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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 March 31, 2006

OR

¨ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from              to             

Commission file number: 0-25259

Bottomline Technologies (de), Inc.
(Exact name of registrant as specified in its charter)

Delaware 02-0433294
(State or other jurisdiction of

incorporation or organization)

(I.R.S. Employer

Identification No.)

325 Corporate Drive 03801-6808
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Portsmouth, New Hampshire
(Address of principal executive offices) (Zip Code)

(603) 436-0700

(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 a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
�accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act (Check one):

Large accelerated filer  ¨    Accelerated filer  x    Non-accelerated filer  ¨

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).    Yes  ¨    No  x

The number of shares outstanding of the registrant�s common stock as of April 30, 2006 was 23,507,375.
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

Bottomline Technologies (de), Inc.

Unaudited Condensed Consolidated Balance Sheets

(in thousands)

March 31,

2006

June 30,

2005
Assets
Current assets:
Cash and cash equivalents $ 36,107 $ 20,789
Marketable securities 41,143 15,127
Accounts receivable, net of allowance for doubtful accounts and returns of $1,928 at March 31, 2006 and $1,830 at
June 30, 2005 21,979 22,956
Other current assets 5,004 4,893

Total current assets 104,233 63,765
Property and equipment, net 6,787 6,940
Intangible assets, net 60,835 38,695
Other assets 762 1,041

Total assets $ 172,617 $ 110,441

Liabilities and stockholders� equity
Current liabilities:
Accounts payable $ 8,152 $ 6,094
Accrued expenses 8,328 9,381
Deferred revenue and deposits 19,202 20,738

Total current liabilities 35,682 36,213
Deferred revenue and deposits, non current 1,543 1,435
Deferred income taxes 2,587 �  

Total liabilities 39,812 37,648

Stockholders� equity:
Common stock 23 19
Additional paid-in-capital 244,222 182,534
Accumulated other comprehensive income 1,164 2,350
Treasury stock (686) (1,149)
Retained deficit (111,918) (110,961)

Total stockholders� equity 132,805 72,793

Total liabilities and stockholders� equity $ 172,617 $ 110,441

See accompanying notes.
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Bottomline Technologies (de), Inc.

Unaudited Condensed Consolidated Statements of Operations

(in thousands, except per share amounts)

Three Months Ended

March 31,
2006 2005

Revenues:
Software licenses $ 2,543 $ 4,629
Service and maintenance 18,750 15,540
Equipment and supplies 3,599 4,319

Total revenues 24,892 24,488
Cost of revenues:
Software licenses 371 492
Service and maintenance (1) 8,597 6,931
Equipment and supplies 2,930 3,265

Total cost of revenues 11,898 10,688

Gross profit 12,994 13,800
Operating expenses:
Sales and marketing (1) 6,090 6,012
Product development and engineering (1) 3,639 2,298
General and administrative (1) 4,655 3,042
Amortization of intangible assets 1,357 707

Total operating expenses 15,741 12,059

Income (loss) from operations (2,747) 1,741
Other income, net 780 108

Income (loss) before provision for income taxes (1,967) 1,849
Provision for income taxes 205 84

Net income (loss) $ (2,172) $ 1,765

Net income (loss) per share:
Basic $ (0.09) $ 0.10

Diluted $ (0.09) $ 0.09

Shares used in computing net income (loss) per share:
Basic 23,083 18,180

Diluted 23,083 19,464
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(1) Stock based compensation is allocated as follows:

Three Months Ended

March 31,
2006 2005

Cost of revenues: service and maintenance $ 122 $ �  
Sales and marketing 693 �  
Product development and engineering 215 �  
General and administrative 851 �  

$ 1,881 $ �  

See accompanying notes.
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Bottomline Technologies (de), Inc.

Unaudited Condensed Consolidated Statements of Operations

(in thousands, except per share amounts)

Nine Months Ended

March 31,
2006 2005

Revenues:
Software licenses $ 9,414 $ 13,649
Service and maintenance 54,883 44,724
Equipment and supplies 11,391 11,813

Total revenues 75,688 70,186
Cost of revenues:
Software licenses 1,072 1,868
Service and maintenance (1) 23,927 19,028
Equipment and supplies 9,105 8,970

Total cost of revenues 34,104 29,866

Gross profit 41,584 40,320
Operating expenses:
Sales and marketing (1) 18,629 17,806
Product development and engineering (1) 8,956 7,184
General and administrative (1) 13,364 9,349
Amortization of intangible assets 3,018 2,349

Total operating expenses 43,967 36,688

Income (loss) from operations (2,383) 3,632
Other income, net 2,285 401

Income (loss) before provision for income taxes (98) 4,033
Provision for income taxes 859 349

Net income (loss) $ (957) $ 3,684

Net income (loss) per share:
Basic $ (0.04) $ 0.21

Diluted $ (0.04) $ 0.19

Shares used in computing net income (loss) per share:
Basic 22,643 17,878

Diluted 22,643 18,911
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(1) Stock based compensation is allocated as follows:

Nine Months Ended

March 31,
2006 2005

Cost of revenues: service and maintenance $ 368 $ �  
Sales and marketing 1,854 �  
Product development and engineering 653 14
General and administrative 2,407 �  

$ 5,282 $ 14

See accompanying notes.
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Bottomline Technologies (de), Inc.

Unaudited Condensed Consolidated Statements of Cash Flows

(in thousands)

Nine Months Ended

March 31,
2006 2005

Operating activities:
Net income (loss) $ (957) $ 3,684
Adjustments to reconcile net income (loss) to net cash provided by operating activities:
Stock compensation expense 5,282 14
Amortization of intangible assets 3,018 2,349
Amortization of investment income (7) (40)
Depreciation and amortization of property and equipment 1,992 1,845
Acquisition related technology write-offs 189 �  
Provision for allowances on accounts receivable 94 121
Provision for allowances for obsolescence of inventory 77 4
Gain on foreign exchange (3) (50)
Deferred income tax benefit (302) �  
Changes in operating assets and liabilities:
Accounts receivable 1,490 104
Inventory, prepaid expenses and other assets 350 128
Accounts payable, accrued expenses and deferred revenue and deposits (2,450) 2,730

Net cash provided by operating activities 8,773 10,889
Investing activities:
Purchases of available-for-sale securities (41,150) (14,600)
Purchases of held-to-maturity securities (46) (5,749)
Proceeds from sales of available-for-sale securities 13,100 4,050
Proceeds from sales of held-to-maturity securities 2,084 6,054
Purchases of property, plant and equipment (1,791) (1,515)
Acquisition of businesses and assets, net of cash acquired (18,186) �  

Net cash used in investing activities (45,989) (11,760)
Financing activities:
Net proceeds from sale of common stock 46,769 �  
Proceeds from employee stock purchase plan and exercise of stock options 5,952 3,476
Payment of bank financing fees (33) �  
Proceeds from exercise of warrants �  425

Net cash provided by financing activities 52,688 3,901
Effect of exchange rate changes on cash and cash equivalents (154) 63

Increase in cash and cash equivalents 15,318 3,093
Cash and cash equivalents at beginning of period 20,789 20,724

Cash and cash equivalents at end of period $ 36,107 $ 23,817

See accompanying notes.
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Bottomline Technologies (de), Inc.

