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Part I Financial Information

Item 1.

Financial Statements.

CommerceTel Corporation
Condensed Consolidated Balance Sheets

Current Assets
Cash
Accounts Receivable
Other Current Assets
Total Current Assets

Equipment, Net
Intangible Assets, Net
Other Assets

TOTAL ASSETS

Current Liabilities

Accounts Payable

Accrued Interest

Accrued and Deferred Personnel Compensation
Deferred Revenue and Customer Deposits
Notes Payable, Net

Derivative Liabilities

Other Current Liabilities

Total Current Liabilities

Non-Current Liabilities
Common Stock Liability
Derivative Liabilities

Total Non-Current Liabilities
Total Liabilities

Stockholders' Deficit

March 31,
2011
(unaudited)

$205,191
50,227
91,708
347,126

2,737

77,105

46,317
$473,285

$233,307
64,499
113,285
286,677
889,283
289,504
68,692
1,945,247

128,030
81,794
209,824
2,155,071

Common Stock, $0.001 par value; 150,000,000 shares authorized; 17,854,286 and
17,700,000 shares issued and outstanding as of March 31, 2011 and December 31,

2010, respectively
Additional Paid-in Capital
Accumulated Deficit

Total Stockholders' Deficit

TOTAL LIABILITIES & STOCKHOLDERS' DEFICIT

17,854
7,202,830

(8,902,470 )
(1,681,786 )

$473,285

See accompanying notes to condensed consolidated financial statements.

December 31,
2010
(audited)

$373,439
49,215
68,030
490,684

1,609

46,317
$538,610

$151,943
37,901
119,641
233,318
803,156
334,478
69,142
1,749,579

1,749,579

17,700
6,945,584
(8,174,253 )
(1,210,969 )
$538,610
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CommerceTel Corporation
Condensed Consolidated Statements of Operations

(Unaudited)
Three months ended
March 31,
2011 2010
Revenues

Revenues $140,638 223,724

Cost of revenues 79,837 124,054
Gross Margin 60,801 99,670
Operating Expenses

Sales & marketing expense 57,851 32,281

Engineering, research, & development expense 128,571 91,522

General & administrative 545,039 201,858
Total Operating Expenses 731,461 325,661
Loss From Operations (670,660 ) (225,991
Other Income/(Expense)

Interest income 158 -

Interest expense (105,408 ) (16,653

Change in fair market value of derivative liabilities 47,693 -

Gain on debt extinguishment - 114,551
Total Other Income/(Expense) (57,557 ) 97,898
Net Loss $(728217 ) $(128,093
Net Loss Per Share - Basic and Diluted $(0.04 ) $(0.02
Weighted average number of shares during the period - basic and diluted 17,711,048 7,267,972

See accompanying notes to condensed consolidated financial statements.

)
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CommerceTel Corporation
Condensed Consolidated Statements of Cash Flows

(Unaudited)
Three months ended
March 31,
2011 2010
OPERATING ACTIVITIES
Net loss $(728,217 ) $(128,093
Adjustments to reconcile net loss to net cash used for operating activities
Gain on debt extinguishment - (114,551
Stock-based compensation 239,403 31,291
Depreciation and amortization expense 2,037 1,670
Change in fair market value of derivative liabilities (47,693 ) -
Amortization of deferred financing costs 10,000 -
Amortization of note discounts 78,810 -
Increase (decrease) in cash resulting from changes in:
Accounts receivable (1,012 ) (14,708
Other assets (33,678 ) (6,196
Accounts payable 81,364 56,415
Accrued interest 26,598 16,653
Accrued and deferred personnel compensation (6,356 ) 36,351
Deferred revenue and customer deposits 53,359 (12,308
Other liabilities (450 ) 195
Net cash used for operating activities (325,835 ) (133,281
INVESTING ACTIVITIES
Purchases of equipment (2,412 ) -
Acquisition of intangible assets (60,001 ) -
Acquisition of other assets - (1,605
Net cash used for investing activities (62,413 ) (1,605
FINANCING ACTIVITIES
Proceeds from capital contributions by former parent - 124,897
Proceeds from issuance of notes payable 10,000 -
Proceeds from issuance of common stock and warrants 210,000 -
Net cash provided by financing activities 220,000 124,897
Net change in cash (168,248 ) (9,989
Cash at beginning of period 373,439 11,003
Cash at end of period $205,191 $1,014
Supplemental disclosures:
Cash paid during period for :
Interest $- $-
Income Taxes $- $-

Non cash investing activities:
Common stock issued for intangible assets $17,857 $-
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CommerceTel Corporation
Notes to Condensed Consolidated Financial Statements

1. Reverse Merger Transaction and Accounting
Reverse Merger Transaction

On November 2, 2010, CommerceTel Corporation (the “Company”) acquired CommerceTel, Inc., which was
wholly-owned by CommerceTel Canada Corporation (“CTel Canada” or “our former parent”), in a reverse merger, or the
“Merger”. Pursuant to the Merger, all of the issued and outstanding shares of CommerceTel, Inc. common stock were
converted, at an exchange ratio of 0.7268-for-1, into an aggregate of 10,000,000 shares of the Company’s common
stock, and CommerceTel, Inc. became a wholly owned subsidiary of the Company. The holders of the Company’s
common stock as of immediately prior to the Merger held an aggregate of 10,000,000 shares of the Company’s
common stock. The accompanying condensed consolidated financial statements common share and weighted average
common share basic and diluted information has been retroactively adjusted to reflect the exchange ratio in the
Merger.

CommerceTel, Inc. was originally incorporated in Nevada in 2005. The Company was originally incorporated as Ares
Ventures Corporation in Nevada in 2008, and was renamed CommerceTel Corporation in 2010.

Reverse Merger Accounting

Immediately following the consummation of the Merger, the: (i) former security holders of CommerceTel, Inc.

common stock had an approximate 56% voting interest in the Company and the Company stockholders retained an

approximate 44% voting interest, (ii) former executive management team of CommerceTel, Inc. remained as the only

continuing executive management team for the Company, and (iii) Company’s ongoing operations consist solely of the
ongoing operations of CommerceTel, Inc. Based primarily on these factors, the Merger was accounted for as a

reverse merger and a recapitalization in accordance with generally accepted accounting principles in the United States

of America, or GAAP. As a result, these condensed financial statements reflect the: (i) historical results of

CommerceTel, Inc. prior to the Merger, (ii) combined results of the Company following the Merger, and (iii) acquired

assets and liabilities at their historical cost. In connection with the Merger, the Company received net assets of

$16,496.

On December 7, 2010, the Board of Directors of the Company resolved to change the Company’s fiscal year end from
September 30 to December 31, effective immediately, to coincide with the fiscal year end of its wholly owned
subsidiary CommerceTel, Inc.

