04028

/ Z/.?//é 3

ANNUAL REPORT




ABOUT THE COVER .

SMALL MERCHANTS ARE THE

e

FOCUS OF iPAYMENT’S BUSINESS.
THE TECHNOLOGY AND SERVICES
iPAYMENT PROVIDES TO THESE
MERCHANTS THROUGHOUT THE

UNITED STATES INCREASES THE

CONVENIENCE AND EFFICIENCY

WITH WHICH THEY HANDLE

CREDIT CARD PURCHASES BY

THEIR CUSTOMERS.
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ABOUT THE COMPANY

iPayment, Inc. isa provider of credit and debit card-based payment processing services to over 90,000 small merchants across

the United States. iPayment’s payment processing services enable merchants to process both traditional card-present, or “swipe,”

transactions, as well as card-not-present transactions, including transactions over the internet or by mail, fax or telephone.

200% FINANCIAL HIGHLIGHTS

YEARS ENDED DECEMBER 31,

(in thousands, except per shave data and charge volume) 2003 2002
i Statement of Operations Data:
| Revenues % 226,052 | $ 115,813
Income from operations ‘ $ 27,214 | $ 9,632
Net income (loss) allocable to common stockholders 3 14,966 | $ (2,009)
Earnings (loss) per common share: ‘
Basic D $ 1.14 $ (0.38)
Diluted S 1.02 $ (0.38)
Weighted average shares outstanding;
‘: Basic 13,131 5,254
Diluted : 15,052 5,254
“ Financial and Other Data: { }
‘ Charge volume (in millions) ! $ 6,478 ‘ $ 2,868
DECEMBER 31,
(in thousands) 2003 2002
Balance Sheet Data:
Cash and cash equivalents 8 733 $ 1,831
Total assets 201,943 116,981
Total long-term debt 60,599 70,688
Total stockholders” equity 123,834 13,519
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TO OUR SHAREHOLDERS

iPayment achieved outstanding results for 2003.
In our first year as a public company, we produced strong
profitable growth, both through organic channels and
acquisitions, which drove greater operating leverage. The
critical operating mass gained during 2003 as well as the
strengthened financial position resulting from our initial
public offering (IPO) have positioned us well for further
profitable growth over the next several years. Before
addressing future prospects, we will review some of our
team’s achievements during 2003.

2003 Highlights

Our revenues increased 95% for the year to $226.1
million from $115.8 million for 2002. Our revenue growth
for the year reflects the expansion of our charge volume, to
$6.5 billion for 2003 from $2.9 billion for 2002. Charge
volume was driven by an increase in our merchant portfolio,
to over 90,000 active accounts at the end of 2003 from
56,000 at the end of 2002, as well as by full-year revenues
from the 36,000 net merchant accounts added during 2002.
We are particularly pleased that organic revenue growth
exceeded 20% in 2003. These top-line results reinforce the
target established at the time of the IPO for 20% long-term
annual growth in revenues, with 10% to 15% growth
excluding acquisitions.

We also established long-term guidance art the time of the
IPO for the Company’s target annual range for its operating
margin of 10% to 15% of revenues, with gradual
improvement each year. We crossed into this range in 2003
with an operating margin of 11.5%, excluding a
nonrecurring benefit of $1.3 million from a reduction in an
earlier estimate for merchant losses. Our operating margin,
including this nonrecurring benefit, was 12.0%.

Our business model is designed to scale easily, without
significant increases in our fixed costs. We achieve this goal
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by outsourcing processing services to which we do not add
material value and for which there is ample capacity from a
wide variety of third-party providers. Because processing
costs under certain of our contracts with these providers
decline as transaction volumes increase, our substantial
growth in 2003 produced significant economies of scale,
reflected in lower processing costs of $0.21 per transaction
for 2003 versus $0.26 per transaction for 2002.

Larger economies of scale also led to greater efficiency at
our operating centers in Los Angeles and Chicago. Total
headcount declined to 256 at the end of 2003, from 268 at
the end of 2002, despite the growth in merchants, charge
volume and revenues. We manage two critical operations in-
house — client service and risk management — core functions
to which our expertise adds significant, proprietary value.
Client service encompasses both customer service for
merchants and support services for independent sales
organizations (ISOs). Approximately three-quarters of our
team are engaged in these operations, but our systems and
procedures are in place, so incremental capacity is relatively
inexpensive to add. As a result, our revenues per employee for
2003 increased 49% to $863,000 from $579,000 for 2002.