Notes to Unaudited Condensed Consolidated Financial Statements

March 31, 2006

Note 1�Basis of Presentation

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with accounting principles
generally accepted in the United States for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation
S-X. Accordingly, they do not include all of the information and footnotes required by accounting principles generally accepted in the United
States for complete financial statements. In the opinion of management, all adjustments (consisting of normal recurring accruals and
adjustments) considered necessary for a fair presentation of the interim financial information have been included. Operating results for the three
and nine months ended March 31, 2006 are not necessarily indicative of the results that may be expected for any other interim period or for the
fiscal year ending June 30, 2006. For further information, refer to the financial statements and footnotes included in the Company�s Annual
Report on Form 10-K as filed with the Securities and Exchange Commission (SEC) on September 12, 2005.

Note 2� Share Based Payments

Effective July 1, 2005, the Company adopted Statement of Financial Accounting Standard No. 123 (revised 2004), �Share Based Payment� (SFAS
123R). Under SFAS 123R, the Company is required to recognize, as expense, the estimated fair value of all share based payments to employees.
The Company records expense associated with its share based payment awards on a straight-line basis over the respective award vesting period.
For the three and nine months ended March 31, 2006, the Company recorded expense of approximately $1.9 million and $5.3 million,
respectively, in connection with its share-based payment awards.

The Company adopted SFAS 123R under the modified prospective method. Under this method, the Company recognized compensation cost for
all share-based payments to employees based on the grant date estimate of fair value for those awards, beginning on July 1, 2005. Prior period
financial information has not been restated.

For periods prior to the adoption of SFAS 123R, the Company had elected to follow Accounting Principles Board Opinion No. 25 �Accounting
for Stock Issued to Employees,� (APB 25) and related Interpretations in accounting for its share based payment awards. Under APB 25, since the
exercise price of the Company�s employee stock options equaled the market price of the underlying stock on the date of the grant and, in the case
of the Company�s stock purchase plans, since the plans are non-compensatory, no compensation expense was recorded in the financial
statements.

The following table illustrates the effect on net income and earnings per share as if the Company had applied the fair value recognition
provisions of FASB Statement No. 123, �Accounting for Stock Based Compensation,� to its stock-based employee compensation for the three and
nine months ended March 31, 2005.

Three Months

Ended

March 31,

2005

Nine Months

Ended

March 31,

2005
(in thousands,

except per share amounts)
Net income, as reported $ 1,765 $ 3,684
Add: Stock-based employee compensation expense included in reported net income �  14
Deduct: Total stock-based employee compensation expense determined under fair value based method for
all awards, net of related tax effects (1,648) (4,294)
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Pro forma net income (loss) $ 117 $ (596)

Net income per share, as reported:
Basic $ 0.10 $ 0.21

Diluted $ 0.09 $ 0.19

Pro forma net income (loss) per share
Basic and diluted $ 0.01 $ (0.03)
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Share Based Compensation Plans

Employee Stock Purchase Plan

2000 Employee Stock Purchase Plan

On November 16, 2000, the Company adopted the 2000 Employee Stock Purchase Plan, which was amended on November 18, 2004 (2000
Stock Purchase Plan), and which provides for the issuance of up to a total of 1,500,000 shares of common stock to participating employees.
Eligible employees may contribute between 1% and 10% of their base pay to the 2000 Stock Purchase Plan. At the end of a designated purchase
period, which occurs every six months on March 31 and September 30, employees purchase shares of the Company�s common stock with
contributions accumulated via payroll deductions, at an amount equal to 85% of the lower of the fair market value of the common stock on the
first day of each 24-month offering period or the last day of the applicable six-month purchase period.

The Company�s employee stock purchase plan has several complex features that make determining fair value on the grant date impracticable.
Accordingly, and as permitted by SFAS 123R, the Company measures the fair value of its awards under the employee stock purchase plan at
intrinsic value (the value of the Company�s common stock less the employee stock purchase plan exercise price) at the end of each reporting
period. For the three and nine month periods ended March 31, 2006, the Company recorded compensation cost of approximately $45,000 and
$190,000, respectively, associated with its employee stock purchase plan. As a result of the employee stock purchases on September 30, 2005
and March 31, 2006, the Company issued 57,790 shares of its common stock with an aggregate intrinsic value of approximately $333,000.

Stock Incentive Plans

1998 Non-Employee Director Stock Option Plan

On November 12, 1998, the Company adopted the 1998 Non-Employee Director Stock Option Plan (the Director Plan), which provides for the
issuance of non-statutory stock options with a 10-year contractual term. The Company has reserved up to 300,000 shares of its common stock
for issuance under the Director Plan. Under the terms of the Director Plan, each non-employee director was granted an option to purchase 15,000
shares of common stock upon his or her initial election to the Board of Directors. Such options vest over four years from the date of the grant,
with 25% of the award vesting at the end of each year. Effective February 16, 2006, the Company determined that, in lieu of stock option
awards, it will now grant restricted stock awards for 8,000 shares of the Company�s common stock to each non-employee director upon his or her
initial election to the Board of Directors, with such awards vesting over a four year period.

Additionally, until November 17, 2005, each non-employee director was granted an option to purchase 7,500 shares of common stock at each
annual meeting of stockholders following the annual meeting of the initial year of their election. Such options vested one year from the date of
the grant. Effective November 17, 2005, the Company determined that, in lieu of the annual stock option grants, it will now grant restricted stock
awards for 3,000 shares of the Company�s common stock to each non-employee director on the date of each annual meeting of stockholders, with
such awards vesting over a one year period. Accordingly, 18,000 shares of restricted stock were issued by the Company in November 2005 to its
non-employee directors, as compensation for their service as directors.

