary of the costs and related charges for Digital Impact s restructuring charges and the balance of
restructuring reserves established (in thousands):

Future
Lease
Severance Costs Total
Balance at March 31, 2003 $ 8 $ 350 $ 358
Cash expenditures $ ® $(176) $(184)
Balance at September 30, 2003 $ $ 174 $ 174
] L] L]

As of September 30, 2003, approximately $174,000 remains accrued in Accrued Liabilities .
Note 7. Contingencies

In June 2001, a series of putative securities class actions were filed in United States District Court for the Southern District of New York against
certain investment bank underwriters for the Company s initial public offering ( IPO ), the Company, and various of the Company s officers and
directors. The complaints, which have been consolidated under the caption In re Digital Impact, Inc. Initial Public Offering Securities Litigation,
Civil Action No. 01-CV-4942, allege undisclosed and improper practices concerning the allocation of the Company s IPO shares, in violation of
the federal securities laws, and seek unspecified damages on behalf of persons who purchased the Company s stock during the period from
November 22, 1999 to December 6, 2000. The Court has appointed a lead plaintiff for the consolidated cases. On April 19, 2002, plaintiffs filed
an amended complaint. Other actions have been filed making similar allegations regarding the IPOs of more than 300 other companies. All of
these lawsuits have been coordinated for pretrial purposes as In re Initial Public Offering Securities Litigation, Civil Action No. 21-MC-92.
Defendants in these cases filed omnibus motions to dismiss on common pleading issues. Oral argument on these omnibus motions to dismiss
was held on November 1, 2002. The Company s officers and directors have been dismissed without prejudice in this litigation. On February 19,
2003, the court granted in part and denied in part the omnibus motion to dismiss. The court s order did not dismiss any claims against the
Company.

A proposal has been made for the settlement and release of claims against the issuer defendants, including the Company, in exchange for a
guaranteed recovery to be paid by the issuer defendants insurance carriers and an assignment of certain claims. The settlement is subject to a
number of conditions, including approval of the proposed settling parties and the court. If the settlement does not occur, and litigation against the
Company continues, the Company believes it has meritorious defenses and intends to defend the case vigorously.

On February 28, 2003, a related case, captioned Liu v. Credit Suisse First Boston, et al., Case No. 03-20459, was filed in the United States
District Court for the Southern District of Florida. The complaint names as defendants over forty companies and their respective directors and
officers, including Digital Impact and two of its officers. The Liu plaintiff is not alleged to have bought or sold Digital Impact stock. The
Company anticipates that this new case will be transferred to the United States District Court for the Southern District of New York and
coordinated with the existing IPO-related litigation, discussed above. In June 2003, the plaintiffs in this action filed an amended complaint but
did not rename the Company or its officers or directors.
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Note 8. Segment Reporting
Digital Impact is organized into two segments: Customer Marketing and Professional Services.

Customer Marketing provides clients with comprehensive solutions for creating and executing online direct marketing programs. The Company s
solutions are designed to enable marketers to drive revenue and deepen customer relationships with a comprehensive process that includes:
collecting and managing customer information, analyzing the information to determine ideal segments and offers, and sending highly relevant,
individualized email messages.

Professional Services enable clients to enhance marketing programs and improve campaign results. Digital Impact offers clients services in each
of the following categories: Strategy, Analysis, Data Management, Solutions Engineering, Web Development, Creative and Customer
Acquisition.

The respective revenue and gross profit of each of these segments is as follows (in thousands):

Three Months Ended September 30, 2003 Three Months Ended September 30, 2002
Customer Professional Customer Professional
Marketing Services Total Marketing Services Total
Revenues $7,771 $3,153 $10,924 $7.417 $3,711 $11,128
I I I I I I
Segment Gross Profit $4,681 $1,502 $ 6,183 $4,600 $2,026 $ 6,626
I I I I I I
Gross Margin 60% 48% 57% 62% 55% 60%
Six Months Ended September 30, 2003 Six Months Ended September 30, 2002
Customer Professional Customer Professional
Marketing Services Total Marketing Services Total
Revenues $15,305 $6,547 $21,852 $15,127 $6,519 $21,646
I I I I I I
Segment Gross Profit $ 9,104 $3,225 $12,329 $ 9,482 $3,309 $12,791
I I I I I I
Gross Margin 59% 49% 56% 63% 51% 59%
15
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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, starting on page 27. Any forward-looking statements speak only as of the date such statements are made.

Overview

Digital Impact was incorporated in California in October 1997 and reincorporated in Delaware in October 1999. Digital Impact is the premier
provider of online direct marketing solutions for enterprises. Our solutions enable corporations to create and deliver online direct marketing
programs that drive revenue, influence behavior and deepen customer relationships. Our solutions provide customer insight and powerful
program execution through a combination of hosted applications, technology infrastructure and world class services.