In addition to our substantial growth and profitability for
2003, we also significantly improved our financial position
during the year. Our initial public offering in May raised
over $75 million in net proceeds for iPayment, and we
generated another $20 million in cash flow from operations
for 2003, Despite acquisitions of $76 million during 2003,
we completed the year with funded debt of $65 million, a
lower level than the $78 million at the end of 2002.
Stockholders’ equity increased to $124 million in 2003 from
$14 million in 2002. In early 2004, we expanded our
revolving credit facility to $80 million, $34 million of which
was borrowed as of March 31, 2004.
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We expect many of the key factors that contribured to
our strong results for 2003 will continue to support our
growth in 2004 and beyond. Of central importance,
iPayment is built around people with extensive and
successful experience in the payment processing industry,
particularly in the small merchant segment that is our core
market. We have a clear understanding of the opportunities
and challenges before us in the small merchant market and
an in-depth expertise regarding the best ways to address
both. We believe our rapid growth into a leading provider
in our markert directly reflects the critical comperitive
advantage our vereran team gives iPayment,

iPayment also operates in an industry that has grown
steadily for many years and that indusery analysts expect will
continue to expand for the foreseeable future. Our focus on
the least penetrated segment in our industry should provide
us with a relatively strong margin opportunity and less
competition. In addition to the growth opportunity our
small merchant market presents, we also benefit from
significant stability in our existing merchant account base,
with recurring annual revenues over 80%. High recurring
revenues facilitate financial planning, allowing us to budget
expense levels in proportion t revenues.
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Of course, there are reasons our core marker is under-
penetrated, including the difficulty of identifying, selling and
servicing widely dispersed small merchants and managing
the increased underwriting risks that their size can entail.
But our business model, designed and implemented
specifically to address the unique challenges of this market,
has proven capable of navigating the same issues that can be
formidable barriers to entry for others.

Our focus on treating the independent sales organization
(ISO) as our first customer has helped develop an efficient
means of adding new small merchant accounts. As of the
end of 2003, we worked with about 650 ISOs, representing
approximately 2,300 experienced sales people. This

independent sales force produced over 2,500 new merchant
account activations per month for iPayment in 2003 with a
minimum investment in sales infrastructure and
management on our part. We value our relationships with
these entrepreneurs and work hard to provide them the same
reliable service and support we give to our merchant
customers. We believe that we have developed a repuration
as a financially stable, ISO-friendly organization that should
serve us well for years to come.

We expect to complement our organic growth with
occasional, aceretive acquisitions in the fragmented small
merchant market. Since the beginning of 2002, we have
acquired and integrated five growing businesses and several
static portfolios of small merchant accounts. Our seniot
management team also brings a long track record of
experience from dozens of such transactions prior to joining
iPayment. Although our first priority is further development
of organic growth opportunities, we approach acquisition
properties on an opportunistic basis when they fit well with
out company and the price is sensible.

The most significant acquisition we completed over the
past two years closed in December of 2003, but did not
contribute to revenues or cash flow until January of 2004.
The acquisition consisted of a portfolio of agent bank
agreements and merchant accounts from First Data Corp.,
representing approximately $4 billion in annual charge
volume from approximately 18,000 small merchants. As
part of the transaction, iPayment gained access 1o 2 new
channel for growth through relationships with approximately
170 small agent banks. Another proven, yet underutilized
avenue to the small merchant, these community banks are
expected to continue generating new accounts not typically
available through our ISO relationships.

Our confidence in our ability to achieve our growth
targets is a reflection of our belief that we have the right
business model and the right people to leverage the growth
opportunities we see in our core markets. Our results for
2003 represented a strong first step for iPayment in its
initial year as a public company, and, as your feflow
stockholders, we are fully committed to continuing our
forward progress toward further profitable growth and
increased stockholder value.

Sincerely,
@regery & Beily

Chairman and
Chief Executive Officer
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(in thousands,
except per share data

Predecessor Company

iPayment, Inc.