2. Nature of Operations and Summary of Significant Accounting Policies

Nature of Operations and Basis of Presentation

The Company is a provider of mobile marketing technology that enables major brands and enterprises to engage
consumers via their mobile phones and other smart devices. Interactive electronic communications with consumers is
a complex process involving communication networks and software. The Company removes this complexity through
its suite of services and technologies thereby enabling brands, marketers, and content owners to communicate with

their customers and consumers in general.

Principles of Accounting and Consolidation

10
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The accompanying unaudited interim condensed financial statements have been prepared in accordance with
accounting principles generally accepted in the United States (GAAP) for interim financial statements and with the
instructions to Form 10-Q and Article 8 of Regulation S-X. Accordingly, they do not include all of the information
and footnotes required by GAAP for complete financial statements. In the opinion of management, the accompanying
condensed consolidated financial statements include all adjustments that are necessary, which are of a normal and
recurring nature, for a fair presentation for the periods presented of the financial position, results of operations and
cash flows of the Company and its wholly-owned subsidiaries All significant intercompany transactions have been
eliminated in consolidation.

11
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These condensed consolidated financial statements should be read in conjunction with the consolidated financial
statements and notes thereto contained in the Company’s annual report on Form 10-K for the fiscal year ended
December 31, 2010. The accompanying condensed balance sheet as of December 31, 2010 has been derived from the
audited financial statements at that date but does not include all of the information and footnotes required by GAAP
for complete financial statements. The results of operations for the three months ended March 31, 2011 are not
necessarily indicative of the results to be anticipated for the entire year ending December 31, 2011, or any other
period.

Going Concern

Our financial statements have been prepared assuming that we will continue as a going concern. Such assumption
contemplates the realization of assets and satisfaction of liabilities in the normal course of business. However, we
have incurred continued losses, have a net working capital deficiency, and have an accumulated deficit of
approximately $8.9 million as of March 31, 2011. These factors among others create a substantial doubt about our
ability to continue as a going concern. We are dependent upon sufficient future revenues, additional sales of our
securities or obtaining debt financing in order to meet our operating cash requirements. Barring our generation of
revenues in excess of our costs and expenses or our obtaining additional funds from equity or debt financing, or
receipt of significant licensing prepayments, we will not have sufficient cash to continue to fund the operations of the
Company through December 31, 2011. These condensed consolidated financial statements do not include any
adjustments that might result from the outcome of this uncertainty.

In response to our Company’s cash needs, we received additional equity investments pursuant to a private placement
totaling $445,000 as of May 13, 2011 ($210,000 as of March 31, 2011). Longer term, we anticipate that we will
continue to raise additional equity financing through the sale of shares of the Company’s common stock in order to
finance our future investing and operating cash flow needs. However, there can be no assurance that such financings
will be available on acceptable terms, or at all.

Use of Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities
at the date of the financial statements and the reported amounts of expenses during the reporting period. Significant
estimates used are those related to stock-based compensation, the valuation of the derivative liabilities, and the
valuation allowance of deferred tax assets. Management believes that these estimates are reasonable; however, actual
results may differ from these estimates.

Cash

The Company minimizes its credit risk associated with cash by periodically evaluating the credit quality of its primary
financial institution. The balance at times may exceed federally insured limits. The Company has not experienced any
losses on such accounts.

Fair Value of Financial Instruments

The Company’s financial instruments consist of cash, accounts receivable, other assets, accounts payable, accrued
expenses, notes payable, derivative liabilities, common stock liability and other current liabilities. Fair value estimates
of these instruments are made at a specific point in time, based on relevant market information. These estimates may
be subjective in nature and involve uncertainties and matters of significant judgment and therefore cannot be
determined with precision. As of March 31, 2011 and December 31, 2010, the carrying amounts of the Company’s

12



Edgar Filing: COMMERCETEL CORP - Form 10-Q

financial instruments are generally considered to be representative of their respective fair values because of the
short-term nature of those instruments or because they have been adjusted to fair value on the reporting date.

5.
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Accounts Receivable

Accounts receivable are carried at their estimated collectible amounts. The Company grants unsecured credit to
substantially all of its customers. Ongoing credit evaluations are performed and potential credit losses are charged to
operations at the time the account receivable is estimated to be uncollectible. Since the Company cannot necessarily
predict future changes in the financial stability of our customers, the Company cannot guarantee that its reserves will
continue to be adequate.

From time to time, the Company may have a limited number of customers with individually large amounts due. Any
unanticipated change in one of the customer’s credit worthiness could have a material effect on our results of
operations in the period in which such changes or events occurred. The Company had no allowance for doubtful
accounts at March 31, 2011 and December 31, 2010.

Equipment

Equipment is recorded at cost, consists primarily of computer equipment and is depreciated using the straight-line
method over the estimated useful lives of the related assets (generally three years or less). Costs incurred for
maintenance and repairs are expensed as incurred and expenditures for major replacements and improvements are
capitalized and depreciated over their estimated remaining useful lives. Depreciation expense for the three months
ended March 31, 2011 and 2010 was $1,284 and $1,670, respectively.

Intangible Assets

From January 2011 to March 2011, the Company acquired U.S. Patent Number 6,788,769 from eMediacy, Inc. for
cash and 14,286 shares of common stock, and incurred costs to prosecute other patent applications. The Company
capitalized $78,000 during this period, and is amortizing the costs on a straight-line basis over an estimated useful life
of ten years.

Impairment of Long-Lived Assets

Purchased intangible assets with finite lives are amortized using the straight-line method over the estimated economic

lives of the assets, which range from five to ten years. The Company evaluates long-lived assets, including intangible

assets with finite lives, for impairment whenever events or changes in circumstances indicate their net book value may

not be recoverable. When such factors and circumstances exist, the Company compares the projected undiscounted

future cash flows associated with the related asset or group of assets over their estimated useful lives against their

respective carrying amount. Impairment, if any, is based on the excess of the carrying amount over the fair value,

based on market value when available, or discounted expected cash flows, of those assets and is recorded in the period

in which the determination is made. The Company’s management currently believes there is no impairment of its
long-lived assets. There can be no assurance, however, that market conditions will not change or demand for the

Company’s products under development will continue. Either of these could result in future impairment of long-lived
assets.

Derivative Financial Instruments

The Company does not use derivative instruments to hedge exposures to cash flow, market or foreign currency risks.
The Company reviews the terms of the common stock, warrants and convertible debt it issues to determine whether
there are embedded derivative instruments, including embedded conversion options, which are required to be

bifurcated and accounted for separately as derivative financial instruments. In circumstances where the host

14
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instrument contains more than one embedded derivative instrument, including the conversion option, that is required
to be bifurcated, the bifurcated derivative instruments are accounted for as a single, compound derivative instrument.

