Edgar Filing: TALK AMERICA HOLDINGS INC - Form 10-K/A

TALK AMERICA HOLDINGS INC
Form 10-K/A
May 07, 2004

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K/A
(AMENDMENT NO. 1)

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2003
Commission File No. 000-26728

TALK AMERICA HOLDINGS, INC.
(Exact name of registrant as specified in its charter)

Delaware 23-2827736
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification Number)
12020 Sunrise Valley Drive, Suite 250 20191
Reston, Virginia (zip code)

(Address of principal executive offices)

(703) 391-7500
(Registrant s telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act:
Name of each exchange on which

Title of each class .
registered

None Not applicable

Securities registered pursuant to Section 12(g) of the Act:
Common Stock, Par Value $.01 Per Share
Rights to Purchase Series A Junior Participating Preferred Stock
(Title of class)

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 if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of registrant's knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-K or any amendment of this Form 10-K. [ ]



Edgar Filing: TALK AMERICA HOLDINGS INC - Form 10-K/A

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Act). Yes [X] No
[]

As of June 30, 2003, the aggregate market value of the voting stock held by non-affiliates of the registrant, based on
the average of the high and low prices of the common stock on June 30, 2003 of $10.79 per share as reported on the
Nasdaq National Market, was approximately $280,519,337.15 (calculated by excluding solely for purposes of this
form outstanding shares owned by directors and executive officers).

As of March 9, 2004, the registrant had issued and outstanding 26,670,050 shares of common stock, par value $.01 per
share.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Proxy Statement for the 2004 Annual Meeting of Stockholders. Part 111
. ______________________________________________________________________________________________________|

Explanatory Note

Talk America Holdings, Inc. is filing this Amendment No. 1 on Form 10-K/A ( Amendment No. 1 ) to our Annual Report on Form 10-K

originally filed with the Securities and Exchange Commission on March 12, 2004 (the Original Form 10-K ), solely for the purpose of reflecting
the reclassification of $15 million principal amount of our 12% Senior Subordinated Notes reported in the Original Form 10-K from long-term

debt to current portion of long-term debt based on our November 5, 2003 notice and commitment to redeem $15 million principal amount of

these 12% Senior Subordinated Notes on January 5, 2004. This reclassification affects discussions in the following items of the Original Form

10-K: Item 6 ( Consolidated Balance Sheet Data ~ amounts for 2003 of Current portion of long-term debt and Long-term debt ), Item 7 (references
in the first two paragraphs, including in the maturities table in the second paragraph, of LIQUIDITY AND CAPITAL RESOURCES to

long-term debt and to the maturities of our 12% Senior Subordinated Notes) and Item 8 (amounts of Current portion of long-term debt, — Total
current liabilities and Long-term debt in the December 31, 2003 Consolidated Balance Sheet, and corresponding references in Notes 5 and 16 of
the Notes to Consolidated Financial Statements ). Unless otherwise expressly stated, this Amendment No. 1 does not reflect events occurring
after the filing of the Original Form 10-K, nor does it modify or update in any way disclosures contained in the Original Form 10-K other than to
reflect the reclassification discussed above.
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ITEM 6. SELECTED CONSOLIDATED FINANCIAL DATA
The selected consolidated financial data should be read in conjunction with, and are qualified in their entirety by,
"Management's Discussion and Analysis of Financial Condition and Results of Operations" and our Consolidated

Financial Statements included elsewhere in this Form 10-K.

Year Ended December 31,

2003 2002 2001 2000 1999

(In Thousands, Except For Per Share Amounts)

Consolidated Statements of
Operations Data:

Revenue 382,663 $ 317,507 $ 488,158 $ 525,712 $ 516,548
Costs and expenses:
Network and line costs 181,682 155,567 235,153 292,931 289,029
General and administrative 39.954
expenses 57,503 53,510 82,202 65,360 ’
Provision for doubtful accounts 11,599 9,365 92,778 53,772 28,250
Sales and marketing expenses 48,277 27,148 73,973 152,028 96,264
Depreciation and amortization 18,344 17,318 34,390 19,257 6,214
Impairment and restructuring _
charges -- -- 170,571 --
Significant other charges (income) -- -- -- -- (2,718)
Total costs and expenses 317,405 262,908 689,067 583,348 456,993
Operating income (loss) 65,258 54,599 (200,909) (57,636) 59,555
Other income (expense):
Interest income 388 802 1,220 4,859 3,875
Interest expense (7,353) (9,087) (6,091) (5,297) (4,616)
Other income (expense), net 2,470 28,448 17,950 (3,822) 20,115
Income (loss) before provision for
income taxes 60.763 74,762 (187,830) (61,896) 78,929
Provision (benefit) for income
taxes (17,698) (22,300) N N N
Income (loss) before cumulative
effect of an accounting change 78,461 97,062 (187,830) (61,896) 78,929
CumulaFlve effect of an B (36.837) _ _
accounting change --
Net income (loss) 78,461 $ 97,062 $ (224,667) $ (61,896) $ 78,929
Income (loss) per share Basic:

