
EPRESENCE INC
Form 10-Q
May 15, 2003
Table of Contents

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-Q

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES

EXCHANGE ACT OF 1934

For the quarter ended March 31, 2003 Commission File Number 000-20364

EPRESENCE, INC.
(Exact name of registrant as specified in its charter)

MASSACHUSETTS 04-2798394
(State or other jurisdiction of

incorporation or organization)

(I.R.S. Employer Identification No.)

120 FLANDERS ROAD

WESTBORO, MASSACHUSETTS 01581

(Address of principal executive offices)

(508) 898-1000

(Registrant�s telephone number, including area code)

Edgar Filing: EPRESENCE INC - Form 10-Q

Table of Contents 1



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 Exchange Act Rule 12b-2). Yes  ¨  No  x

Number of shares outstanding of each of the issuer�s classes of Common Stock as of April 30, 2003:

Class Number of Shares Outstanding
Common Stock, par value $.01 per share 22,654,227
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This Quarterly Report on Form 10-Q contains forward-looking statements, including information with respect to the Company�s plans and
strategy for its business. For this purpose, any statements contained herein that are not statements of historical fact may be deemed to be
forward-looking statements. Without limiting the foregoing, the words �believes�, �anticipates�, �plans�, �expects� and similar expressions are intended
to identify forward-looking statements. There are a number of important factors that could cause actual events or the Company�s actual results to
differ materially from those indicated by such forward-looking statements. These factors include, without limitation, those set forth below under
the caption �Factors Affecting Future Operating Results� included under �Management�s Discussion and Analysis of Financial Condition and
Results of Operations� in Part I, Item 2 of this Quarterly Report on Form 10-Q.
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PART I�FINANCIAL INFORMATION

Item 1.    FINANCIAL STATEMENTS

EPRESENCE, INC.

CONSOLIDATED BALANCE SHEETS

(IN THOUSANDS EXCEPT SHARE AND PAR VALUE AMOUNTS)

March 31,
2003

(unaudited)

December 31,
2002

(audited)

ASSETS
Current assets:
Cash and cash equivalents $ 76,606 $ 73,195
Restricted Cash 1,644 1,640
Marketable securities 11,562 16,533
Accounts receivable, less allowances of $1,349 and $1,330, respectively 4,830 4,872
Other current assets 1,674 1,875

Total current assets 96,316 98,115
Marketable securities 12,581 13,902
Property and equipment, net 2,837 3,271
Other assets 1,131 1,131

TOTAL ASSETS $ 112,865 $ 116,419

LIABILITIES
Current liabilities:
Accounts payable $ 1,281 $ 1,927
Accrued expenses 8,423 8,522
Other current liabilities 421 448
Deferred revenue 1,863 1,608
Current portion of long-term debt 2,699 2,699

Total current liabilities 14,687 15,204

Long-term debt, net of current portion 849 1,124

Minority interests in consolidated subsidiaries 24,616 24,522

SHAREHOLDERS� EQUITY
Convertible preferred stock, $.01 par value; authorized�1,000,000 shares; none issued �  �  
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Common stock, $.01 par value; authorized�100,000,000 shares; issued 26,332,027 shares 263 263
Additional paid-in capital 171,981 172,014
Unearned compensation (408) (592)
Accumulated deficit (63,369) (60,420)
Accumulated other comprehensive income 225 283
Treasury stock at cost; 3,677,800 shares (35,979) (35,979)

Total shareholders� equity 72,713 75,569

TOTAL LIABILITIES AND SHAREHOLDERS� EQUITY $ 112,865 $ 116,419

The accompanying notes are an integral part of the consolidated financial statements.
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EPRESENCE, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(IN THOUSANDS EXCEPT PER SHARE DATA)

(unaudited)

Three Months Ended
March 31,

2003 2002

Revenues:
Services $ 4,171 $ 10,293
Switchboard 3,341 2,920

Total revenues 7,512 13,213

Cost of Revenues:
Services 3,250 6,999
Switchboard 707 918

Total cost of revenues 3,957 7,917

Gross profit 3,555 5,296
Operating expenses:
Sales and marketing 2,869 4,445
Product development 1,114 1,505
General and administrative 2,989 3,929
Restructure charges �  4,000

Total operating expenses 6,972 13,879

Operating loss from operations (3,417) (8,583)

Other income/(expense):
Interest income, net 502 1,113
Minority interest in (income)/losses of Switchboard (27) 510
Other, net 3 38

Total other income 478 1,661

Net loss before income taxes (2,939) (6,922)
Provision for income taxes 10 12

Net loss $ (2,949) $ (6,934)

Basic and diluted net loss per share $ (0.13) $ (0.31)

Basic and diluted weighted average number of common shares 22,228 22,332
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The accompanying notes are an integral part of the consolidated financial statements.
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EPRESENCE, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(IN THOUSANDS)

(unaudited)

Three Months Ended
March 31,

2003 2002

Cash Flows from Operating Activities:
Net loss $ (2,949) $ (6,934)
Adjustments to reconcile net income to net cash (used in)/provided by operating activities:
Depreciation and amortization 512 738
Minority interest 27 (510)
Loss on disposal of assets 1 177
Restructuring and other charges, non-cash portion �  800
Amortization of unearned compensation 183 343
Consideration given to a customer �  1,103
Changes in operating assets and liabilities:
Accounts receivable 45 3,017
Income tax receivable �  880
Other current assets 203 2,364
Other non-current assets �  62
Accounts payable and accrued compensation and expenses (795) (4,468)
Accrued costs for restructuring and other charges �  1,893
Deferred revenue 254 (3,039)

Net cash used in operating activities (2,519) (3,574)

Cash Flows from Investing Activities:
Capital expenditures (79) (603)
Decrease (increase) in restricted cash (4) 86
Proceeds from/(Purchases of) marketable securities, net 6,233 (3,089)

Net cash provided by/(used in) investing activities 6,150 (3,606)