Bifurcated embedded derivatives are initially recorded at fair value and are then revalued at each reporting date with
changes in the fair value reported as non-operating income or expense. When the equity or convertible debt
instruments contain embedded derivative instruments that are to be bifurcated and accounted for as liabilities, the total
proceeds received are first allocated to the fair value of all the bifurcated derivative instruments. The remaining
proceeds, if any, are then allocated to the host instruments themselves, usually resulting in those instruments being
recorded at a discount from their face value.

15
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The discount from the face value of the convertible debt, together with the stated interest on the instrument, is
amortized over the life of the instrument through periodic charges to interest expense, using the effective interest
method.

Revenue Recognition

The Company’s “C4” Mobile Marketing and Customer Relationship Management (CRM) platform is a hosted solution.
The Company generates revenue from licensing its software to clients in its software as a service (Saas) model,
per-message and per-minute transactional fees, and customized professional services. The Company recognizes
license fees over the period of the contract, service fees as the services are performed, and per-message or per-minute
transaction revenue when the transaction takes place. The Company recognizes revenue at the time that the services
are rendered, the selling price is fixed, and collection is reasonably assured, provided no significant obligations
remain. The Company considers authoritative guidance on multiple deliverables in determining whether each
deliverable represents a separate unit of accounting. Cash received in advance of the performance of services is
recorded as deferred revenue.

Stock-based Compensation

The Company accounts for stock-based compensation in accordance with Financial Accounting Standards Board
(“FASB”) Accounting Standards Codification Topic 718 Stock Compensation, which establishes accounting for equity
instruments exchanged for employee services. Under such provisions, stock-based compensation cost is measured at
the grant date, based on the calculated fair value of the award, and is recognized as an expense, under the straight-line
method, over the employee’s requisite service period (generally the vesting period of the equity grant). In accordance
with Accounting Standards Codification (“ASC”) 718, the Company estimates forfeitures at the time of grant and
revises the estimates if necessary, if actual forfeiture rates differ from those estimates. Stock options issued to
employees are accounted for at their estimated fair value determined using the Black-Scholes option-pricing model.

The Company accounts for equity instruments, including restricted stock or stock options, issued to non-employees in
accordance with authoritative guidance for equity based payments to non-employees. Stock options issued to
non-employees are accounted for at their estimated fair value determined using the Black-Scholes option-pricing
model. The fair value of options granted to non-employees is re-measured as they vest, and the resulting increase in
value, if any, is recognized as expense during the period the related services are rendered. Restricted stock issued to
non-employees is accounted for at its estimated fair value as it vests.

Comprehensive Income (Loss)

Comprehensive income (loss) is defined as the change in equity during a period from transactions and other events
and circumstances from non-owner sources. The Company is required to record all components of comprehensive
income (loss) in the financial statements in the period in which they are recognized. Net income (loss) and other
comprehensive income (loss), including foreign currency translation adjustments and unrealized gains and losses on
investments, are reported, net of their related tax effect, to arrive at comprehensive income (loss). For the three months
ended March 31, 2011 and 2010, the comprehensive loss was equal to the net loss.

Net Loss Per Common Share

Net loss per share is presented as both basic and diluted net loss per share. Basic net loss per share excludes any
dilutive effects of options, shares subject to repurchase and warrants. Diluted net loss per share includes the impact of
potentially dilutive securities. During 2011 and 2010, the Company had securities outstanding which could potentially
dilute basic earnings per share in the future, but were excluded from the computation of diluted net loss per share, as

16
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their effect would have been anti-dilutive. These outstanding securities consist of 2,383,750 outstanding options and
140,000 outstanding warrants. In addition, see potential issuances associated with warrants and convertible debt in
Notes 3 and 4.

17
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In October 2009, the FASB issued Accounting Standards Update No. 2009-13, Multiple-Delivery Revenue
Arrangements (“ASU 2009-13”), which establishes the accounting and reporting guidance for arrangements, including
multiple deliverable revenue-generating activities, and provides amendments to the criteria for separating deliverables,
and measuring and allocating arrangement consideration to one or more units of accounting. The amendments of ASU
2009-13 also establish a hierarchy for determining the selling price of a deliverable, and require significantly
enhanced disclosures to provide information about a vendor’s multiple-deliverable revenue arrangements, including
information about their nature and terms, significant deliverables, and the general timing of delivery. The amendments
also require disclosure of information about the significant judgments made and changes to those judgments, and
about how the application of the relative selling price method affects the timing or amount of revenue recognition. The
amendments of ASU 2009-13 are effective prospectively for revenue arrangements entered into or materially modified
in annual reporting periods beginning on or after June 15, 2010, or January 1, 2011 for us. We adopted these
provisions as of January 1, 2011. The adoption of ASU 2009-13 did not have a material impact on our financial
position or results of operations.

In April 2010, the FASB issued an accounting standards update to ASC Topic No. 718, Compensation — Stock
Compensation. ASC No. 718 stipulates that a share-based payment award that contains a condition that is not a
market, performance, or a service condition is required to be classified as a liability. This update clarifies that when
an employee share-based payment award with an exercise price denominated in the currency of a market in which a
substantial portion of the entity’s securities trades differs from the functional currency of the employer entity or payroll
currency of the employee, such award should not be considered to contain a condition that is not a market,
performance, or service condition. Therefore, an entity would not classify such an award as a liability if it otherwise
qualifies as equity. The amendments in this update are effective for fiscal years beginning on or after December 15,
2010, which is the Company’s 2011 fiscal year. The amendments in this update are applied by recording a
cumulative-effect adjustment to the opening balance of retained earnings. The cumulative-effect adjustment is
calculated for all awards outstanding as of the beginning of the fiscal year in which the amendments are initially
applied and is presented separately. The adoption of this amendment did not have a material impact on the Company’s
condensed consolidated financial statements.

3. Derivative Liabilities

As discussed in Note 4, the Company issued convertible notes payable that provide for the issuance of warrants to
purchase its common stock at a future date. The conversion term for the convertible notes is variable based on certain
factors. The number of warrants to be issued is based on the future price of the Company’s common stock. As of
March 31, 2011, the number of warrants to be issued remains indeterminate. Pursuant to ASC 815-15 Embedded
Derivatives, the fair values of the variable conversion option and warrants / shares to be issued were recorded as
derivative liabilities on the issuance date.

As discussed in Note 5, the Company issued a four-year warrant to purchase its common stock. The warrant provides
anti-dilutive, or down round, price protection while it is outstanding. Pursuant to ASC 815-15 Embedded Derivatives
and ASC 815-40 Contracts in Entity’s Own Equity, the fair value of the warrant was recorded as a derivative liability
on the issuance date.

The fair values of the Company’s derivative liabilities were estimated at the issuance date and are revalued at each
subsequent reporting date, using a Monte Carlo simulation. At March 31, 2011, the Company recorded derivative

liabilities of $371,298. The change in fair value of the derivative liabilities for the three months ended March 31,

2011 of $47,693 was reported as other income in the condensed consolidated statements of operations.