297 % 356 $ (7.11) $ (2.63) $ 3.87
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Income (loss) before
cumulative effect of an accounting

change per share

Cumulative effect of an
accounting change per share

Net income (loss) per share ~ $

Weighted average common

shares outstanding

Income (loss) per share

Income (loss) before

cumulative effect of an accounting $

change per share

Cumulative effect of an
accounting change per share

Net income (loss) per share

Weighted average common

and common equivalent shares

outstanding

Consolidated Balance Sheet Data:

Cash and cash equivalents $

Total current assets

Goodwill and intangibles, net

Total assets

Current portion of long-term debt

Total current liabilities
Contingent obligations
Long-term debt

Stockholders' equity (deficit)

-- -- (1.40) - -

2.97 356 $ 851) $ (2.63) $ 3.87

26,376 27,253 26,414 23,509 20,395

Diluted:

2.75 315 % (7.11) $ 2.63) $ 3.68

- -- (1.40) - -

$ 2.75 315 $ 851) $ (2.63) $ 3.68

28,514 30,798 26,414 23,509 21,471

At December 31,
2003 (1)
(as 2002 2001 2000 1999
restated)
(In Thousands)

35,242 33,588 $ 22,100 $ 40,604 $ 78,937

105,595 82,825 51,214 97,203 150,893

24,169 26,882 29,672 218,639 1,068

245,923 189,075 165,737 407,749 215,008

16,806 61 14,454 2,822 -

94,441 64,754 87,789 100,271 71,168

-- -- -- 114,630 114,630

31,791 100,855 152,370 103,695 84,985
99,787 23,466 (74,422) 82,700 (69,375)

(1) The Selected Consolidated Financial Data for 2003 has been restated for matters related to a change in
classification of long-term debt to current portion of long-term debt. See Note 16 to the Consolidated Financial

Statements.
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See "Management s Discussion and Analysis of Financial Condition and Results of Operations" for a discussion of
items affecting the results of 2001, 2002 and 2003.

ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

The following discussion should be read in conjunction with the Consolidated Financial Statements included
elsewhere in this Form 10-K.

Cautionary Note Concerning Forward-Looking Statements

Certain of the statements contained in this Form 10-K Report may be considered "forward-looking statements" for
purposes of the securities laws. From time to time, oral or written forward-looking statements may also be included in
other materials released to the public. These forward-looking statements are intended to provide our management s
current expectations or plans for our future operating and financial performance, based on our current expectations
and assumptions currently believed to be valid. For these statements, we claim protection of the safe harbor for
forward-looking statements provided by the Private Securities Litigation Reform Act of 1995. These forward-looking
statements can be identified by the use of forward-looking words or phrases, including, but not limited to, "believes,"
"estimates," "expects," "expected," "anticipates,” "anticipated," "plans," "strategy," "target," "prospects" and other
words of similar meaning in connection with a discussion of future operating or financial performance. Although we
believe that the expectations reflected in such forward-looking statements are reasonable, there can be no assurance
that such expectations will prove to have been correct.

nn nn nn nn nn

All forward-looking statements involve risks and uncertainties that may cause our actual results to differ materially
from those expressed or implied in the forward-looking statements. This Form 10-K Report includes important
information as to risk factors in the "Business" section under the headings "Business Operations," "Competition" and
"Regulation" and in "Management s Discussion and Analysis of Financial Condition and Results of Operations." In
addition to those factors discussed in this Form 10-K Report, you should see our other reports on Forms 10-K, 10-Q
and 8-K filed with the Securities and Exchange Commission from time to time for information identifying factors that
may cause actual results to differ materially from those expressed or implied in the forward-looking statements.

OVERVIEW

Talk America Holdings, Inc., through its subsidiaries, offers a bundle of local and long distance phone services to
residential and small business customers in the United States. Our business strategy is to build a large, profitable base
of bundled phone service customers using the wholesale operating platforms of the incumbent local exchange
companies and then to migrate customers to our own networking platform and further increase our revenues and
profitability by offering new products and services to these customers. We refer to this strategy as our "customer first"
strategy.