We derive our revenues from the sale of solutions that enable businesses to proactively communicate with their customers online. Primarily,
these services have consisted of the design and execution of online direct marketing campaigns and additional services provided by our
Professional Services organization, including the development and execution of Customer Acquisition programs. Revenue for direct marketing
and acquisition campaigns are recognized when persuasive evidence of an arrangement exists, the campaign has been sent, the fee is fixed or
determinable and collection of the resulting receivables is reasonably assured. Revenue generated by our Professional Service organization is
typically recognized as the service is provided.

As of September 30, 2003, the Company had 253 full-time employees.
Critical Accounting Policies and Estimates

Digital Impact s consolidated financial statements have been prepared in accordance with accounting principles generally accepted in the United
States. The preparation of these financial statements requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities at the date of the financial statements and the reported amounts of revenue and expenses during the reporting period. On an
on-going basis, management evaluates its estimates, including those related to the allowance for doubtful accounts, intangible assets,
restructuring costs and contingencies and litigation. Management bases its estimates on historical experience and various factors that are
believed to be reasonable under the circumstances, the results of which form the basis for making judgments about the carrying values of assets
and liabilities that are not readily apparent from other sources. Actual results may differ from these estimates under different assumptions or
conditions.

Management believes that the following critical accounting policies, among others, affect its more significant judgments and estimates used in
the preparation of its consolidated financial statements:

revenue recognition;

restructuring charges;

accounting for internal-use software;

Estimating valuation allowances, specifically the allowance for doubtful accounts;
valuation of long-lived assets and goodwill; and

accounting for stock-based compensation.

Revenue recognition. We generate revenue from the sale of solutions that enable businesses to proactively communicate with their customers
online.

Digital Impact applies the provisions of Staff Accounting Bulletin 101 Revenue Recognition and recognizes revenue when persuasive evidence
of an arrangement exists, the service has been delivered, the fee is fixed or determinable and collection of the resulting receivables is reasonably
assured. Customer Marketing revenues are recognized on upon
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sending of the campaigns. Revenues attributable to one-time set-up fees for service initiation are deferred and recognized ratably over the term
of the client s service agreement, typically twelve months. Customer Acquisition revenues are derived primarily from programs that assist clients
in growing their email lists through the use of third-party list rentals. Customer Acquisition programs fall into two general categories: List Rental
programs and ProspectNet programs. List Rental programs involve the execution and delivery of email campaigns to a defined number of
individuals provided by a third-party list rental or email address matching service. ProspectNet programs involve the strategic placement of a
Digital Impact client offer on a third-party site for the purpose of generating new opt-in email addresses for the client. Digital Impact contracts
with third-party providers to deliver names of individuals who opt-in to join the client s email list. Digital Impact is obligated to make payments
to third-parties for the cost of services associated with the execution of List Rental and ProspectNet programs. Digital Impact accounts for
revenues and costs associated with Customer Acquisition programs in accordance with Emerging Issues Task Force Issue No. 99-19 (EITF
99-19), Reporting Revenue Gross as a Principal versus Net as an Agent. The cost of Customer Acquisition campaigns are estimated using
Company records of outstanding purchase commitments when final vendor invoices have not been received. The cost of Customer Acquisition
campaigns are recognized in the period that the programs are executed and are netted against program revenue.

Digital Impact recognizes revenue net of third-party costs because the majority of client and supplier contracts have the following
characteristics: the supplier, not the Company, is the primary obligor in the arrangement, the Company has limited latitude in establishing the
price charged to the client, the Company s credit risk is sometimes mitigated by receiving prepayment or reduced credit terms from its clients
before ordering from the supplier, the Company does not maintain any inventory related to Customer Acquisition programs, the Company does
not make changes to any data acquired from the supplier, and the client approves the supplier selection and the service specifications.

Digital Impact provides other complementary services to clients, such as strategy, solutions engineering, web-page development, creative design
and data analytics. These services are typically billed on an hourly rate. The revenue for engagements that support the delivery of future products
and services, such as custom solutions, is deferred at the time of delivery and recognized pro-rata over the future periods of usage. The period
over which the revenue is recognized varies, generally between one and twelve months, depending on the term of the contract or the estimated
period of usage. Management uses its best estimates to determine the appropriate period for revenue deferral.

We assess probability of collection based on a number of factors, including our past transaction history with the customer and the
credit-worthiness of the customer. New customers and certain existing customers are subject to a credit review process that evaluates the
customers financial position and ultimately their ability to pay according to the original terms of the arrangement. Based on our review process,
if it is determined from the outset or during the term of an arrangement that collection of the resulting receivable is not reasonably assured, then
revenue is recognized on a cash-collected basis.

Restructuring charges. Digital Impact s restructuring reserve is related to our facilities in Cupertino. In calculating the restructuring charge we
consulted with a third-party real estate firm to determine reasonable estimates of future sublease income for our idle space, and to determine the
time necessary to identify sublessees. The analysis was performed based on the current real estate market in the Silicon Valley area. Digital
Impact s restructuring charge related to future lease commitments is based on a review of this information. Should market conditions change, this
information may be updated.