Period from
January 1, 2000

Tuly 20, 2000

through

through July 19, December 31,

and charge volume) 1999 2000 2000 2001 2002 2003
Statement of Operations Data:
Revenues $ 27,856 $ 12,870 $ 7.835 $ 38,889 $115,813 $ 226,052
Operating expenses:
Interchange 7,740 3,632 2,777 15,805 51,844 114,255
Other costs of services 14,934 9,205 7,827 21,996 47,796 76,571
Selling, general and administrative 4,215 2,040 4,546 3,782 6,541 8,012
Total operating expenses 26,889 14,877 15,150 41,583 106,181 198,838
Income (loss) from operations 967 (2,007) (7,315) (2,694) 9,632 27,214
Other income (expense):
Interest income (expense), net 197 (109) (706) (2,928) (6,894) (9,928)
Other (796) (15) (397) 625 (3,221) (265)
Total other expense (599) (124) (1,103) (2,303) (10,115) (10,193)
Income (loss) before income taxes 368 (2,131) (8,418) (4,997) (483) 17,021
Income tax provision (benefit) 84 1 1 (107) 10 1,403
Net income (loss) 284 (2,132) (8,419) (4,890) (493) 15,618
Preferred stock accretion - - - (874) (1,516) (652)
Net income (loss) allocable to
common stockholders $ 284 $ (2,132) $ (8419 $ (5764) $ (2.009) $ 14,966
Earnings (loss) per common share:
Basic $ 13.30 $ (9423) $ (1263) $ (1.41) $ (0.38) $  1.14
Diluted $ 13.30 $ (94.23) $ (12.63) $  (1.41) $ (0.38) $ 1.02
Weighted average shares outstanding '
Basic 21 23 666 4,101 5,254 13,131
Diluted 21 23 666 4,101 5,254 15,052
Financial and Other Data:
Charge volume (in millions)
(unaudited)” $ 367 $ 175 $ 135 $ 802 $ 2,868 $ 6,478
Predecessor
Company iPayment, Inc.
December 31,
(in thousands) 1999 2000 2001 2002 2003
Balance Sheet Data:
Cash and cash equivalents $ 18 $ 568 $ 290 $ 1,831 $ 733
Total assets 4,253 13,369 36,081 116,981 201,943
Long-term debt to related parties,
net of current portion and discount 1,254 1,574 22,250 49,767 15,591
Long-term debrt to unrelated parties,
net of current portion and discount 1,253 1,302 6,276 20,921 45,008
Total long-term debt 2,507 2,876 28,526 70,688 60,599
Mandatorily redeemable convertible preferred stock - - 5,154 6,670 ~
Total stockholders’ equity (deficir) $ (4,413) $ (7,267)  $(10,991) $ 13,519 $ 123,834

® Represents the toral dollar volume of all Visa and MasterCard transactions processed by our merchants, which is provided
to us by our third party processing vendors.

See "Management’s Discussion and Analysis of Financial Condition and Results of Operations” and the "Notes to Consolidated Financial
Statements” for information regarding accounting changes, asset acquisitions and dispositions, litigation matters, and other costs and other items

affecting comparability.
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AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis of our financial condition and results of operations should be read in conjunction
g ¥ p

with "Selected Financial Data" and our consolidated financial statements and related notes included elsewhere in this report.

References in this section to "iPayment, Inc.," the "Company,” "we,” "us,” and "our" refer to iPayment, Inc. and our direct

and indirect subsidiaries on a consolidated basis unless the context indicates otherwise.

Executive Summary

Our strategy is to grow profitably by increasing our penetration of the expanding small merchant marketplace for
payment services. We find these merchants through our ISO and agent bank channels of distribution and make occasional
acquisitions on an opportunistic basis in this fragmented segment of the industry. Our operating results point to successful
execution of this strategy during 2003. At December 31, 2003, we provided our payment services to over 90,000 small
merchants, up from 56,000 at the end of 2002. Charge volume increased to $6,478 million in 2003 from $2,868 million in
2002, and revenues increased to $226.1 million in 2003 from $115.8 million in 2002. While revenues increased, our
headcount declined, leading to an expansion in our operating margin.

Overview

We are one of the fastest growing providers of credit and debit card-based payment processing services to small
merchants. As of December 31, 2003, including our acquisition of the agent bank portfolio of First Data Merchant Services,
which did not contribute to our results of operations until January 1, 2004, we provided our services to over 90,000 active
small merchants located across the United States. Our payment processing services enable our merchants to process both
traditional card-present, or swipe transactions, as well as card-not-present transactions. A traditional card-present transaction
occurs whenever a cardholder physically presents a credit or debit card to a merchant at the point-of-sale. Card-not-present
transactions occur whenever the customer does not physically present a payment card ac the point-of-sale and may occur over
the Internet or by mail, fax or telephone.

Development of our Business

iPayment Technologies, Inc., was formed in 1992 as a California corporation. In July 2000, iPayment Technologies
purchased assets from two former affiliates in exchange for the assumption of debt, $400,000 in cash, a $2.0 million note
and the issuance of 2,314 shares of iPayment Technologies’ common stock. We refer to this as the Caymas acquisition. In
connection with the Caymas acquisition, Caymas, LLC purchased a majority interest in iPayment Technologies. We
accounted for the Caymas acquisition as a purchase allocating its investment to the fair value of assets acquired and
liabilities assumed and the excess basis allocated to goodwill. The Caymas acquisition was completed in order to transfer
ownership of certain assets owned by former affiliates of iPayment Technologies, and to separate iPayment Technologies
from its former affiliates.

In December 2000, iPayment Technologies implemented a restructuring plan, which resulted in a reduction in
overhead costs and personnel. Expenses related to the restructuring included severance and future lease costs, write downs of
fixed assets and leasehold improvements.

In February 2001, we were formed by the majority stockholders of iPayment Technologies under the name iPayment
Holdings, Inc. as a holding company for iPayment Technologies and other card processing businesses. We then appointed
Gregory Daily as our Chief Executive Officer and Chairman of the Board. In April 2001, we acquired a 94.63% interest in
iPayment Technologies, and in July 2002, we acquired the remaining outstanding shares of iPayment Technologies, which
then became our wholly owned subsidiary, in each case by issuing our shares to iPayment Technologies stockholders in
exchange for iPayment Technologies shares.