18
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4. Bridge Financing, Notes Payable and Accrued Interest
Bridge Financing

From November 2, 2010 through March 31, 2011, the Company issued to a number of accredited investors a series of
its 10% Senior Secured Convertible Bridge Note (the “Notes”) in the aggregate principal amount of $1,010,000 (the
“Financing”). The Notes accrue interest at the rate of 10% per annum. The entire principal amount evidenced by the
Notes (the “Principal Amount”) plus all accrued and unpaid interest is due on the earlier of (i) the date the Company
completes a financing transaction for the offer and sale of shares of common stock (including securities convertible
into or exercisable for its common stock), in an aggregate amount of no less than 125% of the principal amounts
evidenced by the Notes (a “Qualifying Financing”), and (ii) November 3, 2011. If the Notes are held to maturity, the
Company pays, at the option of the holder: i) cash or ii) in securities to be issued by the Company in the Qualifying
Financing at the same price paid by other investors.

On the maturity date of the Notes, in addition to the repayment of the Principal Amount and all accrued and unpaid
interest, the Company will issue to each holder of the Notes, at each such holder’s option, (i) three year warrants to
purchase that number of shares of its common stock equal to the Principal Amount plus all accrued and unpaid interest
divided by the per share purchase price of the common stock offered and sold in the Qualifying Financing (the
“Offering Price”) which warrants shall be exercisable at the Offering Price, or (ii) that number of shares of common
stock equal to the product arrived at by multiplying (x) the Principal Amount plus all accrued and unpaid interest
divided by the Offering Price and (y) 0.33.

The Company’s obligations under the Notes are secured by all of the assets of the Company, including all shares of
CommerceTel, Inc., its wholly owned subsidiary.

WEFG Investments, Inc., a registered broker dealer, was paid a placement agent fee in the amount of $40,000 which
was capitalized as deferred financing costs, and is being amortized over the term of the Notes using the effective
interest method. The Company recorded $10,000 of expense for the amortization of the deferred financing costs
during the three months ended March 31, 2011.

The following table summarizes information relative to all of the outstanding Notes at March 31, 2011 and December
31, 2010:

March 31, December 31,

2011 2010
Bridge notes payable $1,010,000 $1,000,000
Less unamortized discounts:
Variable maturity discount (1,120 ) (1,569 )
Warrant discount (191,581 ) (267,259 )
Bridge notes payable, net of discounts $817,299 $731,172

In accordance with ASC 470-20 Debt with Conversion and Other Options, the Company recorded a discount of
$1,876 for the variable conversion feature and a discount of $320,424 for the warrants / shares to be issued. The
discounts will be amortized to interest expense over the term of the Notes using the effective interest method. The
Company recorded $78,810 of interest expense for the amortization of the note discounts during the three months
ended March 31, 2011.

In accordance with ASC 815-15, the Company determined that the variable conversion feature and the warrants /
shares to be issued represented embedded derivative features, and these are shown as derivative liabilities on the

20
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balance sheet. See Note 3.
The Company calculated the fair value of the compound embedded derivatives associated with the convertible notes
payable utilizing a complex, customized Monte Carlo simulation model suitable to value path dependant American

options. The model uses the risk neutral methodology adapted to value corporate securities. This model utilized
subjective and theoretical assumptions that can materially affect fair values from period to period.

9.
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The following table summarizes the Company’s notes payable as of March 31, 2011 and December 31, 2010:

Notes Payable Accrued Interest
3/31/2011 12/31/2010 3/31/2011 12/31/2010
Bridge Notes, net, as discussed above $817,299 $731,172 $40,477 $15,792

Unsecured (as amended) note payable due to our

Company’s former Chief Executive Officer, interest

accrues at the rate of 9% compounded annually, all

amounts due and payable December 31, 2008 (See

Note 10). 20,000 20,000 8,854 8,223

Note payable due to a trust, interest accrues at the

rate of 10% per annum, all amounts due and

payable December 31, 2006. The Company is

currently negotiating the payment terms of this

note. 51,984 51,984 15,168 13,886
$889,283 $803,156 $64,499 $37,901

Interest expense, including amortization of note discounts, totaled $105,408 and $16,653 for the three months ended
March 31, 2011 and 2010.

5. Stockholders’ Deficit
Common Stock Liability and Common Stock

On March 25, 2011, the Company issued 140,000 shares of common stock at $1.50 per share for cash and issued a
four-year warrant to purchase 140,000 shares of common stock at $2.00 per share to an accredited investor. Both the
common shares and the warrant contain anti-dilutive, or down round, price protection. The down round protection for
the common shares terminates on the earlier of the date on which an effective registration statement is filed with the
SEC covering the shares, or the shares become freely tradable pursuant to Rule 144 promulgated under the Securities
Act of 1933. The down round protection for the warrant terminates when the warrant expires or is exercised. The
Company recorded a derivative liability for the warrant as discussed in Note 3. Pursuant to ASC 480 Distinguishing
Liabilities from Equity, the Company determined that the down round price protection on the common stock
represents a future obligation requiring liability classification in the condensed consolidated balance sheet. The
Company recorded the par value of the common stock in equity ($140), recorded the fair market value of the warrant
as a derivative liability ($81,830), and recorded the remainder of the proceeds as a common stock liability ($128,030).

As of March 31, 2011, the Company has 17,854,286 common shares outstanding, of which 6,000,000 shares are free
trading and 11,854,286 shares are restricted pursuant Rule 144 promulgated under the Securities Act of 1933. This
restriction is expected to be lifted for 11,700,000 shares in November 2011 which will result in a significant number
of additional shares becoming freely tradable.

Stock-based Compensation
CTel Canada Plan

Certain employees, directors and consultants of the Company (the “Optionees”) received stock options exercisable for
the common stock of (and issued by) our former parent company, CTel Canada. Effective with the Merger, all of the
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unvested options became fully vested and the related stock-based compensation was recognized in 2010. The
Company recorded stock-based compensation of $31,291 in operating expenses for the three months ended March 31,
2010 related to stock option grants made to the Optionees.

-10-
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For purposes of accounting for stock-based compensation, the fair value of each option award is estimated on the date
of grant using the Black-Scholes option pricing formula, and the expense is recognized on a straight-line basis over
the vesting period. The Company granted one option during the three months ended March 31, 2010 and used the
following valuation assumptions to determine the fair value of the option at the grant date: expected volatility of
152.96%; risk free interest rate of 0.94%; forfeiture rate of 0.0%; expected dividend rate of 0.0%; and expected term
of three years.

2010 Incentive Stock Option Plan

On December 24, 2010, the Company adopted the 2010 Incentive Stock Option Plan (“the 2010 Plan”), subject to
shareholder approval within one year. If shareholder approval is not obtained within one year, incentive stock options
granted under the 2010 Plan convert to non-qualified stock options. The 2010 Plan permits the Company to grant up
to 3,124,000 shares of common stock and options to purchase shares of common stock. The 2010 Plan is designed to
retain directors, executives and selected employees and consultants and reward them for making major contributions
to the success of the Company. These objectives are accomplished by making long-term incentive awards under the
2010 Plan thereby providing participants with a proprietary interest in the growth and performance of the Company.