Accounting for internal-use software. We account for internal-use software in accordance with AICPA Statement of Position 98-1, Accounting
for the Costs of Computer Software Developed or Obtained for Internal Use. Internal-use software costs, including any fees paid to third parties
to implement the software, are capitalized beginning when we have determined various factors are present, including among others, that the
technology exists to achieve the performance requirements, we have made a decision as to whether we will purchase the software or develop it
internally and we have authorized funding for the project. Capitalization of software costs ceases when the software implementation is
substantially complete and is ready for its intended use, and the capitalized costs are amortized over the software s estimated useful life
(generally one to two years) using the straight-line method. The estimated useful life is based on technical and marketing management judgment
as to the product or feature life cycle. For the six months ended September 30, 2003, we capitalized $176,000 related to internal-use software
costs, none of which has been subject to amortization based upon deployment dates of the related projects.

When events or circumstances indicate the carrying value of internal use software might not be recoverable, we assess the recoverability of these
assets by determining whether the amortization of the asset balance over its remaining life can be recovered through undiscounted future
operating cash flows. The amount of impairment, if any, is recognized to the extent that the carrying value exceeds the projected discounted
future operating cash flows and is recognized as a write down of the asset. In addition, if it is no longer probable that computer software being
developed will be placed in service, the asset will be adjusted to the lower of its carrying value or fair value, if any, less direct selling costs. Any
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such adjustment would result in an expense in the period recorded, which could have a material adverse effect on our Consolidated Statement of
Operations. As of September 30, 2003, we believe that no such impairment of internal-use software existed.

Allowance for doubtful accounts. The preparation of financial statements requires our management to make estimates and assumptions that
affect the reported amount of assets and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenue and expenses during the reported period. Specifically, management must make estimates of the uncollectable portion of our
accounts receivable. Management specifically analyzes accounts receivable and analyzes historical bad debt experience, customer account
disputes, customer credit worthiness, current economic trends and changes in our customer payment terms when evaluating the adequacy of the
allowance for doubtful accounts. Our accounts receivable balance was $9.2 million, net of allowance for doubtful accounts of $275,000, as of
September 30, 2003.

Valuation of long-lived assets and goodwill. We assess the impairment of identified intangibles, long-lived assets and goodwill annually and
whenever events or a change in circumstances indicate the carrying value may not be recoverable. Factors we consider important which could
trigger an impairment review include the following:

significant underperformance relative to expected historical or projected future operating results;
significant changes in the manner of our use of the acquired assets or the strategy for our overall business;
significant negative industry or economic trends;

significant decline in our stock price for a sustained period of time; and

our market capitalization relative to net book value.
When we determine that the carrying value of intangible assets, long-lived assets or goodwill may not be recoverable based upon the existence
of one or more of the above indicators of impairment, we measure any potential impairment based on a projected discounted cash flow method
using a discount rate determined by our management to be commensurate with the risk inherent in our current business model. Long-lived assets
and goodwill amounted to $9.2 million as of September 30, 2003.

Accounting for Stock-Based Compensation

The Company accounts for stock-based awards to employees and directors using the intrinsic value method of accounting in accordance with
Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees (APB No. 25 ). Under the intrinsic value method,
because the exercise price of the Company s employee stock options equals the market price of the underlying stock on the date of grant, no
compensation expense is recognized in the Company s Consolidated Statement of Operations. We believe this method is appropriate for the
Company because it avoids the volatility of other expense methods which determine stock compensation expense typically by using the
Black-Scholes option pricing model which was developed for use in estimating the value of traded options that have no vesting restrictions and
are fully transferable. In addition, option pricing models require input of highly subjective assumptions including the expected stock price
volatility.

We have currently elected to apply the disclosure-only provisions of SFAS No. 123, Accounting for Stock-Based Compensation. In accordance
with the provisions of SFAS No. 123, the Company applies APB No. 25, and related interpretations in accounting for its stock option plans.
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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 Ended
September 30,
2003 2002

Net Revenue:

Customer marketing $ 7,771 71% $ 7,417 67%

Professional services 3,153 29% 3,711 33%
Total net revenue 10,924 100% $11,128 100%
Cost of revenue:

Customer marketing 3,090 28% 2,817 25%

Professional services 1,651 15% 1,685 15%
Cost of revenue 4,741 43% 4,502 40%
Gross profit 6,183 57% 6,626 60%
Operating expenses:

Research and development 1,279 12% 1,943 18%

Sales and marketing 2,910 27% 3,743 34%

General and administrative 1,750 16% 1,759 16%

Stock-based compensation 17 0% 165 1%

Amortization of purchased intangibles 53 0% 161 1%
Total operating expenses 6,009 55% 7,771 70%
Income (loss) from operations 174 2% (1,145) (10%)

| | | |
Other income and (expense), net (66) (1%) (18) 0%
Net income (loss) $ 108 1% $ (1,163) (10%)
| | | |

Three Months Ended September 30, 2003 and 2002
Revenues

Our Customer Marketing business provides clients with comprehensive solutions for creating and executing online direct marketing programs.
Our solutions are designed to enable marketers to drive revenue and deepen customer relationships with a comprehensive 