Cash Flows from Financing Activities:
(Payments on) debt, net (275) (66)
Purchase of treasury stock �  (1,691)
Proceeds from stock plan purchases, stock options and warrants 52 172

Net cash used in financing activities (223) (1,585)

Effect of exchange rate changes on cash and cash equivalents 3 (38)

Net increase/(decrease) in cash and cash equivalents 3,411 (8,803)
Cash and cash equivalents at beginning of the period 73,195 33,022
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Cash and cash equivalents at end of the period $ 76,606 $ 24,219

Supplemental Disclosures of Cash Flow Information:
Cash paid during the year for:
Income Taxes $ 23 $ 88
Interest $ 42 $ 17
Non-cash financing activity:
Note receivable from officer for issuance of common stock of subsidiary $ �  $ 1,449
Asset and liability related to Directory Agreement $ �  $ 13,000

The accompanying notes are an integral part of the consolidated financial statements.
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EPRESENCE, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1.    BASIS OF PRESENTATION

ePresence, Inc., (�the Company�), has two reportable segments: services and Switchboard. The Company�s reportable segments are managed
separately as they are separately traded public companies, and market and distribute distinct products and services. ePresence is a leading
consulting and systems integration company delivering Security and Identity Management (�SIM�) solutions that help companies reduce cost,
enhance security, improve service and increase revenues. Identity management promotes effective management of users and access to the right
information across information technology (�IT�) environments, creating context and common infrastructure across distributed constituencies,
business processes and applications. The Company�s primary service offerings blend the elements of security and identity management, which
include enterprise directory and security services, meta-directory services, access and password management services, single sign-on services,
electronic provisioning services, IT platform services, and managed operational services. The Company�s Switchboard segment is organized as a
subsidiary, Switchboard Incorporated (�Switchboard�). Switchboard is a provider of web-hosted directory technologies and customized yellow
pages platforms to yellow pages publishers, newspaper publishers and Internet portals that offer online local directory advertising solutions to
national retailers and brick and mortar merchants across a full range of Internet and wireless platforms. Switchboard offers a broad range of
functions, content and services, including yellow and white pages, product searching, location-based searching and interactive maps and driving
directions. The Company consolidates Switchboard�s revenues, expenses and other income and expense in the Company�s consolidated statement
of operations, while the minority interest in Switchboard is eliminated through consolidated other income and expense. In addition,
Switchboard�s assets and liabilities are consolidated in the Company�s Consolidated Balance Sheet as of March 31, 2003 and December 31, 2002.
At March 31, 2003, the Company owned 9,802,421 shares or an approximate 52% equity interest of Switchboard�s outstanding common stock.

The unaudited consolidated financial statements presented herein have been prepared in accordance with the instructions to Form 10-Q and do
not include all of the information and note disclosures required by generally accepted accounting principles. The statements should be read in
conjunction with the consolidated financial statements and notes thereto included in the Company�s Form 10-K, Commission File No.
000-20364, that was filed with the Securities and Exchange Commission on March 28, 2003. In the opinion of management, the accompanying
consolidated financial statements include all adjustments, consisting only of normal recurring adjustments, necessary to present fairly the
Company�s financial position and results of operations.

NOTE 2.    STOCK-BASED COMPENSATION

At March 31, 2003, the Company had four stock-based employee compensation plans, which are more fully described in Note 15 in Company�s
Notes to Consolidated Financial Statements on its 2002 Annual Report on Form 10-K. The Company accounts for those plans under the
recognition and measurement principles of APB Opinion No. 25, Accounting for Stock Issued to Employees, and related interpretations and
adopted the disclosure only provisions of SFAS No. 123, Accounting for Stock-Based Compensation. Accordingly, no compensation cost has
been recognized for its stock-based compensation plans under the fair value method as described in SFAS 123. The company has issued
restricted stock at a price determined by the Compensation Committee of the Board of Directors subject to the Company�s right to repurchase
such stock in specified circumstances prior to the expiration of a restricted period within these plans.
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In addition, Switchboard has three stock-based employee compensation plans, which are more fully described in Switchboard�s Notes to
Consolidated Financial Statements on its 2002 Annual Report on Form 10-K for the year ended December 31, 2002. Switchboard also accounts
for those plans under the recognition and measurement principles of APB Opinion No. 25 and related interpretations.

In accordance with SFAS No. 148, Accounting for Stock-Based Compensation � Transition and Disclosure, the following tables illustrate the
assumptions used and the effect on net income (loss) and earnings per share if the Company had applied the fair value recognition provisions of
SFAS No. 123 for all employee stock options granted using the Black-Scholes option pricing model prescribed by SFAS No. 123.
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Three Months Ended
March 31,

2003 2002

(in thousands except
per share amounts)

Net loss as reported $ (2,949) $ (6,934)
Add: Stock-based employee compensation expense included in reported net loss 166 321
Less: Total stock-based compensation expense determined under fair value based method for all awards 2,317 1,427

Pro forma net loss $ (5,100) $ (8,040)

Basic and diluted loss per share as reported $ (0.13) $ (0.31)
Pro forma basic and diluted loss per share $ (0.23) $ (0.36)

NOTE 3.    CASH EQUIVALENTS AND MARKETABLE SECURITIES

In accordance with Statement of Financial Accounting Standards (�SFAS�) No. 115 �Accounting for Certain Investments in Debt and Equity
Securities� (�SFAS 115�), the Company classifies all of its marketable debt and equity securities as available for sale securities. These securities are
valued at their fair value. Unrealized holding gains and losses are reported as a net amount in accumulated other comprehensive income, a
separate component of shareholders� equity.

In the three months ended March 31, 2003 and 2002, purchases of marketable securities were $3,377,000 and $22,813,000 respectively. In the
three months ended March 31, 2003 and 2002, proceeds from sales and maturities of marketable securities were $9,610,000 and $19,724,000,
respectively.

In the three months ended March 31, 2003 and 2002, the Company recorded a realized gain on marketable securities of $12,000 and $147,000,
respectively.