In August 2002, we were reincorporated in Delaware under the name iPayment, Inc. and in May 2003 we completed
an initial public offering of our common stock and listing on the Nasdag National Market.

Acquisitions
Since January 2001, we have expanded our card-based payment processing services through the acquisition of seven
businesses, five significant portfolios and several smaller portfolios of merchant accounts, as set forth below. These

acquisitions have significantly impacted our revenues, results of operations, and financial condition. Primarily due to these
acquisitions, our merchant portfolio base increased from approximately 7,000 active small merchants on January 1, 2001, to

5



{ iPayment, Inc. ) 2003 / MANAGEMENT'S DISCUSSION
AND AMALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

over 90,000 on December 31, 2003 (including our acquisition of the agent bank portfolio from First Data Merchant
Services, which did not contribute to our results of operations until January 1, 2004). In addition, primarily due to these
acquisitions, our revenues increased to $226.1 million for the year ended December 31, 2003 from $115.8 million for the
year ended December 31, 2002. Income from operations improved to $27.2 million for 2003, from $9.6 million for 2002.
Net income increased to $15.6 million for 2003 from a net loss of $0.5 million for 2002. Net cash provided by operating
activities increased to $20.1 million for 2003 from net cash used of $9.0 million for 2002. The full impact of the acquisitions
discussed below on our results of operations is not fully reflected in our historical results of operations due to the recent
nature of these acquisitions and their varying stages of integration.

We expect our revenues, results of operations, and net cash provided by operating activities to continue to improve in
2004, as the full impact of these acquisitions is realized. If we engage in fewer acquisitions in the future, the revenues
attributable to new acquisitions may decline as a percentage of our total revenues.

The following table lists each of the acquisitions that we have made since January 1, 2001.

Acquired Business or Significant Portfolio of Merchant Accounts Date of Acquisition
Merchant processing portfolio of Electronic Check Processing, Inc. January 2001
Merchant processing portfolio of E-Commerce Exchange, Inc. February 2001
Merchant processing portfolio of Payment Processing, Inc. May 2001
Merchant processing portfolio of American Credit Card Processing Corporation May 2001
Merchant processing division of First Bank of Beverly Hills, ES.B. July 2001
1st National Processing, Inc. August 2001
E-Commerce Exchange, Inc. March 2002
OnLine Data Corp. August 2002
First Merchants Bancard Services, Inc. August 2002
CardSync Processing Inc. September 2002
CardPayment Solutions, Inc. August 2003
Agent bank portfolio from FDMS December 2003

On January 12, 2001, we acquired a portfolio of merchant accounts originally sold by iPayment Technologies to
Electronic Check Processing, and extinguished a note payable. The purchase price totaled $1.6 million of which $749,000
represented the fair value of the merchant processing portfolio and $826,000 represented the full extinguishment of a note
payable and related accrued interest.

On February 16, 2001, we entered into an agreement to purchase a portfolio of merchant accounts from E-Commerce
Exchange and to extinguish trade payables owed to E-Commerce Exchange under an agreement between E-Commerce
Exchange and us. On April 12, 2001, we paid E-Commerce Exchange $3.1 million under the agreement in connection with
two separate transacrions: we extinguished a trade payable of $1.7 million and we acquired for $1.4 million the rights, title
and interest in a merchant processing portfolio, which represented the fair market value of the portfolio as of the acquisition
date, as determined by the present value of the estimated future cash flows. In connection with the agreement, E-Commerce
Exchange dismissed a lawsuit filed against us, which related to amounts due to E-Commerce Exchange by us under a prior
agreement. On March 19, 2002, we acquired the remaining assets of E-Commerce Exchange, as described below.

Prior to acquiring the portfolios of merchant accounts from Electronic Check Processing and E-Commerce Exchange,
we had entered into merchant agreements with both companies to process each portfolio’s transactions. As a result, we were
already recognizing revenues from these portfolios when they were acquired. Therefore, the financial effect of each of these
portfolio acquisitions was primarily the elimination of residuals paid to Electronic Check Processing and E-Commerce
Exchange, which resulted in a decrease in our costs of services.

In May 2001, we acquired two merchant portfolios from unrelated independent sales groups, Payment Processing, Inc.
and American Credit Card Processing Corporation. We paid $763,000 in cash for Payment Processing’s portfolio and $5.5
million in cash for American Credit’s portfolio.