The Company believes that such awards better align the interests of its employees with those of its
shareholders. Option awards are generally granted with an exercise price that equals the fair market value of the
Company's stock at the date of grant. These option awards generally vest based on four years of continuous service
and have five-year contractual terms.

A summary of option activity under the 2010 Plan as of March 31, 2011 and changes during the three months then
ended is presented below:

Weighted-Average

Weighted-average Remaining Contractual
Shares exercise price Term (Years)

Outstanding January 1, 2011 1,808,750 $ 0.32 4.98
Granted 575,000 1.45 7.63
Exercised - - -
Forfeited - - -
Outstanding March 31, 2011 2,383,750 $ 0.59 5.27
Exercisable options at March

31,2011 198,436 $ 0.32 4.26

The aggregate intrinsic value of stock options outstanding and stock options exercisable at March 31, 2011 was
$1,868,000 and $185,000, respectively.

As of March 31, 2011, total compensation cost related to non-vested employee stock options and non-vested
non-employee stock options not yet recognized was $1,040,000, which is expected to be recognized over the next 1.74
years on a weighted-average basis.

Expense Information

The Company measures and recognizes compensation expense for all stock-based payment awards made to

employees, directors and non-employees based upon estimated fair values. The Company recorded stock-based
compensation in operating expenses for employees and non-employees of $18,274 and $221,129, respectively, for the
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Valuation Assumptions

The Company uses the Black-Scholes option pricing model in determining its option expense. The weighted-average
estimated fair value of employee stock options and non-employee stock options granted during the three months
ended March 31, 2011 was $0.66 per share. The Company periodically revalues non-employee stock options as they

vest. The ranges of assumptions used during the three months ended March 31, 2011 are as follows:

March 31, 2011

Employee Options Non-Employee Options
Expected volatility 60% 60%
Risk-free interest rate 1.40% to 1.97% 2.24%
Forfeiture rate 0% 0%
Expected dividend rate 0% 0%
Expected life (yrs) 3.00 to 5.00 4.75 t0 5.00

The expected volatility is based on the weighted average of the historical volatility of publicly traded surrogates in the
Company’s peer group.

The risk-free interest rate assumption is based upon published interest rates appropriate for the expected life of the
Company’s employee stock options.

The dividend yield assumption is based on the Company’s history of not paying dividends and no future expectations
of dividend payouts.

The expected life of the stock options represents the weighted-average period that the stock options are expected to
remain outstanding and was determined based on historical experience of similar awards, giving consideration to the
contractual terms of the stock-based awards, vesting schedules and expectations of future employee behavior as
influenced by changes to the terms of its stock-based awards.

Warrants

As discussed in Note 4, the Company is obligated to issue warrants or shares pursuant to its Bridge Financing. The
number of warrants / shares issuable pursuant to the agreements is not known at this time.

The Company issued a warrant in March 2011 for the purchase of 140,000 shares of common stock at $2.00 per
share. The warrant is exercisable for four years from the date of issuance, and contains anti-dilution, or down round,
price protection as long as the warrant remains outstanding.

No other warrants are issued or outstanding as of March 31, 2011.
6. Income Taxes

The Company maintains deferred tax assets that reflect the net tax effects of temporary differences between the
carrying amounts of assets and liabilities for financial reporting purposes and the amounts used for income tax
purposes. These deferred tax assets include net operating loss carryforwards, deferred revenue and stock-based
compensation. In assessing the realizability of deferred tax assets, the Company considers whether it is more likely
than not that some portion or all of the deferred tax assets will not be realized. The ultimate realization of deferred tax
assets is dependent upon the generation of future taxable income during periods in which those temporary differences
become deductible. The Company considers projected future taxable income and planning strategies in making this

26



Edgar Filing: COMMERCETEL CORP - Form 10-Q

assessment. Based on the level of historical operating results and projections for the taxable income for the future, the
Company has determined that it is more likely than not that the deferred tax assets will not be realized. Accordingly,
the Company has recorded a valuation allowance to reduce deferred tax assets to zero. There can be no assurance that
the Company will ever be able to realize the benefit of some or all of the federal and state loss carryforwards, either
due to ongoing operating losses or due to ownership changes, which limit the usefulness of the loss carryforwards.
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As of March 31, 2011, the Company has available net operating loss carryforwards of approximately $7,200,000 for
federal income tax purposes, which will start to expire in 2026. The net operating loss carryforwards for state
purposes are approximately $7,200,000 and will start to expire in 2016.

The Company has determined that during 2010 it experienced a “change of ownership” as defined by Section 382 of the
Internal Revenue Code. As such, utilization of net operating loss carryforwards and credits generated before the 2010
change in ownership will be limited to approximately $207,000 per year until such carryforwards are fully
utilized. The pre change net operating loss carryforward was approximately $7,000,000.

7. Fair Value Measurements

Fair value is defined as an exit price, representing the amount that would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants. As such, fair value is a market-based measurement
that should be determined based on assumptions that market participants would use in pricing an asset or liability. As
a basis for considering such assumptions, the authoritative guidance establishes a three-tier value hierarchy, which
prioritizes the inputs used in measuring fair value as follows: (Level 1) observable inputs such as quoted prices in
active markets; (Level 2) inputs other than the quoted prices in active markets that are observable either directly or
indirectly; and (Level 3) unobservable inputs in which there is little or no market data, which require the Company to
develop its own assumptions. This hierarchy requires companies to use observable market data, when available, and to
minimize the use of unobservable inputs when determining fair value. On a recurring basis, the Company measures
certain financial assets and liabilities at fair value, including its derivative liability.

At March 31, 2011, the Company recorded a liability related to the variable maturity feature and the future issuance of

warrants / shares in connection with its Bridge Notes (See Note 4), and the warrant issued in March 2011 (See Notes 3

and 5) at the aggregate fair market value of $371,298 utilizing unobservable inputs. The change in fair market value

of these liabilities is included in other income (expense) in the condensed consolidated statements of operations. The

assumptions used in the Monte-Carlo simulation used to value the derivative liabilities involve expected volatility in

the Company’s common stock, estimated probabilities related to the occurrence of a future financing, and interest
rates. As all the assumptions employed to measure this liability are based on management’s judgment using internal
and external data, this fair value determination is classified in Level 3 of the valuation hierarchy.