NOTE 4.    RESTRUCTURING CHARGES

In the three months ended March 31, 2002, as part of the Company�s plan to implement cost-cutting measures, the Company recorded net pre-tax
charges of $4,000,000 for services restructuring activities. The reductions were focused principally on the closure of the Company�s offices in
Germany and the United Kingdom and reductions in the Company�s marketing and general and administrative functions. These charges included
workforce reductions of approximately 44 positions, office closures and asset write-offs.

In the three months ended December 31, 2002, as part of the Company�s continuing plan to implement cost-cutting measures, the Company
recorded net pre-tax charges of $1,100,000 for services restructuring activities. The reductions were focused principally on reductions in the
Company�s marketing and general and administrative functions, and the elimination of several senior management and executive-level positions.

Edgar Filing: EPRESENCE INC - Form 10-Q

Table of Contents 12



These charges included workforce reductions of approximately 31 positions and office closures.

At March 31, 2003, the Company had utilized approximately $2,893,000 in total of the liability for previous 2002 restructurings, of which
$1,254,000 was severance related costs and the remainder related to office closures and asset write-offs. The remaining 2002 liability at March
31, 2003 was approximately $2,207,000 substantially all of which is expected to be cash related expenditures. The Company anticipates that it
will utilize a substantial portion of the remaining 2002 liability by the end of fiscal year 2003.

In 2001, as part of the Company�s plan to implement cost-cutting measures in its services business, the Company recorded net pre-tax charges of
$3,953,000 related to a workforce reduction of approximately 100 positions, office closures and asset write-offs.

The following table summarizes both the 2001 and 2002 restructuring and other charges of the Company�s services segment:

Three Months Ended
March 31, 2003

Accrual/

Reserve

Balance

12/31/02

Cash

Payments

Accrual/

Reserve

Balance

03/31/03

(in thousands)
Staff reductions $ 808 $ 294 $ 514
Office closures and other costs 2,406 188 2,218
Asset write-offs (70) �  (70)

$ 3,144 $ 482 $ 2,662
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NOTE 5.    BASIC AND DILUTED LOSS PER SHARE

Basic loss per share is based upon the weighted average number of common shares outstanding during the period. Diluted loss per share is the
same as basic loss per share because to include the dilutive effect of potential common shares outstanding during the period would be
antidilutive.

Options to purchase 5,443,829 and 2,880,069 shares of common stock outstanding during the three months ended March 31, 2003 and 2002,
respectively, were excluded from the calculation of diluted earnings per share, as their effect would have been antidilutive.

NOTE 6.    COMPREHENSIVE LOSS

Other comprehensive loss includes unrealized gains or losses on the Company�s available-for-sale investments and foreign currency translation
adjustments.

(in thousands)
Three Months Ended

March 31,

2003 2002

Net loss $ (2,949) $ (6,934)
Unrealized loss on marketable securities (58) (685)
Translation adjustment �  (35)

Comprehensive loss $ (3,007) $ (7,654)

NOTE 7.    SEGMENT INFORMATION

As described in Note 1, the Company has two reportable segments: services and Switchboard. Significant financial information relative to the
Company�s reportable segments is as follows:

(in thousands)
Three Months Ended

March 31,
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Services 2003 2002

Revenues $ 4,171 $ 10,293
Cost of Revenues 3,250 6,999

Gross Profit 921 3,294
Operating Expenses:
Sales and marketing 2,027 3,018
General and administrative 2,185 3,222

8
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Restructuring and other charges �  4,000

Operating Expenses 4,212 10,240

Operating loss $ (3,291) $ (6,946)

(in thousands)
Three Months Ended

March 31,

Switchboard: 2003 2002

Revenues $ 3,341 $ 2,920
Cost of Revenues 707 918

Gross Profit 2,634 2,002
Operating Expenses:
Sales and marketing 842 1,427
Product development 1,114 1,505
General and administrative 804 707

Operating Expenses 2,760 3,639

Operating loss $ (126) $ (1,637)

NOTE 8.    AOL ALLIANCE

Switchboard has a Directory Agreement with AOL (the �Directory Agreement�), pursuant to which Switchboard shares with AOL specified
directory advertisement revenue. In addition, Switchboard is required to provide up to 300 hours of engineering services per month to AOL at no
charge, if requested by AOL for the term of the agreement. Any engineering services provided by Switchboard in excess of 300 hours per month
are charged to AOL on a time and materials basis. AOL typically exceeds these 300 hours each month.

The Directory Agreement expires in December 2004, and is subject to earlier termination upon the occurrence of specified events, including,
without limitation (1) Switchboard being acquired by one of certain third parties, or (2) AOL acquiring one of certain third parties and AOL
paying Switchboard a termination fee of $25.0 million. If Switchboard renews the Directory Agreement with AOL for at least an additional four
years after the initial term, Switchboard has agreed to issue to AOL a warrant to purchase up to 721,385 shares of common stock at a per share
purchase price of $4.32.

Net directory advertisement revenue recognized by Switchboard from AOL, including amortization of consideration given to AOL, was $1.6
million, or 48.8% of Switchboard�s net revenue, and $923,000, or 31.6% of Switchboard�s net revenue for the three months ended March 31, 2003
and 2002, respectively. In the three months ended March 31, 2003 and 2002, Switchboard consulting and service fees totaled $633,000 and
$56,000, respectively. Net amounts due Switchboard from AOL included in accounts receivable at March 31, 2003 and December 31, 2002 were
$787,000 and $549,000, respectively. As of March 31, 2003, AOL beneficially owned 7.9% of Switchboard�s outstanding common stock.
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NOTE 9.    NOTE RECEIVABLE FOR THE ISSUANCE OF SWITCHBOARD RESTRICTED COMMON STOCK

In January 2002, Switchboard recorded a note receivable from its Chief Executive Officer, who is also a member of its Board of Directors, for
approximately $1,400,000 arising from the financing of a purchase of 450,000 shares of its common stock as restricted stock by that individual.
As of March 31, 2003, 225,000 of such shares were unvested and restricted from transfer. On each of January 4, 2004, 2005 and 2006, 75,000 of
these restricted shares vests, respectively. The note bears interest at a rate of 4.875%, which is deemed to be fair market value, compounding
annually and is 100% recourse as to principal and interest. The

9
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note is payable upon the earlier of the occurrence of the sale of all or part of the shares by the issuer of the note, or January 4, 2008. At March
31, 2003, Switchboard has recorded $1,500,000 in principal and interest as a note receivable classified within stockholders� equity. During the
three months ended March 31, 2003 and 2002, Switchboard recorded $19,000 and $18,000, respectively, in interest income resulting from this
note receivable.