In 2000, we decided to expand beyond our historical long distance service offerings and utilize the unbundled network
element platform to enter the large local telecommunications market and diversify our product portfolio through the
bundling of local service with our core long distance service offerings. We encountered a number of operational and
business difficulties during the rollout of our bundled service offering in 2000 and worked to address the operational
issues that we encountered. We focused on improving the overall efficiency of the bundled business model in 2001.
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During 2002, our top operating priorities were to lower bad debt expense, reduce customer turnover, or "churn," and
lower our customer acquisition costs. During 2003, our primary focus was increasing sales of our bundled services
within the targets established by management for acquisition costs, customer turnover and bad debt expense. We
ended 2003 with 557,000 billed bundled lines. We expect our existing base of long distance customers to continue to
decline in 2004 through attrition due to our decision to focus our marketing efforts on the sale of our bundled product.

An integral element of our business strategy is our development of our own local networking capacity. This
development, if successful, will enhance our operating flexibility and provide us with an alternative to the wholesale
operating platforms of the incumbent local exchange companies. As the first step in enabling us to implement this
stage of our business strategy, during 2003, we deployed networking assets in Michigan and have begun to carry test
calls over our own switching platform. We are in the process of automating the business processes required to provide
local network-based services and to support the proposed deployment of our own local network. Our objective is to
develop a viable networking opportunity as an alternative to the wholesale operating platforms of the incumbent local
exchange companies to provide us with operating flexibility. In addition, we will add new services and enhance our
existing service and product offerings, as available, to increase our revenues and profitability from our customers.

3

RESULTS OF OPERATIONS

The following table sets forth for the periods indicated certain of our financial data as a percentage of revenue:

Year Ended December 31,

2003 2002 2001
Revenue 100.0% 100.0% 100.0%
Costs and expenses:
Network and line costs 47.5 49.0 48.2
General and administrative expenses 15.0 16.8 16.8
Provision for doubtful accounts 3.0 2.9 19.0
Sales and marketing expenses 12.6 8.6 15.2
Depreciation and amortization 4.8 5.5 7.0
Impairment and restructuring charges - -- 35.0
Total costs and expenses 82.9 82.8 141.2
Operating income 17.1 17.2 (41.2)
Other income (expense):
Interest income 0.1 0.3 0.3
Interest expense (1.9) (2.9) (1.2)
Other, net 0.6 9.0 3.6
Income (loss) before income taxes 15.9 23.6 (38.5)
Provision (benefit) for income taxes 4.6) (7.0) --
Income (loss) before cumulative effect of an 205 306 (38.5)

accounting change
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Cumulative effect of an accounting change - -- (7.5)

Net income (loss) 20.5% 30.6% (46.0)%

The following table sets forth for certain items of our financial data for each year the percentage increase or (decrease)
in such item from the preceding fiscal year:

Year Ended December 31,
2003 2002

Revenue 20.5% (35.0)%
Costs and expenses:
Network and line costs 16.8 (33.8)
General and administrative expenses 7.5 (34.9)
Provision for doubtful accounts 23.9 (89.9)
Sales and marketing expenses 77.8 (63.3)
Depreciation and amortization 5.9 (49.6)
Impairment and restructuring charges - (100.0)
Total costs and expenses 20.7 (61.8)
Operating income 19.5 127.2
Other income (expense):
Interest income (51.6) (34.3)
Interest expense (19.1) 49.2
Other, net (91.3) 58.5
Income before income taxes (18.7) 139.8
Benefit for income taxes (20.6) -
Income before cumulative effect of an accounting (19.2) 151.7
change
Cumulative effect of an accounting change - (100.0)
Net income (loss) (19.2)% 143.2%

Revenue. The increase in revenue in 2003 from 2002 was due to the increase in bundled revenue offset by a decline
in long distance revenue. In 2002 both long distance and bundled revenue decreased. In 2000, we decided to shift our
focus to the bundled product and no longer actively market the long distance product. During 2003 and 2004, we
increased certain fees and rates related to our long distance and bundled products and such changes in rates may
adversely impact customer turnover.
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The increase in bundled revenue to $281.3 million in 2003 from $171.2 million in 2002 was due to higher average
bundled lines in 2003 as compared to 2002, partially offset by lower average monthly revenue per customer. We
ended 2003 with 557,000 billed bundled lines. Approximately 58.6% of the bundled lines in December 2003 were in
Michigan. While we have expanded our marketing efforts in additional states during 2003, including Georgia, Illinois,
New York, New Jersey, Indiana, Wisconsin, Ohio and Maryland, continued growth in revenues will depend upon our
ability to develop and scale various marketing programs in additional states or areas and to maintain or reduce the
current level of customer turnover.