The following table provides a reconciliation of the beginning and ending balances of the derivative liabilities as of
March 31, 2010:

Variable Warrant /
conversion shares Down round
liability liability liability Total
Beginning balance January 1, 2011 $1,208 $333,270 $- $334,478
Issuances 11 2,672 81,830 84,513
Change in fair market value of derivative liabilities (311 ) (47,346 ) (36 ) (47,693 )
Ending balance March 31, 2011 $908 $288,596 $81,794 $371,298

8. Gain on Extinguishment of Debt

During the three months ended March 31, 2010, the Company negotiated settlement agreements with regards to
previously recorded liabilities of $134,602. The Company paid $20,051 to settle these liabilities, and recorded a gain
on extinguishment of debt of $114,551 in the condensed consolidated statements of operations.

9. Concentrations
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During the three months ended March 31, 2011, two customers accounted for 37% and 17%, respectively, of our
revenues. During the three months ended March 31, 2010, one customer accounted for 44% of our revenues. At
March 31, 2011, the accounts receivable balances for these two customers were $13,118 and $10,621,
respectively. At March 31, 2010, the accounts receivable balances for the one customer was $13,519. The loss of any
of these customers could have a material adverse impact on the Company’s business.
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10. Commitments and Contingencies
Litigation

In August 2008, the Company and certain employees, shareholders and directors (the “Plaintiffs”) initiated litigation
against its former Chief Executive Officer (the “Defendant”) alleging criminal conduct against the financial interests and
reputation of the Company. The Defendant countersued the Company. In December 2009, a judgment was entered in
the Plaintiffs’ favor awarding damages and enjoining the Defendant from certain behavior prejudicial to the
Company. The Company has not recognized any gains from the damages that may be paid to the Company in the
future due to the uncertainty of their ultimate realization. Additionally, in a separate court action the Company has
been enjoined against the payment of any amounts owed to the Defendant, including amounts due under a note
payable noted above.

mHealth Technology License

On March 18, 2011, the Company entered into a letter of intent with a global health company for the license of one of

the Company’s mobile communications software technology platforms for the sole purpose of developing, delivering
and sublicensing mobile health and medicine applications. The letter of intent expires July 1, 2011 and may be

terminated without obligation or liability by mutual agreement of the parties.

The letter of intent provides for the execution of a master services agreement between the parties, and an upfront

nonrefundable prepayment to the Company of $50,000 for a one year license to the Company’s C4 platform. On or
before June 30, 2011, the Company may receive, at the sole discretion of the global health company, an exclusivity

payment of $450,000 and 1.07 million shares of the global health company in consideration for the Company not

granting any other person or entity a license to the Company’s software technology platform for the delivery of mobile
health and medicine applications, subject to undefined milestones and minimum payments. If this exclusivity

payment is made prior to June 30, 2011, the parties agree to set license fees payable to mutually agreeable levels, and

the global health company agrees to invest a minimum of $1,000,000 over an 18 month period for the development of

mobile health and medicine applications.

Other

At March 31, 2011, the Company was delinquent with respect to the payment of wages earned by current employees

due to an insufficient balance of cash on hand at the time the payrolls were due to be paid to the employees. Ahead of
the Merger, employees agreed to convert the majority of the delinquent payments to equity in CommerceTel, Inc. The

employees have agreed to continue their employment in the expectation of eventual payment of the remaining

amounts due. It is the Company’s full intention to satisfy or reach a settlement with all past due balances outstanding,
which total approximately $58,000 at March 31, 2011.

11. Related Party Transactions

Hidden River Ventures I, LLC (“Hidden River”) is an existing shareholder in CommerceTel Corporation as a result of
converting $229,000 of payables in exchange for 415,937 shares of CommerceTel Corporation common stock. On
October 26, 2010, the Company entered into a consulting agreement with a related company under common control,
Hidden River, LLC, pursuant to which Hidden River, LLC would lead the Company’s acquisition strategy. The
consulting agreement calls for monthly payments of $10,000, along with periodic bonus payments associated with the
success of the acquisition strategy, as well as options to purchase 700,000 shares granted on December 24, 2010
priced at $.32 per share. Of the options granted, 175,000 options were vested as of December 24, 2010. The
Company paid $60,000 to Hidden River during the three months ended March 31, 2011.
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12. Subsequent Events
Txtstation Acquisition

On April 1, 2011, we acquired substantially all of the assets of the Txtstation interactive mobile marketing platform
and services business from Adsparq Limited (“Adsparq”). The purchase price for the acquisition was 2,125,000 shares
of our common stock and $300,000 in cash. Of the cash portion, $50,000 was paid at closing, with an additional
$25,000 payable on the 60th day following closing. The balance is payable in $25,000 installments at the end of each
of the next nine 30-day periods thereafter. We assumed none of Adsparq’s liabilities in the transaction. For a period of
one year following the closing of the transaction, half of the shares of common stock issued to Adsparq will be held in
escrow as security for Adsparq’s obligations under the agreement.

In connection with the transaction, we also issued 300,000 shares of our common stock to the controlling stockholder
of Adsparq in consideration of certain indemnification obligations and other agreements. For one year following the
closing of the transaction, the shareholder has agreed not to, directly or indirectly, transfer, donate, sell, assign,
pledge, hypothecate, grant a security interest in or otherwise dispose or attempt to dispose of all or any portion of
shares issued to it (or any interest therein).

The Company completed the acquisition in furtherance of its strategy to acquire small, privately owned enterprises in
the mobile marketing sector through an asset purchase structure. This acquisition was consistent with the Company's
purchase price model in which equity will represent most of the purchase price plus a small cash component and, in
some cases, the assumption of specific liabilities.

The valuation analysis for the acquired tangible and intangible assets, and the equity component of the purchase price,
is not complete at this time. It is anticipated that this analysis will be completed before June 30, 2011 and the final
purchase accounting will be reflected in the Company's consolidated financial statements contained in Form 10Q for
the period ending June 30, 2011. Adsparq’s revenue and net loss for its most recent fiscal year ended March 31, 2011
totaled $1,253,000 and $(145,000), respectively. The Company does not have the required quarterly revenue and net
income/loss information at this time and therefore will disclose such information in future filings.

2011 Private Placement

The Company commenced a private placement in late March 2011, and believes the process will continue until late
May 2011. As of May 13, 2011, the Company has raised gross proceeds of $445,000 ($210,000 as of March 31,
2011). The private placement structure consists of a series of identical subscription agreements for the sale of units
comprised of shares of our common stock at a price of $1.50 per share and an equivalent number of warrants at an
exercise price of $2.00. Both the shares and the warrants are price protected by the Company. The price protection
obligates the Company to issue to the investors an additional number of shares in the event that common shares are
issued at a price below $1.50 until the shares become freely trading.

Mobivity Acquisition

On April 8, 2011, the Company entered into an acquisition agreement with Mobivity, LLC and Mobile Visions, Inc. to
acquire the assets of their Mobivity interactive mobile marketing platform and services business. The Company
concurrently completed the acquisition effective as of April 1, 2011.