10
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ITEM 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

GENERAL

METHOD OF PRESENTATION

ePresence, Inc. has two reportable segments: services and Switchboard. These segments are managed separately as they are separately traded
public companies, and market and distribute distinct products and services. ePresence�s services business is a leading consulting and systems
integration company delivering Security and Identity Management (�SIM�) solutions that help companies reduce cost, enhance security, improve
service and increase revenues. Identity management promotes effective management of users and access to the right information across IT
environments, creating context and common infrastructure across distributed constituencies, business processes and applications. Our primary
service offerings blend the elements of security and identity management, which include enterprise directory and security services,
meta-directory services, access and password management services, single sign-on services, electronic provisioning services, information
technology platform services, and managed operational services. Our Switchboard segment is organized as a subsidiary, Switchboard
Incorporated (�Switchboard�). Switchboard is a provider of web-hosted directory technologies and customized yellow pages platforms to yellow
pages publishers, newspaper publishers and Internet portals that offer online local directory advertising solutions to national retailers and brick
and mortar merchants across a full range of Internet and wireless platforms. Switchboard offers a broad range of functions, content and services,
including yellow and white pages, product searching, location-based searching and interactive maps and driving directions. We consolidate
Switchboard�s revenues, expenses and other income and expense in our consolidated statement of operations, while the minority interest in
Switchboard is eliminated through consolidated other income and expense. In addition, Switchboard�s assets and liabilities are consolidated in
our Consolidated Balance Sheet as of March 31, 2003 and December 31, 2002. At March 31, 2003, we owned 9,802,421 shares or an
approximate 52% equity interest of Switchboard�s outstanding common stock.

RESULTS OF OPERATIONS

Services Revenues

Services revenues for the three-month period ended March 31, 2003 decreased 59% to $4.2 million, compared with $10.3 million for the
corresponding period in 2002. Of the $6.1 million decline, consulting services and third party product revenues declined $5.2 million or 64%,
while our managed services revenues declined $0.9 million or 41%. The decrease in 2003 for the consulting and third party product was
principally due to unfavorable economic conditions leading to decreased and deferred technology spending and related deployments. Consulting
and third party revenue was also impacted by declines in revenues from our portal solutions business and our operations in Germany and the
United Kingdom which we exited in 2002. The decrease in managed services revenue for 2003 was principally due to a decline in our legacy
support services and was in part offset by increased revenues derived from our remote access managed services offerings.

Services Gross Profit

Gross profit for services for the three-month period ended March 31, 2003 were 22%, or $0.9 million, compared with 32%, or $3.3 million, for
the corresponding period in 2002. The decreases in gross profit dollars and percentages in 2003 were primarily due to decreases in revenues

Edgar Filing: EPRESENCE INC - Form 10-Q

Table of Contents 19



noted above, mitigated, in part, by reductions in cost of services, which decreased at a slower pace than revenues. Cost of services revenues
consists primarily of direct costs (i.e., compensation) of consulting delivery personnel and third-party product costs.

Services Operating Expenses

Sales and marketing expenses for services decreased 33% to $2.0 million for the three-month period ended March 31, 2003, compared with $3.0
million for the corresponding period in 2002. The decrease in 2003 was due primarily the effects of our previous restructurings that resulted in
cost reductions in our domestic and international operations, principally due to staff reductions in the domestic operations including our portal
solutions business as well as the closing of our operations in Germany and the United Kingdom. Sales and marketing expenses as a percentage
of services revenues were 49% and 29% for the three-month periods ended March 31, 2003 and 2002, respectively. Sales and marketing
expenses consist primarily of salaries, associated employee benefits and travel expenses of sales and marketing personnel and promotional
expenses.
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General and administrative expenses for services decreased 32% to $2.2 million for the three-month period ended March 31, 2003, compared
with $3.2 million for the corresponding period in 2002. The decrease in 2003 was primarily attributable to the effects of our previous
restructurings that resulted in a reduction in facility costs and lower depreciation expense as well as staff reductions and related costs and lower
bad debt expense. General and administrative expenses as a percentage of services revenues were 52% and 31% for the three-month periods
ended March 31, 2003 and 2002, respectively. General and administrative expenses consist primarily of compensation, benefits and travel costs
for employees in management, finance, human resources, information services and legal groups; recruiting and training costs for delivery
personnel and facilities and depreciation expenses.

Services Restructuring Charges

In the three months ended March 31, 2002, as part of our plan to focus on cost reductions while transitioning to a sales model that aims to lower
our cost of sales and capitalize on the strength of our relationships with industry leaders, we recorded total pre-tax charges of $4.0 million. The
restructurings were focused principally on the closure of our offices in Germany and the United Kingdom and reductions in our marketing and
general and administrative functions. These charges included workforce reductions of approximately 44 positions, office closures and asset
write-offs.

In the three months ended December 31, 2002, as part of our continuing plan to implement cost-cutting measures, we recorded net pre-tax
charges of $1.1 million for services restructuring activities. The reductions were focused principally on reductions in our marketing and general
and administrative functions, and the elimination of several senior management positions. These charges included workforce reductions of
approximately 31 positions and office closures.