2000 Employee Stock Incentive Plan

On November 16, 2000, the Company adopted the 2000 Employee Stock Incentive Plan (the 2000 Plan), which provides for the issuance of
stock options, non-statutory stock options and restricted stock. Stock option awards under this plan have a 10-year contractual term. The 2000
Plan is administered by the Board of Directors, which has the authority to determine to whom options may be granted, the period of exercise and
what other restrictions, if any, should apply. Vesting for awards granted under the 2000 Plan is principally over four years from the date of the
grant, with 25% of the award vesting after one year and 6.25% of the award vesting each quarter thereafter. The Company initially reserved
1,350,000 shares of its common stock for issuance under the 2000 Plan.

On the first day of each fiscal year, beginning in fiscal year 2001 and ending in fiscal year 2010, the number of shares of common stock
authorized for issuance under the 2000 Plan will automatically increase, without additional Board or stockholder approval. The number of shares
authorized for issuance will increase, when added to the remaining available shares, to total an amount equal to 12% of the number of shares of
common stock outstanding on the first day of the fiscal year, or such lesser number as the Board of Directors may determine prior to such
increase. The annual increase can never exceed 5,000,000 shares. Stock options issued under the 2000 Plan must be issued at an exercise price
not less than 100% of the fair market value of the common stock at the date of grant.
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Compensation cost associated with stock options represented approximately $1.4 million and $4.3 million of the total share based payment
expense recorded for the three and nine months ended March 31, 2006. The stock options were valued using a Black Scholes method of
valuation, and the resulting fair value is recorded as compensation cost on a straight line basis over the option vesting period. The assumptions
made for purposes of estimating fair value under the Black Scholes model for options granted during the nine months ended March 31, 2006
were as follows:

Dividend yield: 0%
Expected term of options (years): 4.85
Risk free interest rate: 4.11% - 4.61%
Volatility: 69% - 87%

The Company�s estimate of an expected option term was derived based on a review of its historic option holding periods, including a
consideration of the holding period inherent in currently vested but unexercised options. The estimated stock price volatility was derived based
on a review of the Company�s actual historic stock prices over the past five years. The specific stock option valuation assumptions used for
awards granted prior to July 1, 2005 are as disclosed in the Company�s prior annual reports on Form 10-K, as filed with the SEC.

A summary of stock option activity under the 2000 Plan for the three months ended March 31, 2006 is as follows:

Shares

Weighted

Average

Exercise

Price

Weighted -
Average

Remaining

Contractual

Term

Aggregate

Intrinsic

Value
(in thousands) (years) (in thousands)

Options outstanding at December 31, 2005 4,784 11.94 6.66 $ 8,821

Granted 124 12.13
Exercised (316) 7.27
Forfeited or expired (57) 18.50

Options outstanding at March 31, 2006 4,535 12.19 6.52 $ 15,666

Options exercisable at March 31, 2006 2,933 12.97 5.48 $ 10,695

The weighted average grant date fair value of options granted during the three months ended March 31, 2006 and 2005 was $7.24 and $8.99,
respectively. The total intrinsic value of options exercised during the three months ended March 31, 2006 and 2005 was approximately $1.7
million and $979,000, respectively. As of March 31, 2006, there was approximately $10.9 million of unrecognized compensation cost related to
stock option awards that is expected to be recognized as expense over a weighted average period of 2.6 years. The total fair value of stock
options that vested during the three months ended March 31, 2006 and 2005 was approximately $2.9 million and $1.9 million, respectively.

A summary of stock option activity under the 2000 Plan for the nine months ended March 31, 2006 is as follows:

Shares Weighted

Average

Exercise

Weighted-

Average
Remaining

Aggregate

Intrinsic

Value
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Price Contractual

Term
(in thousands) (years) (in thousands)

Options outstanding at June 30, 2005 5,284 $ 11.41
Granted 280 13.18
Exercised (784) 6.94
Forfeited or expired (245) 13.45

Options outstanding at March 31, 2006 4,535 12.19 6.52 $ 15,666
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The weighted average grant date fair value of options granted during the nine months ended March 31, 2006 and 2005 was $8.48 and $8.33,
respectively. The total intrinsic value of options exercised during the nine months ended March 31, 2006 and 2005 was approximately $5.4
million and $2.9 million, respectively. The total fair value of stock options that vested during the nine months ended March 31, 2006 and 2005
was approximately $5.9 million and $4.7 million, respectively.

A summary of restricted stock activity for the three months ended March 31, 2006 is as follows:

Shares

Aggregate

Intrinsic Value
(in thousands)

Restricted stock outstanding at December 31, 2005 431 $ 4,750

Granted �  
Forfeited �  

Restricted stock outstanding at March 31, 2006 431 $ 5,918

Prior to the quarter ended September 30, 2005, the Company had not granted awards of restricted stock. The majority of the restricted stock
awards vest over a four year period on a graded vesting schedule similar to the Company�s employee stock options, however, restricted stock
awards granted annually to the Company�s non-employee directors vest over a one year period. The restricted stock awards were valued based on
the closing price of the Company�s common stock on the date of grant, and compensation cost is recorded on a straight line basis over the share
vesting period. The Company recorded expense of approximately $453,000 and $796,000 associated with its restricted stock awards in the three
and nine months ended March 31, 2006, respectively. As of March 31, 2006, there was approximately $5.3 million of unrecognized
compensation cost related to restricted stock awards that will be recognized as expense over a weighted average period of 3.4 years. None of the
restricted stock awards were vested at March 31, 2006.

Note 3�Business and Technology Acquisitions

Visibillity, Inc.

On December 31, 2005, the Company acquired all of the outstanding stock of Visibillity, Inc. (Visibillity), a provider of legal e-billing solutions
specializing in the insurance industry. The initial purchase consideration for Visibillity was $11,500,000 in cash plus acquisition related costs.
Subsequent to the payment of the initial purchase consideration, the Company recovered $500,000 from the Visibillity selling stockholders
pursuant to the terms of the acquisition, and this recovery was recorded as a reduction to the amount of goodwill recorded as part of the
acquisition.