On June 29, 2001, we acquired all of the rights, titles and interests in the merchant processing division of First Bank of
Beverly Hills, ES.B., along with certain assets, for $6.1 million in cash, including $156,000 in direct acquisition costs. The
acquisition was recorded under the purchase method as the assets acquired were deemed to constitute a business (because we
acquired physical facilities, an employee base, access to an agent network, all contracts with an existing merchant base and
operating policies and procedures), with the total consideration allocated to the fair value of assets acquired, including
goodwill of $289,000, a merchant-processing portfolio of $5.6 million, and fixed assets of $175,000. There were no liabilities
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assumed in the acquisition. The operating results of the merchant processing division of First Bank of Beverly Hills from July
1, 2001, are consolidated in the accompanying consolidated statements of operations included elsewhere in this report.

On August 9, 2001, we entered into an agreement to purchase the rights, titles and interests in substantially all of the
assets of 1st National Processing, Inc. for an aggregate purchase price of $8.7 million. The purchase price consisted of $5.1
million in cash, including direct acquisition costs of $305,000, a non-interest bearing note in the amount of $3.0 million
and 313,711 shares of our common stock. The agreement stipulated that upon consummation of a change in control, as
defined, the former owner of 1st National Processing would be liable to us in the amount of $900,000 plus interest. The
successful completion of our initial public offering in May 2003 was a qualifying change of control, and accordingly, the
former owner of 1st National Processing tendered 38,057 shares valued at approximately $957,000. We canceled such shares
during the fourth quarter of 2003. There were no significant liabilities assumed in connection with the acquisition. The
acquisition was recorded under the purchase method as the assets were deemed to constitute a business (because we acquired
physical facilities, an employee base, access to an agent network, all contracts with an existing merchant base and operating
policies and procedures) with the total consideration allocated to the fair value of assets acquired, including goodwill of $4.3
million and a merchant-processing portfolio of $4.3 million. The operating results of 1st National Processing from August
10, 2001, are consolidated in the accompanying consolidated statements of operations included elsewhere in this report.

On March 19, 2002, we entered into an agreement and plan of merger with E-Commerce Exchange, Inc. under which
E-Commerce Exchange merged with a wholly owned subsidiary of ours. E-Commerce Exchange is a provider of an end-to-
end solution which enables merchants to accept credit card payments via the Internet in as lictle as three days from
submitting an application. E-Commerce Exchange also holds a portfolio of leases of secure payment processing solutions. In
connection with the merger, we issued a series of convertible notes in the aggregate principal amount of $15.0 million in
exchange for all of the outstanding common shares of E-Commerce Exchange. Subject to certain restrictions, these notes
were initially convertible into an aggregate of 647,780 shares of our common stock. The acquisition was recorded under the
purchase method with the total consideration allocated to the fair value of assets acquired and liabilities assumed, including
goodwill of $15.5 million and a merchant-processing portfolio of $80,000. The operating results of E-Commerce Exchange
from March 20, 2002, are included in our consolidated statements of operations included elsewhere in this report.

On August 22, 2002, we entered into an agreement and plan of merger with OnLine Data Corporation under which
OnlLine Data merged with a wholly owned subsidiary of ours. OnLine Data is an integrated provider of credit card
transaction processing services. We purchased OnLine Data for $2.0 million in cash, a note in the aggregate principal
amount of $5.0 million and 844,428 shares of our common stock valued at $7.69 per share, as well as a deferred cash
payment of $2.1 million due fifteen days prior to the six-month anniversary of the effective date of the merger agreement.
The note was due and payable on or before August 22, 2007, with interest payable quarterly at a rate of 6% per annum,
and was paid in May 2003. The merger was recorded under the purchase method with the total consideration allocated to
the fair value of assets acquired and liabilities assumed, including goodwill of $12.9 million and a merchant-processing
portfolio of $4.8 million. The operating results of OnLine Data from August 23, 2002, are included in our consolidated
statements of operations included elsewhere in this report.

On August 28, 2002, we entered into an agreement and plan of merger with First Merchants Bancard Services, Inc.
under which First Merchants Bancard Services was merged with a wholly owned subsidiary of ours. First Merchants Bancard
Services is an integrated provider of credit card transaction processing services. We purchased First Merchants Bancard
Services for $3.4 million in cash and 740,320 shares of our common stock valued at $7.69 per share. The merger was
recorded under the purchase method with the total consideration allocated to the fair value of assets acquired and liabilities
assumed, including goodwill of $6.6 million and a merchant-processing portfolio of $5.4 million. The operating results of
First Merchants Bancard Services from August 29, 2002, are included in our consolidated statements of operations included
elsewhere in this report.

On September 5, 2002, we entered into an agreement and plan of merger with CardSync Processing, Inc. under which
CardSync merged with a wholly owned subsidiary of ours. CardSync is an integrated provider of credit card transaction
processing services. We purchased CardSync for $1.1 million in cash and 670,915 shares of our common stock valued at
$7.69 per share. The acquisition was recorded under the purchase method with the total consideration allocated to the fair
value of assets acquired and liabilities assumed, including goodwill of $12.0 million and a merchant-processing portfolio of
$3.0 million. The operating results of CardSync from September 6, 2002, are included in our consolidated statements of
operations included elsewhere in this report.