At March 31, 2003, we had utilized approximately $2.9 million in total of the liability of which $1.3 million was severance related costs, and the
remainder related to office closures and asset write-offs. The remaining 2002 liability at March 31, 2003 was approximately $2.2 million,
substantially all of which is cash related. We anticipate that we will utilize a substantial portion of the remaining liability by the end of fiscal
year 2003. See Note 4, Restructuring Charges, in the Company�s Notes to Consolidated Financial Statements.

Switchboard Revenues

Net revenues from Switchboard included in the consolidated financial results of our operations were $3.3 million and $2.9 million in the three
months ended March 31, 2003 and 2002, respectively, representing an increase of $0.4 million or 14%. The increase in net revenue for the three
months ended March 31, 2003 consisted primarily of increases in net merchant network revenue.

The increase in Switchboard�s net merchant network revenue for the three months ended March 31, 2003 was primarily due a reduction in
amortization of consideration given to AOL of $1.1 million upon the amendment to the Directory Agreement with AOL as well as increases in
revenue from engineering and other services, as well as additional licensing revenue from new merchant network alliance partners. Offsetting
these increases was a decrease in licensing revenue from AOL, primarily as a result of nationally oriented merchant advertising revenue in the
three months ended March 31, 2002, as well as a reduction in the percentage by which Switchboard shares in directory revenue generated by
AOL under the Directory Agreement based upon the achievement of a predetermined cumulative revenue milestone.
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Switchboard Gross Profit

Gross profits for Switchboard in the three months ended March 31, 2003 was 79% of net revenue, or $2.6 million, compared with 69% of net
revenue, or $2.0 million in the comparable period of 2002 Switchboard�s Cost of revenue decreased by $0.2 million for the three months ended
March 31, 2003 primarily as a result of a decrease in web site creation and hosting fees in connection with Switchboard�s merchant services
programs, as well as decreases in data communication fees and cost of third-party data. These decreases were offset in part by an increase in
employee salaries and benefits associated with the delivery of engineering services, which have been reclassified as cost of revenue.
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Switchboard Operating Expenses

Sales and marketing expenses for Switchboard decreased to $0.8 million for the three months ended March 31, 2003, compared with $1.4
million for the corresponding period in 2002. The decrease for the three months ended March 31, 2003 was primarily related to decreases in
merchant program expenses, decreases in advertising and promotional expenses, and decreases in employee salaries and benefits. As a
percentage of Switchboard net revenue, sales and marketing expenses were 25% for the three months ended March 31, 2003, compared with
49% for the corresponding period in 2002.

Product development expenses for Switchboard decreased to $1.1 million for the three months ended March 31, 2003, compared with $1.5
million for the corresponding period in 2002. The decrease for the three months ended March 31, 2003 was due primarily to a decrease in
outside consulting, a decrease in employee salaries and benefits associated with the delivery of engineering services which have been
reclassified as cost of revenue and a decrease in other employee salaries and benefits. As a percentage of Switchboard net revenue, research and
development expenses were 33% for the three months ended March 31, 2003, compared with 52% for the corresponding period in 2002.

General and administrative expenses for Switchboard increased to $0.8 million for the three months ended March 31, 2003, compared with $0.7
million for the corresponding period in 2002. The increase for the three months ended March 31, 2003 was primarily due to increases in salaries
and benefits and professional services expenses. As a percentage of Switchboard net revenue, general and administrative expenses were 24% for
the three months ended March 31, 2003, compared with 24% for the corresponding period in 2002.

Consolidated Other Income/(Expense) and Income Taxes

Consolidated other income/(expense) was $0.5 million for the three-month period ended March 31, 2003 and $1.7 million for the corresponding
period in 2002. The decrease in 2003 is due primarily to a decrease in interest income earned as a result of a decline in interest rates and reduced
funds available for investment as well as a reduction in the minority interest in Switchboard.

We recorded no tax benefit on its operating losses for the three months ended March 31, 2003 and 2002 due to the uncertainty of its realization.
The small provision for income taxes in 2003 is for taxes related to our securities corporation as well as other state minimum taxes.

LIQUIDITY AND CAPITAL RESOURCES

At March 31, 2003, consolidated cash, cash equivalents, marketable securities and restricted cash were $102.4 million, of which $48.7 million
was held by ePresence and $53.7 million was held by Switchboard. At December 31, 2002, consolidated cash, cash equivalents, marketable
securities and restricted cash were $105.3 million, of which $51.4 million was held by ePresence and $53.9 million was held by Switchboard.
Consolidated working capital decreased from $82.9 million at December 31, 2002 to $81.6 million at March 31, 2003. Cash and cash
equivalents increased $3.4 million resulting in a consolidated balance of $76.6 million at March 31, 2003. This increase was primarily due to net
cash used in operating activities of $2.5 million, net cash used in financing activities of $0.2 million and net cash provided by investing activities
of $6.2 million.
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Net cash used in operating activities for the three-month period ended March 31, 2003 of $2.5 million, was primarily due to a net loss of $2.9
million, and a decrease in accounts payable and accrued expenses of $0.8 million. These decreases were offset in part by depreciation and
amortization of $0.5 million, an increase in deferred revenues of $0.3 million and a decrease in other current assets of $0.2 million.

Net cash used in financing activities for the three-month period ended March 31, 2003 of $0.2 million was primarily due to payments on
Switchboard notes payable of $0.3 million, offset in part by proceeds of $0.1 from Switchboard�s issuance of stock.

Net cash provided by investing activities for the three-month period ended March 31, 2003 of $6.2 million was primarily due to proceeds from
marketable securities.

On December 18, 2000, the Board of Directors of ePresence authorized the repurchase of up to $10.0 million of its common stock on the open
market. Repurchases of stock are at management�s discretion, depending upon acceptable prices and availability. Funds used in the repurchase of
shares come from our existing cash and investment balances along with cash generated from operations. As of March 31, 2003, we have
expended $7.4 million toward stock repurchases pursuant to this repurchase program.