The decrease in bundled revenue to $171.2 million in 2002 from $196.5 million in 2001 was due to lower average
revenue per bundled line in 2002 as compared to 2001. Such decrease resulted from our strategy to market lower
priced products to be more competitive with incumbent and other competitive local exchange carriers. We ended
2002, with 333,000 billed bundled lines compared with approximately 179,000 billed bundled lines in 2001.
Approximately 61.1% of the bundled lines in December 2002 were in Michigan.

Our long distance revenue decreased in 2003 to $101.4 million from $146.3 million in 2002, and from $291.7 million
in 2001. Our decision in 2000 to invest in building a bundled customer base, together with customer turnover,
contributed to the decline in long distance customers and revenue, although the effect on revenue of the decline in
customers was offset partially by an increase in average monthly revenue per customer due to price increases. We
expect this decline in long distance customers and revenues to continue. Long distance revenues for 2002 and 2001
included non-cash amortization of deferred revenue of $6.2 million and $7.4 million, respectively, related to a
telecommunications service agreement entered into in 1997. Deferred revenue relating to this agreement had been
amortized over a five-year period. The agreement and related amortization terminated in October 2002.

Network and Line Costs. The increase of network and line costs in 2003 from 2002 is primarily due to the increase in
bundled customers, partially offset by the decrease in long distance customers. The lower total network and line costs
as a percentage of revenue were due primarily to lower network costs as a percentage of revenue for both the bundled
and long distance products. This decrease was partially offset by a shift in our customer base to the higher cost
bundled product from the lower cost long distance product.

Bundled network and line costs were $141.9 million for 2003, as compared to $96.1 million for 2002 and $107.7
million for 2001. Long distance network and line costs were $39.8 million for 2003, as compared to $59.5 million for
2002 and $127.5 million for 2001. As a percentage of bundled revenue, bundled and network line costs were 50.4%
for 2003, as compared to 56.1% for 2002 and 54.8% for 2001. Long distance network and line costs as a percentage of
long distance revenue were 39.2% for 2003, as compared to 40.6% for 2002 and 43.7% for 2001.

The decrease of network and line costs in 2002 from 2001 was primarily due to the decrease in long distance
customers and a reduction in access and usage rates. Network and line costs for 2002 benefited from a credit of $1.7
million in connection with a New York Public Service Commission mandated refund from Verizon New York of
certain unbundled network element platform switching costs. The growth in 2002 of local bundled service as a
percentage of total revenue from 2001 and product mix has contributed to the increase in overall network and line cost
as a percentage of revenues.

We structure and price our products in order to maintain network and line costs as a percentage of revenue at certain
targeted levels. While the control of the structure and pricing of our products assists us in mitigating risks of increases
in network and line costs, the telecommunications industry is highly competitive and there can be no assurances that
we will be able to effectively market these higher priced products. There are several factors that could cause our
network and line costs as a percentage of revenue to increase in the future, including without limitation:

determinations by the FCC, courts, or state commission(s) that make unbundled local switching and/or
combinations of unbundled network elements effectively unavailable to us in some or all of our geographic service
areas, requiring us to provide services in these areas through total service resale agreements with incumbent local
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exchange companies, through network elements purchased from the Regional Bell Operating Companies at "just and
reasonable" rates under Section 271 of the Act or through the switching facilities of other non-incumbent carriers, in
any case at significantly increased costs, or to provide

services over our own switching facilities, if they have been deployed. The Court of Appeals, on March 2, 2004,
issued an order that reversed the FCC s Triennial Review Order in part and remanded to the FCC with instructions to
revise the Order in material ways that may make unbundled local switching and/or combinations of unbundled
network elements effectively unavailable to us in some or all of our geographic service areas (see Item 1"Regulation,"
above and "Liquidity and Capital Resources, Other Matters," below);