The purchase price for the acquisition was 1,000,000 shares of our common stock, $64,969 in cash paid at closing and

a secured subordinated promissory note of CommerceTel, Inc. in the principal amount of $606,054. The promissory
note earns interest at 6.25% per annum; is payable in six quarterly installments of $105,526 (inclusive of interest)
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starting May 1, 2011; matures on August 1, 2012; is secured by the acquired assets of the Mobivity business; and is
subordinated to our obligations under our outstanding 10% Senior Secured Convertible Bridge Notes Due November
3,2011. Mobivity, LLC was granted a security interest in the acquired assets, subordinated only to the Company's
senior debt (Bridge Loan), and a majority of the Bridge Lenders consented to the junior security interest. The
Company made the first promissory note payment on schedule.
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The Company completed the acquisition in furtherance of its strategy to acquire small, privately owned enterprises in
the mobile marketing sector through an asset purchase structure. This acquisition was consistent with the Company's
purchase price model in which equity will represent most of the purchase price plus a small cash component and, in
some cases, the assumption of specific liabilities.

The valuation analysis for the acquired tangible and intangible assets, and the equity component of the purchase price,

is not complete at this time. It is anticipated that this analysis will be completed before June 30, 2011 and the final

purchase accounting will be reflected in the company's consolidated financial statements contained in Form 10Q for

the period ending June 30, 2011. Mobivity’s revenue for its most recent fiscal year ended December 31, 2010 totaled
$676,000. The Company does not have the required quarterly revenue and net income/loss information at this time

and therefore will disclose such information in future filings.
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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” as defined in Section 27A of the Securities
Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended, or the Exchange Act,
in connection with the Private Securities Litigation Reform Act of 1995 that involve risks and uncertainties, as well as
assumptions that, if they never materialize or prove incorrect, could cause our results to differ materially and
adversely from those expressed or implied by such forward-looking statements Such forward-looking statements
include statements about our expectations, beliefs or intentions regarding our potential product offerings, business,
financial condition, results of operations, strategies or prospects. You can identify forward-looking statements by the
fact that these statements do not relate strictly to historical or current matters. Rather, forward-looking statements
relate to anticipated or expected events, activities, trends or results as of the date they are made and are often identified
by the use of words such as “anticipate,” “believe,” “continue,” “could,” “estimate,” “expect,” “intend,” “may,” or “will,”
expressions or variations. Because forward-looking statements relate to matters that have not yet occurred, these
statements are inherently subject to risks and uncertainties that could cause our actual results to differ materially from
any future results expressed or implied by the forward-looking statements. Many factors could cause our actual
activities or results to differ materially from the activities and results anticipated in forward-looking statements. These
factors include those described under the caption “Risk Factors” included elsewhere in this Quarterly Report on Form
10-Q and in our other filings with the Securities and Exchange Commission, or the SEC. Furthermore, such
forward-looking statements speak only as of the date of this report. We undertake no obligation to update any
forward-looking statements to reflect events or circumstances occurring after the date of such statements.

9 G LR INT3

Overview

We are a provider of technology that enables major brands and enterprises to engage consumers via their mobile
phone. Interactive electronic communications with consumers is a complex process involving communication
networks and software. We remove this complexity through our suite of services and technologies thereby enabling
brands, marketers, and content owners to communicate with their customers and consumers in general. From
Presidential elections to major broadcast events, we are pioneers in the deployment of the mobile channel as the
ultimate direct connection to the consumer.

Mobile phone users represent a large and captive audience. While televisions, radios, and even PCs are often shared

by multiple consumers, mobile phones are personal devices representing a truly unique and individual address to the

end user. The future of digital media will be driven by mobile phones where a direct, personal conversation can be had

with the world’s largest audience. The future of mobile includes banking, commerce, advertising, video, games and
just about every other aspect of both on and offline life. Over 4 million consumers have been engaged via their mobile

device thanks to our technology.

We believe that our mobile marketing and advertising campaign platform is among the most advanced in the industry
as it allows real time interactive communications with consumers. We generate revenue from licensing our software
to clients in our software as a service (Saas) model, per-message and per-minute transactional fees, and customized
professional services.

Our “C4” Mobile Marketing and Customer Relationship Management (CRM) platform is a hosted solution enabling our
clients to develop, execute, and manage a variety of engagements to a consumer’s mobile phone. Short Messaging
Service (SMS), Multi-Media Messaging (MMS), and Interactive Voice Response (IVR) interactions can all be
facilitated via a set of Graphical User Interfaces (GUIs). Reporting and analytics capabilities are also available to our
users through the C4 solution.
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Mobile devices are emerging as the principal interactive channel for brands to reach consumers since it is the only
media platform that has access to the consumer virtually anytime and anywhere. Brands and advertising agencies are
recognizing the unique benefits of the mobile channel and they are increasingly integrating mobile media within their
overall advertising and marketing campaigns. Our objective is to become the industry leader in connecting brands and
enterprises to consumers’ mobile phones.
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Recent Events
Share Exchange Agreement

On November 2, 2010, we completed the Share Exchange Agreement and acquired CommerceTel, Inc., in exchange
for 10,000,000 shares of our common stock. Please refer to Note 1 in the accompanying the condensed consolidated
financial statements.

Bridge Note Financing

From November 2010 through March 2011, we issued to a number of accredited investors our 10% Senior Secured
Convertible Bridge Notes in the aggregate principal amount of $1,010,000.

Txtstation Acquisition

On April 1, 2011, we acquired substantially all of the assets of the Txtstation interactive mobile marketing platform
and services business from Adsparq. The purchase price for the acquisition was 2,125,000 shares of our common
stock and $300,000 in cash. Of the cash portion, $50,000 was paid at closing, with an additional $25,000 payable on
the 60th day following closing. The balance is payable in $25,000 installments at the end of each of the next nine
30-day periods thereafter. We assumed none of Adsparq’s liabilities.

In connection with the transaction, we also issued 300,000 shares of our common stock to the controlling stockholder
of Adsparq in consideration of certain indemnification obligations and other agreements. As a result of the
transaction, our headcount increased by seven full time individuals and one part time individual on April 1, 2011.

The valuation analysis for the acquired tangible and intangible assets, and the equity component of the purchase price,

is not complete at this time. It is anticipated that this analysis will be completed before June 30, 2011 and the final

purchase accounting will be reflected in our consolidated financial statements contained in Form 10Q for the period

ending June 30, 2011. Adsparq’s revenue and net loss for its most recent fiscal year ended March 31, 2011 totaled
$1,253,000 and $(145,000), respectively.

mHealth Technology License

On March 18, 2011, we entered into a letter of intent with a global health company for the license of one of our
mobile communications software technology platforms for the sole purpose of developing, delivering and
sublicensing mobile health and medicine applications. The letter of intent expires July 1, 2011 and may be terminated
without obligation or liability by mutual agreement of the parties.