On November 7, 2002, we entered into a $10.0 million revolving line of credit with Silicon Valley Bank (�SVB�), that provides for borrowings at
SVB�s prime rate. This credit agreement has a one-year term and contains covenants relating to the maintenance of certain financial ratios. We
had no borrowings under this line of credit outstanding at March 31, 2003.
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In June 2002, Switchboard entered into a loan and security agreement (the �SVB Financing Agreement�) with SV B, under which Switchboard
had the ability to borrow up to $4.0 million for the purchase of equipment. Amounts borrowed under the facility accrue interest at a rate equal to
prime plus 0.25%, and are repaid monthly over a 30-month period. As of March 31, 2003, Switchboard had utilized $2.7 million of this facility.
On March 31, 2003, Switchboard�s ability to fund additional equipment purchases under the facility expired. The SVB Financing Agreement also
provides for a $1.0 million revolving line of credit. At March 31, 2003, Switchboard had no outstanding borrowings under the revolving line of
credit. Switchboard�s ability to utilize the revolving line of credit expires on May 30, 2003.

As a condition of the Switchboard SVB Financing Agreement, Switchboard is required to maintain in deposit or investment accounts at SVB not
less than 95% of its cash, cash equivalents and marketable securities. Additionally, covenants in the SVB Financing Agreement require them to
maintain in deposit or in investment accounts with SVB at least $20.0 million in unrestricted cash.

In November 2000, Switchboard acquired Envenue, Inc., a wireless provider of advanced product searching technologies designed to drive leads
to traditional retailers. The total purchase price included consideration of $2.0 million in cash to be paid on or before May 24, 2002. Switchboard
has not paid this amount, as they are in a contractual dispute with the previous owners of Envenue. In June 2002, Switchboard placed into
escrow $2.0 million, which will be held in escrow until the contractual dispute is resolved. Switchboard has recorded this amount as restricted
cash. In October 2002, Switchboard paid $410,000, representing the undisputed portion of the purchase price plus interest from the original
maturity date to the former stockholders of Envenue.

We believe that existing cash and marketable securities, combined with cash expected to be generated from operations, will be sufficient to fund
our operations through at least the next twelve months.

FACTORS AFFECTING FUTURE OPERATING RESULTS

Certain of the information contained in this Quarterly Report on Form 10-Q, including, without limitation, information with respect to our plans
and strategy for our business, statements relating to the sufficiency of cash and cash equivalent balances, anticipated expenditures, the
anticipated effects of our cost reduction measures and our sales and marketing and product development efforts, consists of forward-looking
statements. Any statements contained herein that are not statements of historical fact may be deemed to be forward-looking statements. Without
limiting the foregoing, the words �believes,� �expects,� �anticipates,� �plans,� and similar expressions are intended to identify forward-looking
statements. Important factors that could cause actual results to differ materially from the forward-looking statements include the following
factors:

The continuing broad economic slowdown and global political uncertainty has affected the demand for IT services, lengthened the sales cycles
and caused decreased technology spending for many of our customers and potential customers. If companies continue to cancel or delay their
business and technology consulting initiatives because of the current economic and political climate, or for other reasons, our business, financial
condition and results of operations could be materially adversely affected.

During 2002 we restructured our operations through workforce reductions and office closures. Such restructurings could have an adverse effect
on our business, including on our ability to attract and retain customers and employees, and there can be no assurance that we will achieve the
anticipated financial benefits of these restructurings. In addition, there can be no assurance that our workforce reductions will not have a material
adverse effect on our business and operating results in the future.
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Our future success will depend in part upon our ability to continue to grow our services business, enter into new strategic alliances, acquire
additional services customers and adapt to changing technologies and customer requirements. Any failure to do so could have a material adverse
effect on us. We have a limited operating history as a services company. In addition, the market for our consulting services and the technologies
used in our solutions have been changing rapidly and we expect this level of change to continue. If we cannot keep pace with these changes in
our marketplace, our business, financial condition and results of operations will suffer. There can be no assurance we will be successful in our
strategic focus on services, including SIM services.

We sell our services principally through a direct sales force to customers in a broad range of industries. We do not require collateral or other
security to support customer receivables. Conditions affecting any of our clients could cause them to become unable or unwilling to pay us in a
timely manner, or at all, for services we have already performed. Our financial results and condition could be adversely affected by credit losses.

We have a number of partnerships and alliances with software vendors under which we provide services around such vendors� products. Any
failure of these alliances to generate the anticipated level of sales, the loss of one or more of these alliances, or the failure to enter into additional
strategic alliances, could have a material adverse effect on us.

14
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We are dependent upon the continued services of our key management and technical personnel. In addition, as a services company, our business
is particularly dependent on our employees. Competition for qualified personnel is strong, and there can be no assurance we will be able to
attract and retain qualified management and other employees.

We were not profitable during 2002, and there can be no assurance we will return to profitability in 2003 or in any future period. Continued
losses could have a material adverse effect on our liquidity and capital resources.

Our operating expenses are largely based on anticipated revenue trends, and a high percentage of our expenses, such as personnel and rent, are
and will continue to be fixed in the short-term. We may not be able to quickly reduce spending if our revenues are lower than we had projected.
As a result, an unanticipated decrease in the number, or an unanticipated slowdown in the scheduling, of our projects may cause significant
variations in operating results in any particular quarter and could have a material adverse effect on operations for that quarter. If we do not
achieve our expected revenues, our operating results will be below our expectations and the expectations of investors and market analysts, which
could cause the price of our common stock to decline. Our quarterly operating results have varied significantly in the past and will likely vary
significantly in the future, making it difficult to predict future performance. These variations result from a number of factors, many of which are
outside of our control. Because of this difficulty in predicting future performance, our operating results will likely fall below the expectations of
securities analysts or investors in some future quarter or quarters. Our failure to meet these expectations would likely adversely affect the market
price of our common stock.