The Company believes that Visibillity complements the Company�s existing Legal eXchange product and that the acquisition will strengthen its
position as a leading provider of Web-based legal spend management services to the insurance industry. Visibillity operating results are included
in the Company�s operating results from the acquisition date forward, as a component of the Outsourced Solutions segment.

At March 31, 2006, the allocation of the purchase price was preliminary as the Company was still in the process of obtaining information
relating to the fair value of assets acquired and liabilities assumed, including the value that should be allocated to intangible assets. The
Company was also still in the process of analyzing the tax basis of assets acquired and liabilities assumed. Based on the preliminary allocation of
the purchase price, the Company has recorded intangible assets of approximately $11.2 million. The intangible assets consist of acquired
customer related assets of $6.4 million, acquired technology of $1.6 million and goodwill of $3.2 million. The customer related assets and
acquired technology are being amortized to expense over a period of five and three years, respectively. Goodwill will not be amortized, but will
be evaluated periodically for impairment. The Company expects to finalize its purchase price allocation no later than June 30, 2006.

In connection with the acquisition, the Company accrued approximately $154,000 and $203,000 related to involuntary termination costs of
Visibillity employees and facility exit costs, respectively. At March 31, 2006 the remaining severance accrual was approximately $29,000 which
the Company expects will be fully paid by June 30, 2006. The accrual for facility exit costs relates to rental costs of a Visibillity leased facility
that the Company will be exiting prior to lease expiration and the Company anticipates that this amount will be paid ratably during the period of
May 2006 through November 2006.
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Tranmit Plc.

On January 24, 2006, the Company acquired all of the outstanding stock of Tranmit Plc (Tranmit). Tranmit is a UK-based company that
provides Web-based purchase-to-pay automation solutions. The purchase consideration for Tranmit was approximately $6.0 million of cash,
$4.2 million (316,970 shares) of the Company�s common stock, as valued on the date of acquisition, and acquisition related costs. The Company
believes the addition of Tranmit�s invoice management capabilities further enhance the Company�s ability to provide global organizations with
comprehensive hosted, licensed and outsourced solutions for improving the overall efficiency and productivity of the accounts payable function.
Tranmit operating results are included in the Company�s operating results from the acquisition date forward, as a component of the Outsourced
Solutions segment.

At March 31, 2006, the allocation of the purchase price was preliminary as the Company was still in the process of obtaining information
relating to the fair value of assets acquired and liabilities assumed, including the value that should be assigned to intangible assets. The Company
was also still in the process of analyzing the tax basis of assets acquired and liabilities assumed. Based on the preliminary allocation of the
purchase price, the Company has recorded intangible assets of approximately $12.2 million. The intangible assets consist of acquired customer
related assets of $3.3 million, acquired technology of $1.5 million, a below market lease arrangement of $81,000, and goodwill of $7.3 million.
The customer related assets, acquired technology and below market lease are being amortized to expense over periods of five, three and two
years, respectively. Goodwill will not be amortized but will be evaluated periodically for impairment. The Company expects to finalize the
purchase price allocation no later than June 30, 2006.

Legal e-billing Patent

On January 25, 2006, the Company acquired a patent that addresses the process of online budgeting and evaluation of legal invoices. The
purchase price for the patent was $935,000 in cash plus acquisition related costs. Per the terms of the patent purchase, the Company will be
obligated to make certain earn-out payments should the Company recover royalty payments from third parties or, beginning in fiscal 2009,
should specific legal billing product revenues of the Company exceed $12.5 million on a per annum basis. The patent costs are being amortized
over the remaining legal life of the patent, which expires in June 2019.

Pro-forma Information

The following unaudited pro-forma financial information presents the combined results of operations of the Company, Visibillity and Tranmit as
if the acquisitions had occurred as of July 1, 2005 and July 1, 2004, after giving effect to certain adjustments such as increased amortization
expense of acquired intangible assets, a decrease in interest income as a result of cash paid for the acquisitions and the dilutive effect of common
stock issued by the Company. This pro-forma financial information does not necessarily reflect the results of operations that would have actually
occurred had the Company and the acquired entities been a single entity during these periods.

Pro-forma
Three Months Ended

March 31,
Nine Months Ended

March 31,
2006 2005 2006 2005

(Unaudited)

(in thousands)
Revenues $ 25,183 $ 26,455 $ 79,980 $ 75,759
Net income (loss) $ (2,216) $ 998 $ (2,773) $ 1,099
Net income (loss) per basic and diluted share $ (0.9) $ 0.05 $ (0.12) $ 0.06
Note 4�Net Income Per Share

The following table sets forth the computation of basic and diluted net income (loss) per share:

Three Months Ended

March 31,

Nine Months Ended

March 31,
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2006 2005 2006 2005
(in thousands, except per share amounts)

Numerator:
Net income (loss) $ (2,172) $ 1,765 $ (957) $ 3,684

Denominator:
Weighted average shares outstanding used in computing income (loss) per share:
Basic 23,083 18,180 22,643 17,878

Diluted 23,083 19,464 22,643 18,911

Net income (loss) per share:
Basic $ (0.09) $ 0.10 $ (0.04) $ 0.21

Diluted $ (0.09) $ 0.09 $ (0.04) $ 0.19
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Note 5�Comprehensive Income or Loss

Comprehensive income or loss represents net income or loss plus the results of certain stockholders� equity changes not reflected in the unaudited
condensed consolidated statements of operations. The components of comprehensive income or loss, net of tax, are as follows:

Three Months Ended

March 31,

Nine Months Ended

March 31,
2006 2005 2006 2005

(in thousands)
Net income (loss) $ (2,172) $ 1,765 $ (957) $ 3,684
Other comprehensive income (loss):
Foreign currency translation adjustments 11 (306) (1,186) 881

Comprehensive income (loss) $ (2,161) $ 1,459 $ (2,143) $ 4,565

Note 6�Operations by Segments and Geographic Areas

Segment Information

SFAS No. 131, �Disclosures about Segments of an Enterprise and Related Information�, establishes standards for reporting information about
operating segments in financial statements. Operating segments are defined as components of an enterprise for which separate financial
information is available that is evaluated regularly by the chief operating decision maker, or decision making group, in deciding how to allocate
resources and in assessing performance.

The Company�s operating segments are organized principally by the type of products or services offered, and to a lesser degree, by geography.
As of July 1, 2005, the Company consolidated the structure of its internal operating segments and changed the nature of the financial information
that is provided to and used by the Company�s chief operating decision makers. The change in segment composition on July 1, 2005 resulted in
the consolidation of the Licensed Technology and Tailored Solutions segments into a single segment, Licensed Technology, and this change is
reflected for all periods presented.