On August 5, 2003, we entered into an agreement to purchase substantially all the assets and to assume certain
liabilities of CardPayment Solutions, Inc. for $12.0 million in cash and 118,409 shares of our common stock valued at
$25.34 per share. CardPayment Solutions is an integrated provider of credit card transaction processing services. The
acquisition was recorded under the purchase method with the total consideration allocated to the fair value of assets
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acquired and liabilities assumed, including goodwill of $13.0 million and a merchant-processing portfolio of $3.7 million.
The operating results of CardPayment Solutions from August 1, 2003 are included in our consolidated statements of
operations included elsewhere in this report.

On December 19, 2003, we entered into an Asset Purchase Agreement with First Data Merchant Services Corporation
pursuant to which we acquired a portfolio of merchant accounts and agent bank agreements from First Data Merchant
Services for a price of $55.0 million in cash. Pursuant to the terms of the Asset Purchase Agreement, we commenced
receiving revenue from these accounts on January 1, 2004. In order to finance the acquisition, we increased our borrowing
capacity under our revolving credit facility from $30.0 million to $65.0 million. We borrowed $45.0 million under our
credit facility and used available cash for the balance of the purchase price. We are currently a customer of First Data for
merchant processing services.

For the year ended December 31, 2002, revenues attributable to acquisitions were $65.7 million or 85.3% of our total
growth in revenues. For the year ended December 31, 2003, revenues attributable to acquisitions were $85.8 million or
77.8% of our total revenue growth. If we engage in fewer acquisitions in the future, the revenues attributable to new
acquisitions may decline as a percentage of our total revenues.

We accounted for all of the acquisitions described above under the purchase method. For acquisitions of a business, we
allocate the purchase price based in part on valuations of the assets acquired and liabilities assumed. For companies with
modest growth prospects, our purchase prices primarily reflect the value of merchant portfolios, and purchase price
allocations reflect primarily intangible assets. Acquisition targets we identified as having entrepreneurial management teams,
efficient operating platforms, proven distribution capabilities, all of which contribute to higher growth prospects,
commanded purchase prices in excess of their merchant portfolio values. Consequently, purchase price allocations for these
targets reflect a greater proportion of goodwill.

Critical Accounting Policies

The accompanying consolidated financial statements have been prepared in accordance with accounting principles
generally accepted in the United States, which require that management make numerous estimates and assumptions. Actual
results could differ from those estimates and assumptions, impacting our reported results of operations and financial
position. Our significant accounting policies are more fully described in Note 2 to our consolidated financial statements
included in this report. The critical accounting policies described here are those that are most important to the depiction of
our financial condition and results of operations and their application requires management’s most subjective judgment in
making estimates about the effect of matters that are inherently uncertain.

Accounting for goodwill and intangible assets. We adopted Statement of Financial Accounting Standards ("SFAS") No.
142, Goodwill and Other Intangible Assets, in the first quarter of 2002 (certain provisions of SFAS No. 142 were adopted in
the third quarter of 2001). SFAS No. 142 addresses financial accounting and reporting for acquired goodwill and other
intangible assets, and requires that goodwill is no longer subject to amortization over its estimated useful life. Rather,
goodwill is subject to at least an annual assessment for impairment. If facts and circumstances indicate goodwill may be
impaired, we perform a recoverability evaluation. Prior to the adoption of SFAS No. 142 on January 1, 2002, our policy
was to compare undiscounted estimated future cash flows to the carrying amount of our net assets, including goodwill, to
determine if the carrying amount was not recoverable and a write-down to fair value was required. Effective January 1,
2002, in accordance with SFAS No. 142, we began performing the recoverability analysis based on fair value rather than
undiscounted cash flows. The calculation of fair value includes a number of estimates and assumptions, including
projections of future income and cash flows, the identification of appropriate market multiples and the choice of an
appropriate discount rate.

We completed the testing for impairment of goodwill as of July 31, 2002, using the present value of future cash flows
and determined thar the fair value of the reporting unit exceeded the carrying amount of the net assets, including goodwill
of the reporting unit. We completed our annual goodwill impairment review as of July 31, 2003, and determined that no
impairment charge to goodwill was required. In addition, we evaluated the remaining useful lives of intangible assets as of
December 31, 2003, and determined them to be appropriate.