The market for our products is highly fragmented and characterized by continuing technological developments, evolving and competing industry
standards, and changing customer requirements. We expect competition to persist and intensify in the future. Some of our competitors have
longer operating histories and significantly greater financial, technical, marketing and other resources than we do. Many of these companies can
also leverage extensive customer bases, have broad customer relationships and have broad industry alliances, including relationships with certain
of our current and potential customers. In addition, certain competitors may adopt aggressive pricing policies or may introduce new services.
Competitive pressures may make it difficult for us to acquire and retain customers and could require us to reduce the price of our services. We
cannot be certain that we will be able to compete successfully with existing or new competitors. Our failure to maintain and enhance our
competitive position would limit our ability to retain and increase our market share, resulting in serious harm to our business and operating
results.

Our future success depends on the increased acceptance and use of advanced technologies as a means for conducting commerce and operations.
If use of these advanced technologies does not continue to grow, or grows more slowly than expected, our revenue growth could slow or decline
and our business, financial condition and results of operations could be materially adversely affected. Businesses may delay adoption of
advanced technologies for a number of reasons, including inability to implement and sustain profitable business models using advanced
technologies; inadequate network infrastructure or bandwidth; delays in the development or adoption of new technical standards and protocols
required to handle increased levels of usage; delays in the development of security and authentication technology necessary to effect secure
transmission of confidential information; and failure of companies to meet their customers� expectations in delivering goods and services using
advanced technologies.

Our services rely upon third-party technologies. Our business could be harmed if providers of software and technology utilized in connection
with our services ceased to deliver and support reliable products, enhance their current products in a timely fashion or respond to emerging
industry standards. In addition, if we or our customers cannot maintain licenses to key third-party software, provision of our services could be
delayed until equivalent software could be licensed and integrated into our services, or we might be forced to limit our service offerings. Either
alternative could materially adversely affect our business, operating results and financial condition.
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Some of our contracts can be canceled by the customer with limited advance notice and without significant penalty. Termination by any
customer of a contract for our services could result in a loss of expected revenues and additional expenses for staff which were allocated to that
customer�s project. We could be required to maintain underutilized employees who were assigned to the terminated contract. The unexpected
cancellation or significant reduction in the scope of any of our large projects could have a material adverse effect on our business, financial
condition and results of operations.

A significant portion of our projects are based on fixed-price, fixed-timeframe contracts, rather than contracts in which payment to us is
determined on a time and materials basis. Our failure to accurately estimate the resources required for a project, or our failure to complete our
contractual obligations in a manner consistent with the project plan upon which our fixed-price, fixed-timeframe contract was based, could
adversely affect our overall profitability and could have a material adverse effect on our business, financial condition and results of operations.
We have been required to commit unanticipated additional resources to complete projects in the past, which has resulted in losses on those
contracts. We will likely experience similar situations in the future and the consequences could be more severe than in the past, due to the
increased size and complexity of our engagements. In addition, we may fix the price for some projects at an early stage of the process, which
could result in a fixed price that turns out to be too low and, therefore, would adversely affect our business, financial condition and results of
operations.
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Any failure by us to effectively identify and acquire complementary businesses or SIM-focused software, integrate such businesses or software,
as the case may be, and any failure of such companies or software to perform as expected could have a material adverse effect on us. Any
acquisition for cash could have a significant impact on our liquidity and capital resources, and any acquisition for stock could involve significant
dilution for our stockholders.

We own 9,802,421 shares of Switchboard�s common stock, which is traded on the NASDAQ National Market. The trading price of Switchboard�s
common stock is likely to be volatile and may be influenced by many factors, including, without limitation, variations in financial results,
changes in earnings estimates by industry research analysts, the failure or success of branding and strategic initiatives and investors� perceptions.
Volatility in the trading price of Switchboard�s common stock could have a material adverse effect on our financial condition. In addition, due to
our level of ownership of Switchboard, the trading price of our common stock is likely to be influenced by the trading price of Switchboard�s
common stock. If Switchboard�s trading price declines, the trading price of our common stock will likely decline as well.

Switchboard�s results of operations are consolidated as part of our results of operations. Switchboard, which has a history of incurring net losses,
may experience losses in future periods. In addition, Switchboard�s quarterly results of operations have fluctuated significantly in the past and are
likely to fluctuate significantly from quarter to quarter in the future. Factors that may cause Switchboard�s results of operations to fluctuate
include: the success of Switchboard�s relationship with AOL; the addition or loss of relationships with third parties that are Switchboard�s source
of new merchants for its local merchant network or that license Switchboard�s services for use on their own web sites; Switchboard�s ability to
attract and retain consumers, local merchants and national advertisers to its web site; the amount and timing of expenditures for expansion of
Switchboard�s operations, including the hiring of new employees, capital expenditures and related costs; technical difficulties or failures affecting
Switchboard�s systems or the Internet in general; the cost of acquiring, and the availability of, content, including directory information and maps;
Switchboard�s expenses, which are largely fixed, particularly in the short-term, are partially based on expectations regarding future revenue; the
cost and risks associated with any acquisition, and Switchboard�s ability to attract and retain highly skilled managerial and technical personnel.

In addition, Switchboard has only a limited operating history and until March 2000 had no operating history as a stand-alone company and no
experience in addressing various business challenges without the support of a corporate parent. It may not be successful as a stand-alone
company.

William P. Ferry, our Chairman of the Board, President and Chief Executive Officer, is Switchboard�s Chairman of the Board, and Richard M.
Spaulding, our Senior Vice President and Chief Financial Officer, and Robert M. Wadsworth, one of our directors, are directors of Switchboard.
Serving as a director of Switchboard and as either a director or an officer of ePresence could create, or appear to create, potential conflicts of
interest when those directors and officers are faced with decisions that could have different implications for us than for Switchboard. Such
conflicts, or potential conflicts, of interest could hinder or delay our management�s ability to make timely decisions regarding significant matters
relating to our business.