Licensed Technology. The Company�s Licensed Technology segment is a supplier of licensed software products that provide a range of financial
business process management solutions including making and collecting payments, sending and receiving invoices, and generating and storing
business documents. The Licensed Technology segment also provides solutions designed for banking and financial institution customers, which
typically involve longer implementation periods and a significant level of professional resources. This segment also provides an array of
standard professional services and equipment and supplies that complement and enhance the Company�s core software products. Revenue
associated with this segment is generally recorded upon delivery, except in situations where a customized software solution is being delivered, in
which case revenue is normally recorded on a percentage of completion basis.

Outsourced Solutions. The Outsourced Solutions segment provides customers with outsourced or hosted solutions offerings that facilitate
payment processing and invoice receipt and presentment. Revenue for this segment is generally recognized on a per transaction basis or
proportionately over the estimated life of the contract.

Each operating segment has separate sales forces and periodically a sales person in one operating segment will sell products and services that are
typically sold within a different operating segment. In such cases, the transaction is generally recorded by the operating segment to which the
sales person is assigned. Accordingly, segment results can include the results of transactions that have been allocated to a specific segment based
on the contributing sales resources, rather than the nature of the product or service. Conversely, a transaction can be recorded by the operating
segment primarily responsible for delivery to the customer, even if the sales person is assigned to a different operating segment. Such decisions
are made by the Company�s chief operating decision makers.
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The Company�s chief operating decision makers assess performance based on segment revenue and a segment measure of profit or loss. Each
segment�s measure of profit or loss is on a pre-tax basis, and excludes stock compensation expense and acquisition-related expenses such as
amortization of intangible assets and charges related to acquired in-process research and development. There are no inter-segment sales;
accordingly the measure of segment revenue and profit or loss reflects only revenues from external customers. The costs of certain corporate
level expenses, primarily general and administrative expenses, are allocated to the Company�s operating segments at predetermined rates that
approximate cost.

The Company does not track or assign its assets by operating segment.

The following represents a summary of the Company�s reportable segments:

Three Months Ended

March 31,

Nine Months Ended

March 31,
2006 2005 2006 2005

(in thousands)
Revenues:
Licensed Technology $ 18,036 $ 20,944 $ 57,656 $ 59,456
Outsourced Solutions 6,856 3,544 18,032 10,730

Total revenues $ 24,892 $ 24,488 $ 75,688 $ 70,186

Segment measure of profit
Licensed Technology $ 502 $ 2,162 $ 3,204 $ 5,055
Outsourced Solutions 178 286 2,902 940

Total measure of segment profit $ 680 $ 2,448 $ 6,106 $ 5,995

A reconciliation of the measure of segment profit to GAAP operating income before provision for income taxes is as follows:

Three Months Ended

March 31,

Nine Months Ended

March 31,
2006 2005 2006 2005

(in thousands)
Segment measure of profit $ 680 $ 2,448 $ 6,106 $ 5,995
Less:
Amortization of intangible assets (1,357) (707) (3,018) (2,349)
Stock compensation expense (1,881) �  (5,282) (14)
Acquisition related technology write-offs (189) �  (189) �  
Other income, net 780 108 2,285 401

Income before provision for income taxes $ (1,967) $ 1,849 $ (98) $ 4,033

The following depreciation expense amounts are included in the segment measure of profit:

Three Months Ended

March 31,
Nine Months Ended

March 31,

Edgar Filing: BOTTOMLINE TECHNOLOGIES INC /DE/ - Form 10-Q

Table of Contents 23



2006 2005 2006 2005
(in thousands)

Depreciation expense:
Licensed Technology $ 410 $ 414 $ 1,167 $ 1,262
Outsourced Solutions 295 191 825 583

Total depreciation expense $ 705 $ 605 $ 1,992 $ 1,845
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Geographic Information

Revenues, based on the point of sales, not the location of the customer, by geographic area were as follows:

Three Months Ended

March 31,

Nine Months Ended

March 31,
2006 2005 2006 2005

(in thousands)
Revenues from unaffiliated customers:
United States $ 13,142 $ 11,538 $ 39,981 $ 33,850
United Kingdom 11,196 12,592 34,261 35,150
Australia 554 358 1,446 1,186

Total revenues from unaffiliated customers $ 24,892 $ 24,488 $ 75,688 $ 70,186

Long-lived assets, which are based on geographical designation, were as follows:

March 31,
2006

June 30,
2005

(in thousands)
Long-lived assets:
United States $ 4,112 $ 4,173
United Kingdom 3,211 3,675
Australia 226 133

Total long-lived assets $ 7,549 $ 7,981

Note 7�Income Taxes

In the three and nine month periods ended March 31, 2006, the Company recorded tax expense of $205,000 and $859,000, respectively. The
provision for income taxes in the three months ended March 31, 2006 consists of a provision for income taxes in Australia and the UK. The
provision for income taxes for the nine months ended March 31, 2006 consists of a provision for income taxes in Australia and the UK, as well
as a small amount of US state income tax which will be incurred irrespective of the Company�s net operating loss position in the US. The
Company has provided a valuation allowance for its deferred tax assets as it has concluded that it is more likely than not that these assets will not
be realized. A portion of the valuation allowance pertains to deferred tax assets established in connection with purchase business combinations.
To the extent that this portion of the valuation allowance is reduced in the future, goodwill will be proportionately reduced.

Note 8�Goodwill and Other Intangible Assets

The following tables set forth the information for intangible assets subject to amortization and for intangible assets not subject to amortization:

As of March 31, 2006
Gross Carrying

Amount
Accumulated
Amortization

Net Carrying
Value

(in thousands)
Amortized intangible assets:
Acquired technology $ 19,588 $ (14,327) $ 5,261
Customer related 21,047 (5,601) 15,446
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Below market lease 81 (7) 74

Total $ 40,716 $ (19,935) 20,781

Unamortized intangible assets:
Goodwill 40,054

Total intangible assets $ 60,835

As of June 30, 2005

Gross Carrying
Amount

Accumulated

Amortization
Net Carrying

Value
(in thousands)

Amortized intangible assets:
Acquired technology $ 15,685 $ (13,559) $ 2,126
Customer related 11,606 (3,553) 8,053

Total $ 27,291 $ (17,112) 10,179

Unamortized intangible assets:
Goodwill 28,516

Total intangible assets $ 38,695
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Estimated amortization expense for the current fiscal year, and subsequent fiscal years, is as follows:

In thousands
2006 $ 4,458
2007 5,531
2008 5,036
2009 3,899
2010 2,836
2011 and thereafter 2,039

The increase in the carrying value of goodwill since June 30, 2005 is due to the acquisition of Visibillity and Tranmit, partially offset by a
decrease in foreign currency exchange rates.