The letter of intent provides for the execution of a master services agreement between the parties, and an upfront

nonrefundable prepayment to us of $50,000 for a one year license to the Company’s C4 platform. On or before June
30, 2011, we may receive, at the sole discretion of the global health company, an exclusivity payment of $450,000 and

1.07 million shares of the global health company in consideration for our not granting any other person or entity a

license to our software technology platform for the delivery of mobile health and medicine applications, subject to

undefined milestones and minimum payments. If this exclusivity payment is made prior to June 30, 2011, the parties

agree to set license fees payable to mutually agreeable levels, and the global health company agrees to invest a

minimum of $1,000,000 over an 18 month period for the development of mobile health and medicine applications.

2011 Private Placement
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We commenced a private placement in late March 2011, and believe the process will continue until late May 2011. As
of May 13, 2011, we have raised gross proceeds of $445,000 ($210,000 as of March 31, 2011). The private placement
structure consists of a series of identical subscription agreements for the sale of units comprised of shares of our
common stock at a price of $1.50 per share and an equivalent number of warrants at an exercise price of $2.00. Both
the shares and the warrants are price protected by us. The price protection obligates us to issue to the investors an
additional number of shares in the event that common shares are issued at a price below $1.50 until the shares become
freely trading.
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Mobivity Acquisition

On April 8, 2011, we entered into an acquisition agreement with Mobivity, LLC and Mobile Visions, Inc. to acquire
the assets of their Mobivity interactive mobile marketing platform and services business. We concurrently completed
the acquisition effective as of April 1, 2011.

The purchase price for the acquisition was 1,000,000 shares of our common stock, $64,969 in cash paid at closing and
a secured subordinated promissory note of CommerceTel, Inc. (our wholly owned subsidiary) in the principal amount
of $606,054. The promissory note earns interest at 6.25% per annum; is payable in six quarterly installments of
$105,526 (inclusive of interest) starting May 1, 2011; matures on August 1, 2012; is secured by the acquired assets of
the Mobivity business; and is subordinated to our obligations under our outstanding 10% Senior Secured Convertible
Bridge Notes Due November 3, 2011. Mobivity, LLC was granted a security interest in the acquired assets,
subordinated only to the company's senior debt (Bridge Loan), and a majority of the Bridge Lenders consented to the
junior security interest. The Company made the first promissory note payment on schedule.

The valuation analysis for the acquired tangible and intangible assets, and the equity component of the purchase price,
is not complete at this time. It is anticipated that this analysis will be completed before June 30, 2011 and the final
purchase accounting will be reflected in our consolidated financial statements contained in Form 10Q for the period
ending June 30, 2011. Mobivity’s revenue for its most recent fiscal year ended December 31, 2010 totaled $676,000.

Critical Accounting Policies and Estimates

Management’s discussion and analysis of our financial condition and results of operations are based upon our financial
statements which are prepared in accordance with GAAP. The preparation of these financial statements requires us to

make estimates and judgments that affect the reported amounts of assets and liabilities, related disclosure of
contingent assets and liabilities at the date of the financial statements, and the reported amounts of revenues and

expenses during the reporting period. We continually evaluate our estimates and judgments, the most critical of which

are those related to derivative liabilities, income taxes and stock-based compensation. We base our estimates and

judgments on historical experience and other factors that we believe to be reasonable under the circumstances.

Materially different results can occur as circumstances change and additional information becomes known.

During the quarter ended March 31, 2011, there were no significant changes to the items that we disclosed as our
critical accounting policies and estimates in Note 2 to our financial statements for the year ended December 31, 2010
contained in our 2010 Form 10-K, as filed with the SEC, except for ASC 480 Distinguishing Liabilities from Equity,
which is applicable to the common stock liability recorded in March 2011.

Results of Operations

The following describes certain line items set forth in our condensed statement of operations.

Comparison of the Three Months Ended March 31, 2011 and 2010

Revenues

Revenues for the three months ended March 31, 2011 decreased approximately $83,000, or 37.1%, compared to the
three months ended March 31, 2010. The decrease is primarily the result of the loss of five clients during 2010, and a
reduction in one-time custom software development revenue recognized in 2010 that did not repeat in 2011.

Cost of Revenues
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Cost of revenues for the three months ended March 31, 2011 decreased approximately $44,000, or 35.6% compared to
the three months ended March 31, 2010. This decrease is primarily due to reduced SMS and IVR costs corresponding
to the decrease in revenues, and a reduction of line costs stemming from reduced phone line inventory.

-19-
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Gross Profit

Gross profit for the three months ended March 31, 2011 decreased by approximately $39,000, or 44.6%, compared to
the three months ended March 31, 2010. Gross profit as a percentage of revenue for the three months ended March 31,
2011 decreased to 43.2% from 44.6% for the three months ended March 31, 2010.

Sales and Marketing Expense

Sales and marketing expenses for the three months ended March 31, 2011 and 2010 were approximately $58,000 and
$32,000, respectively. Such expenses consist primarily of salaries and personnel related expenses, stock-based
compensation expense, sales travel, consulting costs and other expenses. The increase of $26,000 was due to an
increase in payroll and related employee expenses as we grew our business in 2011.

Engineering, Research, and Development Expense

Engineering, research, and development expenses for the three months ended March 31, 2011 and 2010 were
approximately $129,000 and $92,000, respectively. Such expenses consist primarily of salaries and personnel related
expenses, stock-based compensation expense, consulting costs and other expenses. The increase of $37,000 was due
to an increase in payroll and related employee expenses as we grew our business in 2011.

General and Administrative Expense

General and administrative expenses for the three months ended March 31, 2011 and 2010 were approximately
$545,000 and $202,000, respectively. Such expenses consist primarily of salaries and personnel related expenses,
stock-based compensation expense, consulting costs and other expenses. The increase of $343,000 was due to an
increase in stock-based compensation of $219,000, and the remainder primarily relates to legal, accounting, and
consulting expenses associated with the Share Exchange Agreement and our acquisition strategy.

Gain on Debt Extinguishment

During the three months ended March 31, 2010, we negotiated settlement agreements with regards to previously
recorded liabilities of approximately $135,000. We paid $20,000 to settle these liabilities, and recorded a gain on
extinguishment of debt of approximately $115,000 in the condensed consolidated statements of operations.

Interest Expense

Interest expense for the three months ended March 31, 2011 increased approximately $89,000 compared to the three
months ended March 31, 2010. The increase is primarily attributable to amortization of the note discounts recorded
during 2010.

Change in Fair Market Value of Derivative Liabilities

During the three months ended March 31, 2011, we recorded other income of approximately $48,000 related to the
change in the fair market value of its derivative liabilities during the period.

Liquidity and Capital Resources

We had negative working capital of approximately $1.6 million and $1.3 million, respectively, at March 31, 2011 and
December 31, 2010. Our cash balances as of March 31, 2011 and December 31, 2010 were approximately $205,000
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and $373,000, respectively.
Cash Flows from Operating Activities

Our operating activities re