Because of the foregoing factors and the other factors we have disclosed from time to time, we believe that period-to-period comparisons of our
financial results are not necessarily meaningful and you should not rely upon these comparisons as indicators of our future performance. We
expect that our results of operations may fluctuate from period-to-period in the future.
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ITEM 3.    QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Marketable Securities and Interest Rates

We are exposed to financial market risks, including changes in interest rates. Our marketable securities as of March 31, 2003 are invested in U.S.
agencies bonds and notes and repurchase agreements. The majority of our investments have maturities between one and three years. A
significant portion of our cash is invested in short-term interest-bearing securities. While we have in the past used hedging contracts to manage
exposure to changes in the value of marketable securities, we are not currently a party to any such contract. We may use hedging contracts in the
future. The fair value of our investment portfolio or related income would not be significantly impacted by either a 100 basis point increase or
decrease in interest rates due mainly to the short-term nature of our investment portfolio. These potential changes are based on sensitivity
analysis performed on our balances as of March 31, 2003.

Foreign Currency

Prior to January 1, 2002, our subsidiaries generally used the local currency as the functional currency. Assets and liabilities were translated into
U.S. dollars at the period ended exchange rate and income and expense amounts were translated using the average rate prevailing for the period.
Adjustments resulting from translation were included in accumulated other comprehensive income.

As of January 1, 2002, our remaining subsidiaries began using the U.S. dollar as the functional currency as we had substantially liquidated our
remaining foreign subsidiaries. As a result, the translation gains/losses are included in net loss for 2002. Prior cumulative translation gains/losses
within accumulated comprehensive income have been reversed and included in the net loss in 2002. To date, foreign currency exchange rate
fluctuations have not had a material effect on our operating results or financial condition.

ITEM 4.    CONTROLS AND PROCEDURES

The Company�s principal executive officer and principal financial officer have concluded that the Company�s disclosure controls and procedures,
as defined in Exchange Act Rule 13a-14(c), based on their evaluation of such controls and procedures conducted within 90 days prior to the date
hereof, are effective to ensure that information required to be disclosed by the Company in the reports it files under the Securities Exchange Act
of 1934, as amended, is recorded, processed, summarized and reported within the time periods specified in the rules and forms of the Securities
and Exchange Commission and that such information is accumulated and communicated to the Company�s management, including its principal
executive officer and principal financial officer, as appropriate to allow timely decisions regarding required disclosure.

There have been no significant changes in the Company�s internal controls or in other factors that could significantly affect these controls
subsequent to the date of the evaluation referred to above.
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PART II�OTHER INFORMATION

ITEM 6.    EXHIBITS AND REPORTS ON FORM 8-K

The exhibits listed on the Exhibit Index immediately preceding such exhibits are filed as part of this report.

No reports on Form 8-K were filed during the quarter ended March 31, 2003.

18

Edgar Filing: EPRESENCE INC - Form 10-Q

Table of Contents 32



Table of Contents

EPRESENCE, INC.

SIGNATURE

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 thereunto duly authorized.

EPRESENCE, INC.

Date:    May 14, 2003 By: /s/    Richard M. Spaulding        

Richard M. Spaulding Senior Vice President

and Chief Financial Officer, Treasurer and

Clerk (Principal Financial Officer and

Principal Accounting Officer)
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CERTIFICATIONS

I, William P. Ferry, certify that:

1. I have reviewed this Quarterly Report on Form 10-Q of ePresence, Inc.;

2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect
to the period covered by this annual report; and

3. Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this
annual report.

4. The registrant�s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:

a. designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this quarterly
report is being prepared;

b. evaluated the effectiveness of the registrant�s disclosure controls and procedures as of a date within 90 days prior to the filing date of
this quarterly report (the �Evaluation Date�); and

c. presented in this annual report our conclusions about the effectiveness of the disclosure controls and procedures based on our
evaluation as of the Evaluation Date;

5. The registrant�s other certifying officers and I have disclosed, based on our most recent evaluation, to the registrant�s auditors and the audit
committee of the board of directors (or persons fulfilling the equivalent function):

a. all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant�s ability to record,
process, summarize and report financial data and have identified for the registrant�s auditors any material weaknesses in internal
controls; and

b. any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant�s
internal controls; and

6. The registrant�s other certifying officers and I have indicated in this quarterly report whether or not there were significant changes in
internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation,
including any corrective actions with regard to significant deficiencies and material weaknesses.

Date: May 14, 2003
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/s/    WILLIAM P. FERRY        

William P. Ferry

President and Chief Executive Officer

(principal executive officer)
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I, Richard M. Spaulding, certify that:

1. I have reviewed this Quarterly Report on Form 10-Q of ePresence, Inc.;

2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect
to the period covered by this annual report; and

3. Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this
annual report.

4. The registrant�s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:

a. designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this quarterly
report is being prepared;

b. evaluated the effectiveness of the registrant�s disclosure controls and procedures as of a date within 90 days prior to the filing date of
this quarterly report (the �Evaluation Date�); and

c. presented in this annual report our conclusions about the effectiveness of the disclosure controls and procedures based on our
evaluation as of the Evaluation Date;

5. The registrant�s other certifying officers and I have disclosed, based on our most recent evaluation, to the registrant�s auditors and the audit
committee of the board of directors (or persons fulfilling the equivalent function):

a. all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant�s ability to record,
process, summarize and report financial data and have identified for the registrant�s auditors any material weaknesses in internal
controls; and

b. any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant�s
internal controls; and

6. The registrant�s other certifying officers and I have indicated in this quarterly report whether or not there were significant changes in
internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation,
including any corrective actions with regard to significant deficiencies and material weaknesses.

Date: May 14, 2003

/s/    RICHARD M. SPAULDING        
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Richard M. Spaulding

Chief Financial Officer

(principal financial officer)
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EXHIBIT INDEX

Exhibit Number TITLE OF DOCUMENT

99.1 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

99.2 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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