adverse changes to the current pricing methodology mandated by the FCC for use in establishing the prices
charged to us by incumbent local telephone companies for the use of their unbundled network elements. The FCC s
2003 Triennial Review Order, which was reversed in part and remanded to the FCC with instructions to revise the
Order in material ways, (see Item 1, "Regulation," above and "Liquidity and Capital Resources, Other Matters,"
below) clarified several aspects of these pricing principles related to depreciation, fill factors (i.e. network utilization)
and cost of capital, which could enable incumbent local telephone companies to increase the prices for unbundled
network elements. In addition, the FCC released a Notice of Proposed Rulemaking on December 15, 2003, which
initiated a proceeding to consider making additional changes to its unbundled network element pricing methodology,
including reforms that would base prices more on the actual network costs incurred by incumbent local exchange
companies than on the hypothetical network costs that would be incurred when the most efficient technology is used.
These changes could result in material increases in prices charged to us for unbundled network elements; and

determinations by state commissions to increase prices for unbundled network elements in ongoing state cost
dockets.

Changes in the pricing of our service plans could also cause network and line costs as a percentage of revenue to
change in the future. See our discussion under "Liquidity and Capital Resources, Other Matters," below.

General and Administrative Expenses. General and administrative expenses increased in 2003 from 2002. In 2002,
general and administrative expenses were reduced by a settlement of litigation relating to an obligation with a third
party of $1.7 million. The increase was also due to an increase in the number of employees for customer service and
information technology to support our expanding base of bundled customers. As of December 31, 2003, we had 270
and 53 employees within customer service and information technology, respectively, as compared to 225 and 43 as of
December 31, 2002. The decrease in general and administrative expenses in 2002 from 2001 was due primarily to
significant reductions in workforce and other cost cutting efforts by us as we pursued improvements in operating
efficiencies of our bundled business model and the litigation settlement.

While we expect general and administrative expense as a percentage of revenue to continue to decline as the customer
base grows, realization of such efficiencies will be dependent on the ability of management to continue to control
personnel costs in areas such as customer service and collections. There can be no assurances that we will be able to
realize these efficiencies.

Provision for Doubtful Accounts. The provision for doubtful accounts increased in 2003 from 2002. In 2002, the

provision for doubtful accounts was reduced by a reversal of the reserve for doubtful accounts of $1.9 million due to
better than expected collections experience on accounts receivable outstanding at year end 2001. The benefits of our
actions taken during the third and fourth quarters of 2001 to reduce bad debt expense and improve the overall credit
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quality of our customer base were reflected in the lower bad debt expense for 2002. In general, bad debt expense as a
percentage of revenue of our long distance customers is lower than that of our bundled customers because of the
relatively greater maturity of the long distance customer base, however, the impact of this lower bad debt expense is
decreasing as our base of long distance customers continues to decline.

Sales and Marketing Expenses. The increase in sales and marketing expenses in 2003 from 2002 is primarily
attributable to increased levels of sales and marketing activity to continue our bundled sales growth. The decrease in
sales and marketing costs in 2002 from 2001 was primarily attributable to the reduction in marketing fees paid to AOL
due to the termination of the marketing relationship with AOL effective September 30, 2001. Currently, substantially
all of our sales and marketing expenses relate to the bundled product. Included in sales and marketing expenses are
advertising expenses of $6.8 million for 2003, $1.5 million for 2002, and $0.2 million for 2001. We expect sales and
marketing expenses to increase in 2004 as we continue to target growth in the bundled product and invest in the
development of our marketing programs.

Impairment and Restructuring Charges. Included in impairment and restructuring charges for 2001 was an
impairment charge of $168.7 million primarily related to the write-down of goodwill associated with the August 2000
acquisition of Access One Communications Corp. In September 2001, we approved a plan to close one of our call
center operations. We incurred expenses of $1.9 million during 2001 to reflect the elimination of approximately 225
positions and lease exit costs in connection with the call center closure. There were no impairment or restructuring
charges in 2002.

Interest Expense. The decrease in interest expense in 2003 from 2002 is primarily due to lower outstanding debt
balances. As a result of the restructuring agreement with AOL on December 23, 2002, we recorded interest expense
associated with the 8% Secured Convertible Notes on our consolidated statement of operations for 2003, partially
offsetting the decrease due to lower outstanding debt. The increase in interest expense in 2002 from 2001 was
primarily due to the higher yielding debt instruments delivered in the exchange of our 4-1/2% and 5% Convertible
Subordinated Notes for 8% Convertible Senior Subordinated Notes and 12% Senior Subordinated Notes and the
restructuring of our senior credit facility. The issuance in 2001 of the 8% Secured Convertible Notes was initially
accounted for as a troubled debt restructuring. As such, the aggregate interest expense for these notes was recorded as
a liability at such time and the subsequent interest expense associated with these notes of $2.7 million and $0.8 million
for 2002 and 2001, respectively, were not reflected in the statement of operations.