We periodically evaluate the carrying value of long-lived assets, in relation to the respective projected future
undiscounted cash flows, to assess recoverability. An impairment loss is recognized if the sum of the expected net cash flows
is less than the carrying amount of the long-lived assets being evaluated. The difference between the carrying amount of the
long-lived assets being evaluated and the fair value, calculated as the sum of the expected cash flows discounted at a market
rate, represents the impairment loss. We evaluated the remaining useful lives of intangible assets as of December 31, 2003,
and determined them to be appropriate.
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Accounting for Stock-Based compensation. We have adopted the disclosure-only provision of SFAS No. 123, Accounting
for Stock-Based Compensation, as amended by SFAS No. 148, Accounting for Stock-Based Compensation-Transition and
Disclosure — an amendment of FASB Statement No. 123. SFAS No. 148 requires prominent disclosures in annual and interim
financial statements regarding the method of accounting for stock-based employee compensation and the effect of the
method used on reported results. We measure compensation expense for our stock option awards under the intrinsic value
method in accordance with the provisions of Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to
Employees, ("APB 25") and related interpretations. APB 25 requires compensation expense to be recognized based on the
excess, if any, of the quoted market price of the stock at the date of the grant over the amount an employee must pay to
acquire the stock.

Reserve for Merchant Losses. Disputes between a cardholder and a merchant periodically arise as a result of, among
other things, cardholder dissatisfaction with merchandise quality or merchant services. Such disputes may not be
resolved in the merchant’s favor. In these cases, the transaction is "charged back” to the merchant, which means the
purchase price is refunded to the customer through the merchant’s acquiring bank and charged to the merchant. If the
merchant has inadequate funds, we or, under limited circumstances, the acquiring bank and us, must bear the credit risk
for the full amount of the transaction. We evaluate the merchant’s risk for such transactions and estimate its potential loss
for chargebacks based primarily on historical experience and other relevant factors. During the fourth quarter of 2003, we
benefited from a favorable nonrecurring $1.3 million reduction in an earlier estimate for merchant losses from a single
merchant to reflect lower acrual losses. At December 31, 2003, our reserve for losses on merchant accounts totaled
$1.2 million.

Income Taxes. We account for income taxes pursuant to the provisions of SFAS No. 109, Accounting for Income Taxes.
Under this method, deferred tax assets and liabilities are recorded to reflect the future tax consequences attributable to the
effects of differences between the carrying amounts of existing assets and liabilities for financial reporting and for income tax
purposes. At December 31, 2003, we had approximately $11.3 million of federal net operating loss carryforwards that will
be available to offset regular taxable income through 2022, subject to annual limitations of up to $6.5 million per year. We
also have approximately $13.4 million of state net operating loss carryforwards, again subject to similar annual limitations,
that will expire in various states between 2011 and 2022. We have placed a significant valuation allowance on our net
operating loss carryforwards as a result of limitations placed on the ability to utilize the net operating loss carryforwards due
to ownership changes, which occurred prior to our initial public offering.

Components of Revenues and Expenses

All of our revenues are generated from fees charged to merchants for card-based payment processing services. We
typically charge these merchants a bundled rate, primarily based upon the merchants monthly charge volume and risk
profile. Discount fees, which are a percentage of the dollar amount of each credit or debit transaction, represent
approximately 75% of our total revenues. We charge all merchants higher discount rates for card-not-present transactions
than for card-present transactions in order to compensate us for the higher risk of underwriting these transactions. We
derive the balance of our revenues from a variety of fixed transaction or service fees, including fees for monthly minimum
charge volume requirements, statement fees, annual fees and fees for other miscellaneous services, such as handling
chargebacks. We recognize discounts and other fees related to payment transactions at the time the merchants’ transactions
are processed. We recognize revenues derived from service fees at the time the service is performed. We report revenues gross
of amounts paid to sponsoring banks, as well as interchange and assessments paid by us to credit card associations pursuant
to which these associations receive payments based primarily on processing volume for particular groups of merchants.
Related interchange and assessment costs and bank processing fees are also recognized at that time.

Costs of services include all costs directly attributable to our provision of payment processing and related services to our
merchants. The most significant component of costs of services is interchange fees, which are amounts we pay to the card
issuing banks. Interchange fees are based on transaction processing volume and are recognized at the time transactions are
processed. Costs of services also includes residual payments to ISOs, which are commissions we pay to our ISOs based upon
a percentage of the net revenues we generate from their merchant referrals, and assessment fees payable to card associations,
which is a percentage of the processing volume we generate from Visa and MasterCard. In addition, costs of services
includes telecommunications costs, personnel costs, occupancy costs, losses due to merchant defaults, other miscellaneous
merchant supplies and services expenses, sponsorship costs and other third-party processing costs, as well as depreciation
and amortization.

Selling, general and administrative expenses consist primarily of salaries and wages and other general
administrative expenses.
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Depreciation and amortization expenses are recognized on a straight-line basis over the estimated useful life of the asset.
Amortization of intangible assets and goodwill resulted from our acquisitions of portfolios of merchant accounts or
acquisitions of a business where we allocated purchase price to the existing merchant processing portfolio. Goodwill
recognized from acquisitions initiated after June 30, 2001 is not amortized.