Note 9 � Credit Facility

In December 2005, the Company�s subsidiary, Bottomline Europe, renewed through December 31, 2006 its Committed Overdraft Facility
(Overdraft Facility), to provide for borrowings of up to 500,000 British Pound Sterling. Borrowings under this Overdraft Facility are secured by
substantially all assets of Bottomline Europe, bear interest at the bank�s base rate (4.5% at March 31, 2006) plus 2% and are due on the expiration
date of the Overdraft Facility. There were no outstanding borrowings under this Overdraft Facility at March 31, 2006.

Note 10 � Commitments and Contingencies

In December 2004, Bottomline Europe entered into a contract with a vendor to provide software installation services to certain Bottomline
Europe customers. Under the terms of the arrangement, Bottomline Europe agreed to a minimum purchase commitment of £450,000
(approximately $774,000) from this vendor. The services procured by Bottomline Europe were used to supplement the Company�s existing
professional services team with respect to UK product installations. As of December 31, 2005, Bottomline Europe had expended the full amount
of this commitment.

Note 11�Stock Offering

In July 2005, the Company completed a follow-on offering of its common stock. In connection with this offering, the Company issued 3,560,000
shares of stock and generated proceeds, after underwriting discounts, of approximately $47 million. General Atlantic, an existing stockholder,
sold 1,500,000 shares of the Company�s common stock in connection with this offering. The Company did not receive any proceeds for the
shares sold by General Atlantic.

The Company expects to use the offering proceeds for general corporate purposes, including working capital, product development and capital
expenditures. The Company has used, and may in the future continue to use, a portion of the proceeds to acquire other complementary products,
technologies or businesses, however, there are currently no commitments or agreements with respect to any such transactions.

Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations

This Quarterly Report on Form 10-Q contains forward-looking statements that involve risks and uncertainties. The statements contained in this
report that are not purely historical are forward-looking statements within the meaning of Section 27A of the Securities Act of 1933 and
Section 21E of the Securities Exchange Act of 1934. Without limiting the foregoing, the words �may,� �will,� �should,� �could,� �expects,� �plans,� �intends,�
�anticipates,� �believes,� �estimates,� �predicts,� and similar expressions are intended to identify forward-looking statements. All forward-looking
statements included in this Quarterly Report on Form 10-Q are based on information available to us up to, and including, the date of this
document, and we assume no obligation to update any such forward-looking statements, even if our estimates change. Our actual results could
differ materially from those anticipated in these forward-looking statements as a result of certain factors, including those set forth below under
�Management�s Discussion and Analysis of Financial Condition and Results of Operations� and �Certain Factors That May Affect Future Results�
and elsewhere in this Form 10-Q. You should carefully review those factors and also carefully review the risks outlined in other documents that
we file from time to time with the SEC.
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Overview

We provide software products and services for business payments and invoice management. Our solutions enable organizations to automate,
manage, standardize and control transaction-based processes across the enterprise, particularly those that involve making payments, sending and
receiving invoices, receiving payments, generating business documents and conducting electronic banking. We offer software designed to run
on-site at the customer�s location as well as hosted solutions. Historically, our software has been sold predominantly on a perpetual license basis.
A large part of our focus going forward will be on selling subscription and transaction based product offerings.

Our software applications address the global payment and related process requirements of business enterprises, permitting them to achieve
greater operating efficiency, increase visibility of the cash cycle and better comply with applicable regulations and standards. We support a
broad range of global networks and payment standards, including Automated Clearing House (ACH), Financial Electronic Data Interchange
(EDI), Fed Wire transfer, BACS (ACH for the UK), BACSTEL-IP and SWIFT, as well as new and evolving standards.

For the first nine months of fiscal 2006, our revenue increased to $75.7 million from $70.2 million in the same period of the prior year. This
increase was primarily attributable to growth in our subscription and transaction revenues, driven by the contribution of revenue from HMSL, a
company we acquired in April 2005, increases in revenue from our Legal eXchange product in North America complemented by the revenue
contribution from Visibility which we acquired in December 2005, and the contribution of revenue from Tranmit which we acquired in January
2006. The increase in revenue was offset in part by a decrease in BACSTEL-IP software license revenues in the UK, as the technology adoption
date of December 2005 passed. In the first nine months of fiscal 2006, we derived approximately one half of our revenue through our
international operations, of which the majority was attributable to our Bottomline Europe subsidiary. We expect future revenue growth from
increased purchases by both new and existing financial institution customers in North America, the continued market adoption of our Legal
eXchange product in the US, the contribution of revenue from our recent acquisitions and the contribution of revenue from our subscription and
transaction based products. However, we believe that our operating results for the next several fiscal quarters will approximate the results of our
March 31, 2006 quarter.

We incurred a net loss of $957,000 in the nine months ended March 31, 2006 compared to net income of $3.7 million in the nine months ended
March 31, 2005. For the nine months ended March 31, 2006, our operating results were significantly impacted, in the form of additional
expense, by the adoption of SFAS 123R, �Share Based Payment�. As a result of the adoption of SFAS 123R, the fair value of all stock-based
compensation is now recorded as expense in our financial statements, rather than as a footnote disclosure. Accordingly, we recorded
approximately $5.3 million in stock compensation expense for the nine months ended March 31, 2006. Additionally, the decrease in software
license revenues for the nine months ended March 31, 2006 compared to the same period in 2005 significantly impacted our operating results in
the form of reduced gross profit.

Critical Accounting Policies

We believe that several accounting policies are important to understanding our historical and future performance. We refer to these policies as
�critical� because these specific areas generally require us to make judgments and estimates about matters that are uncertain at the time we make
the estimate, and different estimates�which also would have been reasonable�could have been used, which would have resulted in different
financial results.