Depreciation and Amortization. Amortization expense decreased significantly in 2002 from 2001 due to the
write-down in 2001 of goodwill associated with the acquisition of Access One. Additionally, we adopted Statement of
Financial Accounting Standards No. 142, "Goodwill and Other Intangible Assets," which established the impairment
approach rather than amortization for goodwill, resulting in reduced amortization as a result of the elimination of
goodwill amortization in 2002.

Other Income, Net. Other income for 2003 consists of gains from our repurchase of a portion of our 12% Senior
Subordinated Notes at a discount to par. Other income in 2002 included $28.9 million attributed to the restructuring
and repurchase of a portion of our 8% Secured Convertible Notes and $1.6 million attributed to the repurchase of a
portion of our 12% Senior Subordinated Notes, partially offset by a loss of $1.1 million related to the retirement of our
senior credit facility.

Other income for 2001 of $20.6 million include a $16.9 million gain on the restructuring of the AOL contingent
redemptions in accordance with SFAS No. 15, "Accounting by Debtors and Creditors for Troubled Debt

10
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Restructurings.” In addition, we reacquired $5.0 million of our 4-1/2% Convertible Subordinated Notes due 2002 at a
$3.8 million discount from the face amount. The amount for 2001 also consisted of a $2.4 million unrealized loss on
the increase in fair value of the AOL contingent redemptions in accordance with the fair value accounting treatment
under EITF Abstract No. 00-19. This amount did not recur, as the AOL contingent redemptions had been restructured
effective December 2001.

On January 1, 2003, we adopted Statement of Financial Accounting Standards No. 145, "Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statements No. 13, and Technical Corrections as of April 2002",
issued in May 2002, by the Financial Accounting Standards Board, which eliminates the requirement to report gains
and losses from extinguishment of debt as extraordinary items. The adoption of SFAS 145 resulted in a
reclassification from extraordinary gains (losses) from the extinguishment of debt of $29.3 million and $20.7 million
to other income (expense) for 2002 and 2001, respectively.

Provision for Income Taxes. In both 2003 and 2002, management evaluated the deferred tax asset valuation
allowance and determined that a portion of the allowance should be reversed. The evaluation considered profitability
of the business, the ability to utilize the deferred tax assets in the future and possible restrictions on use due to
provisions of the Internal Revenue Code Section 382 "Change in Ownership." After consideration of each of these
factors, we concluded certain deferred tax assets will more likely than not be utilized, and reversed deferred tax asset
valuation allowances of $41.4 million and $22.3 million for 2003 and 2002, respectively, and recognized non-cash
deferred income tax benefits in these amounts. In 2003, the tax benefit was partially offset by an income tax expense
of $23.7 million.

As a result of the application of net operating loss carryforwards, or NOLs, we currently need only pay accrued
alternative minimum taxes and certain state income taxes. As of December 31, 2003, we had approximately $207
million of NOLs of which approximately $147 million are estimated to be available to offset taxable income. A
valuation allowance has been recorded to reduce the carrying amounts of certain deferred tax assets for such assets
that may not be realized. We will continue to assess the valuation allowance of these deferred tax assets, and will
reverse such allowance if we conclude that it is more likely than not these deferred tax assets will be utilized. We
expect that our NOLs will be fully utilized by 2006.

Cumulative Effect of an Accounting Change. We adopted Emerging Issues Task Force (EITF) Abstract No. 00-19,
"Accounting for Derivative Financial Instruments Indexed to, and Potentially Settled in, a Company's Own Stock," in
the quarter ended June 30, 2001. The cumulative effect of the adoption of this change in accounting principle resulted
in a non-cash charge to operations of $36.8 million in the second quarter of 2001, representing the change in fair value
of contingent redemption features of warrants and common stock held by AOL from issuance on January 5, 1999
through June 30, 2001. The requirements under EITF 00-19 will not apply to future changes in the value of these
instruments, as the AOL contingent redemptions have been restructured effective December 2001.

LIQUIDITY AND CAPITAL RESOURCES

Our management assesses our liquidity in terms of our ability to generate cash to fund our operations, our capital
expenditures and our debt service obligations. In 2003 and 2002, our operating activities provided net cash flow of
$73.2 million and $51.9 million, respectively, more than half of which in each year was used by us to reduce our
outstanding debt obligations and a significant portion of the balance of which was used to fund capital expenditures
and capitalized software development costs. As of December 31, 2003, we had $35