The critical accounting policies we identified in our most recent Annual Report on Form 10-K for the fiscal year ended June 30, 2005 related to
revenue recognition, goodwill and intangible assets and valuation of acquired intangible assets. With the adoption of SFAS 123R on July 1,
2005, we have identified the estimates and assumptions that accompany the fair value determination of our stock option awards as critical, as
discussed below. It is important that the discussion of our operating results that follows be read in conjunction with the critical accounting
policies discussed below as well as those disclosed in our Annual Report on Form 10-K, as filed with the SEC on September 12, 2005.

Stock-Based Compensation

Effective July 1, 2005, we adopted accounting rules (SFAS 123R, �Share-Based Payment�) requiring the expense recognition of the estimated fair
value of all share-based payments issued to employees. Prior to this, the estimated fair value associated with such awards was not recorded as an
expense, but rather was disclosed in a footnote to our financial statements. For the three and nine month periods ended March 31, 2006, we
recorded approximately $1.9 million and $5.3 million of expense, respectively, associated with share-based payments, with the majority of this
expense, approximately $1.4 million and $4.3 million, attributable to employee stock options in the three and nine month periods ended
March 31, 2006, respectively.
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The valuation of employee stock options is an inherently subjective process, since market values are generally not available for long-term,
non-transferable employee stock options. Accordingly, an option pricing model is utilized to derive an estimated fair value. In calculating the
estimated fair value of our stock options, we used a Black-Scholes pricing model which requires the consideration of the following variables for
purposes of estimating fair value:

� the stock option exercise price,

� the expected term of the option,

� the grant date price of our common stock,

� the expected volatility of our common stock,

� expected dividends on our common stock (we do not anticipate paying dividends for the foreseeable future), and

� the risk free interest rate for the expected option term.
Of the variables above, the selection of an expected term and expected stock price volatility are the most subjective. For purposes of calculating
an estimated expected term, we reviewed our historic option activity, considered the underlying option holding period (including the holding
period inherent in currently vested but unexercised options) and estimated an expected term of 4.9 years. In estimating our stock price volatility,
we analyzed our historical volatility for a period equal to the expected term of our stock option awards, and, by reference to actual stock prices
during this period, calculated an estimated volatility ranging from 69% to 87%. We believe that each of these estimates, both expected term and
volatility, is reasonable in light of the historic data we analyzed. However, as with any estimate, the ultimate accuracy of these estimates is only
verifiable over time.

The specific valuation assumptions noted above were applied to stock options that we granted subsequent to our adoption of SFAS 123R,
however, the majority of the stock option expense recorded in the three and nine month periods ended March 31, 2006 relates to the continued
vesting of stock options that were granted prior to July 1, 2005. In accordance with the transition provisions of SFAS 123R, the grant date
estimates of fair value associated with prior awards, which were also calculated using a Black-Scholes option pricing model, have not been
changed. The specific valuation assumptions that were utilized for purposes of deriving an estimate of fair value at the time that prior awards
were issued are as disclosed in our prior annual reports on Form 10-K, as filed with the SEC.

Upon the adoption of SFAS 123R, we were also required to estimate the level of award forfeitures expected to occur, and record compensation
cost only for those awards that are ultimately expected to vest. This requirement applies to all awards that are not yet vested, including awards
granted prior to July 1, 2005. Accordingly, we performed a historical analysis of option awards that were forfeited (such as by employee
separation) prior to vesting, and ultimately recorded total stock option expense that reflected this estimated forfeiture rate. Our annual forfeiture
estimate was calculated at 3.6%. From a sensitivity perspective, had we estimated our forfeiture rate at 0%, the stock option expense for the
three and nine month periods ended March 31, 2006 would have increased by $218,000 and $678,000, respectively.

Three Months Ended March 31, 2006 Compared to the Three Months Ended March 31, 2005

Revenues by segment

As of July 1, 2005, we consolidated the structure of our internal operating segments and changed the nature of the financial information that is
provided to and used by our chief operating decision makers. We have aggregated similar operating segments into two reportable segments,
Licensed Technology and Outsourced Solutions. The change in segment composition on July 1, 2005 resulted in the consolidation of our
Licensed Technology and Tailored Solutions segments into a single segment, Licensed Technology, and that change is reflected for all financial
periods presented. The following table represents our revenues by segment:
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Three Months Ended March 31, Increase (Decrease)
Between Periods

2006
Compared to 20052006 2005

(in thousands)

As % of
total

Revenues (in thousands)

As % of
total

Revenues (in thousands) %
Licensed Technology $ 18,036 72.5 $ 20,944 85.5 $ (2,908) (13.9)
Outsourced Solutions 6,856 27.5 3,544 14.5 3,312 93.5

$ 24,892 100.0 $ 24,488 100.0 $ 404 1.6

Licensed Technology. The revenue decrease for the three months ended March 31, 2006 was primarily attributable to decreases in software
license revenue as a result of the conclusion of the BACSTEL-IP conversion in the UK. This decrease was offset in part by increases in
professional services revenue in the US. We expect revenue for the Licensed Technology segment to remain relatively consistent with revenues
reported for the quarter ended March 31, 2006, for the remainder of the fiscal year.

Outsourced Solutions. The revenue increase for the three months ended March 31, 2006 was primarily due to increases in our subscription and
transaction based revenues due to the revenue contribution from HMSL, which we acquired in April 2005, increases in revenue from our Legal
eXchange product in the US, including the contribution of revenue from our acquisition of Visibillity in December 2005, and the revenue
contribution from Tranmit, which we acquired in January 2006. We expect revenue for the Outsourced Solutions segment to increase slightly
from the March 2006 quarterly levels during the quarter ending June 30, 2006.

Revenues by category

Three Months Ended March 31, Increase (Decrease)
Between Periods

2006
Compared to 20052006 2005

(in thousands)

As % of
total

Revenues (in thousands)

As % of
total

Revenues (in thousands) %
Revenues:
Software licenses $ 2,543 10.2 $ 4,629 18.9 $ (2,086) (45.1)
Service and maintenance 18,750 75.3 15,540 63.5 3,210 20.7
Equipment and supplies 3,599 14.5 4,319 17.6 (720) (16.7)

Total revenues $ 24,892 100.0 $ 24,488 100.0 $ 404 1.6

Software Licenses. The decrease in software license revenues was due principally to a decrease in software license sales in the UK as the
BACSTEL-IP initiative ended, and a decrease in the foreign currency exchange rate in the UK. We expect software license revenues to remain
relatively consistent with the March 31, 2006 quarterly results during the remainder of the fiscal year, as a result of our focus on subscription and
transaction based offerings.

Service and Maintenance. The increase in service and maintenance revenues was primarily due to the revenue contribution from HMSL, which
we acquired in April 2005, increases in revenues associated with our Legal eXchange product in the US, including the contribution of revenue
from Visibillity, which we acquired in December 2005, and the contribution of revenue from Tranmit, which we acquired in January 2006. We
expect that service and maintenance revenues will increase slightly from the March 2006 quarterly levels during the quarter ending June 30,
2006. Going forward a large part of our focus will be on growing the revenue contribution from our subscription and transaction based product
offerings, currently reported as a component of service and maintenance revenues.

Equipment and Supplies. The decrease in equipment and supplies revenues was a result of revenue decreases in both the US and UK. The
decrease was caused by a decline in order flow, in part driven by our continued de-emphasis of this revenue stream, and a decrease in the foreign
currency exchange rate in the UK.
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Cost of revenues by category

Three Months Ended March 31, Increase
(Decrease)

Between Periods
2006

Compared to 20052006 2005

(in thousands)

As % of
total

Revenues (in thousands)

As % of
total

Revenues (in thousands) %
Cost of revenues:
Software licenses $ 371 1.5 $ 492 2.0 $ (121) (24.6)
Service and maintenance 8,475 34.0 6,931 28.3 1,544 22.3
Stock compensation expense 122 0.5 �  0.0 122 �  
Equipment and supplies 2,930 11.8 3,265 13.3 (335) (10.3)

Total cost of revenues $ 11,898 47.8 $ 10,688 43.6 $ 1,210 11.3

Gross profit $ 12,994 52.2 $ 13,800 56.4 $ (806) (5.8)
Software Licenses. Software license costs consist of expenses incurred by us to manufacture, package and distribute our software products and
related documentation and costs of licensing third party software that is incorporated into or sold with certain of our products. Software license
costs increased to 15% of software license revenues in the three months ended March 31, 2006 compared to 11% in the three months ended
March 31, 2005. The increase in software license cost of revenues in percentage terms was due to specific third party software costs associated
with our UK operations. We expect that software license costs will decrease slightly, as a percentage of software license revenues, during the
remainder of the fiscal year.

Service and Maintenance. Service and maintenance costs include salaries and other related costs for our customer service, maintenance and help
desk support staffs, as well as expenses associated with third party contractors used to complement our professional services team. Service and
maintenance costs remained consistent at 45% of service and maintenance revenues in the three months ended March 31, 2006 and 2005. The
increase in service and maintenance costs in dollar terms was consistent with the increase in service and maintenance revenues, including an
increase in the costs associated with the operations of HMSL, Visibillity and Tranmit. We expect that service and maintenance costs will remain
relatively consistent, as a percentage of service and maintenance revenues, during the remainder of the fiscal year.

Equipment and Supplies. Equipment and supplies costs include the costs associated with equipment and supplies that we resell, as well as
freight, shipping and postage costs associated with the delivery of our products. Equipment and supplies costs increased to 81% of equipment
and supplies revenues in the three months ended March 31, 2006 compared to 76% of equipment and supplies revenues in the three months
ended March 31, 2005. The increase in equipment and supplies costs as a percentage of equipment and supplies revenues was attributable
primarily to higher third party costs in the UK. We expect that equipment and supplies costs will improve slightly, as a percentage of equipment
and supplies revenues, during the remainder of the fiscal year.

Operating Expenses

Three Months Ended March 31, Increase
(Decrease)

Between Periods
2006

Compared to 20052006 2005

(in thousands)

As % of
total

revenues (in thousands)

As % of
total

revenues (in thousands) %
Operating expenses:
Sales and marketing $ 5,397 21.7 $ 6,012 24.5 $ (615) (10.2)
Stock compensation expense 693 2.8 �  �  693 �  
Product development and engineering 3,424 13.7 2,298 9.4 1,126 49.0
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Stock compensation expense 215 0.9 �  �  215 �  
General and administrative 3,804 15.3 3,042 12.4 762 25.1
Stock compensation expense 851 3.4 �  �  851 �  
Amortization of intangible assets 1,357 5.4 707 2.9 650 91.9

Total operating expenses 15,741 63.2 12,059 49.2 $ 3,682 30.5

Sales and Marketing. Sales and marketing expenses consist primarily of salaries and other related costs for sales and marketing personnel, sales
commissions, travel, public relations and marketing materials and trade show participation. The decrease in sales and marketing expenses was
attributable to decreases in commission and personnel related costs, and a
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decrease in the foreign currency exchange rate in the UK. These decreases were partially offset by increases in expenses associated with the
operations of HMSL, Visibillity and Tranmit. We expect that sales and marketing expenses will remain relatively consistent as a percentage of
revenues during the remainder of the fiscal year.

Product Development and Engineering. Product development and engineering expenses consist primarily of personnel costs to support product
development, which continues to be focused on enhancements and revisions to our products based on customer feedback and general
marketplace demands. Product development and engineering expenses increased in the US as a result of increases in contract employee costs
associated with development efforts on certain of our banking products. Costs also increased as a result of a write-off of certain third party
technology costs that had been capitalized and were deemed to be impaired as a result of superior technology that we acquired in the Tranmit
acquisition. We expect that product development and engineering expenses will remain relatively consistent, as a percentage of revenues, during
the remainder of the fiscal year.

General and Administrative. General and administrative expenses consist primarily of salaries and other related costs for operations and finance
employees and legal and accounting services. The increase in general and administrative expenses was attributable to increases in expenses
associated with the operations of HMSL, Visibillity and Tranmit and an increase in employee and contract labor costs in the US and in the UK,
partially offset by a decrease in the foreign currency exchange rate in the UK. We expect that general and administrative expenses will remain
relatively consistent, as a percentage of revenues, during the remainder of the fiscal year.

Stock Compensation Expense. During the three months ended March 31, 2006, we recorded approximately $1.9 million of expense associated
with share-based payments in connection with our adoption of SFAS 123R on July 1, 2005. The expense associated with these awards is
recorded as expense within the same functional expense category as cash compensation for the respective employee is recorded. For the three
months ended March 31, 2006, stock compensation expense was allocated as follows:

In Thousands
Cost of revenues: service and maintenance $ 122
Sales and marketing 693
Product development and engineering 215
General and administrative 851
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