Goodwill associated with acquisitions initiated prior to June 30, 2001 was amortized through December 31, 2001.
Effective January 1, 2002, the impact of not amortizing goodwill for the acquisitions prior to December 31, 2001, would
have been a decrease in amortization expense of $93,000. Goodwill is no longer amortized and is subject to periodic testing
for impairment.

Seasonality Trend. Our revenues and earnings are impacted by the volume of consumer usage of credit and debit cards at
the point of sale. For example, we experience increased point of sale activity during the traditional holiday shopping period
in the fourth quarter. Revenues during the first quarter tend to decrease by at least 10% in comparison to the remaining
three quarters of our fiscal year on a same store basis.

Results of Operations

Years Ended December 31, 2003 and 2002

Change
% of Total % of Toral
(dollars in thousands) 2003 Revenue 2002 Revenue Amount %
Revenues . $ 226,052 100.0% $115,813 100.0 % $110,239 95.2%
Operating expenses: ‘
Interchange 114,255 50.5 51,844 44.8 62,411 120.4
Other costs of services - 76,571 33.9 47,796 41.3 28,775 60.2
Selling, general and administrative 8,012 3.5 6,541 5.6 1,471 22.5
Total operating expenses 198,838 88.0 106,181 91.7 92,657 87.3
Income from operations 27,214 120 9,632 8.3 17,582 182.5
Other expense ‘
Interest expense (9,928) (4.4) (6,894) (6.0) (3,034) 44,0
Other ‘ (265) (0.1) (3,221) (2.8) 2,956 (91.8)
Total other expense (10,193) (4.5) (10,115) (8.7) (78) 0.8
Income (loss) before income taxes 17,021 7.5 (483) (0.4) 17,504 N/M
Income tax provision 1,403 0.6 10 0.0 1,393 N/M
Net income (loss) $ 15618 69% - § (493) 04)% $ 16,111 N/M

N/M ~ Not meaningful

Revenues. Revenues increased 95.2% to $226.1 million in 2003 from $115.8 million in 2002. This increase was
primarily due to our acquisitions since March 2002 of five businesses and several smaller portfolios of merchant accounts,
which resulted in an aggregate increase in revenues of $85.8 million, representing 77.8% of our total growth in revenues over
the prior period. The remaining revenues increase was a result of internal growth from an increase in new merchant accounts.

Interchange. Interchange expense increased 120.4% to $114.3 million in 2003 from $51.8 million in 2002. This
increase was primarily the result of increased processing volume due to the acquisitions of businesses and portfolios of
merchant accounts as previously noted. Interchange expense as a percentage of revenues increased to 50.5% in 2003 from
44.8% in 2002, as the acquired businesses and portfolios had higher average costs as a percentage of revenues than our
existing mix of business.

Other Costs of Services. Other costs of services increased 60.2% to $76.5 million in 2003 from $47.8 million in 2002.
This increase was primarily due to increased costs associated with increased processing volume related to our acquisitions.
Other costs of services represented 33.9% of revenues in 2003 as compared to 41.3% of revenues in 2002. Other costs of
services as a percentage of revenues decreased as the increase in revenues did not require a corresponding increase in other
costs of services, such as merchant losses and personnel related costs. Merchant losses were 1.1% of revenues in 2003,
compared to 5.6% in 2002. Merchant losses recognized in 2003 included a $1.3 million benefit attributable to a reduction
in estimated chargebacks relating to one merchant. Approximately $3.3 million of estimated chargebacks for this merchant
were expensed in the first half of 2002. The portion of personnel costs classified as other costs of services was approximately
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5.9% of revenues in 2003 compared to 8.9% of revenues in 2002. The reduction was primarily due to improved efficiencies
resulting from consolidation of our acquired entities.

Selling, General and Administrative. Selling, general and administrative expenses increased 22.5% to $8.0 million in
2003 from $6.5 million in 2002. The increase was primarily due to an increase in personnel cost resulting from our
acquisitions. Selling, general and administrative expenses as a percentage of revenues declined to 3.5% in 2003 from 5.6%
in 2002, primarily due to the consolidation of the operations of acquired entities, which improved operational efficiencies
and resulted in a reduction in personnel related costs as a percentage of revenues.

Interest Expense. Interest expense increased 44.0% to $9.9 million in 2003 from $6.9 million in 2002. Cash paid for
interest in 2003 actually decreased due to the repayment of approximately $55.7 million of debt (with a carrying value of
$52.1 million) in the second quarter of 2003 using proceeds from our initial public offering. However, the repayment and
the conversion of debt resulted in recognition of a noncash pre-tax charge of approximately $4.4 million of interest expense
in the second quarter of 2003 due to the acceleration of interest expense equal to the unamortized discount balance at the
date of repayment or conversion.

Other Expense. Other expense decreased to $0.3 million in 2003 from $3.2 million in 2002. The decrease was primarily
due to expenses in 2002 of $1.5 million from the settlement of litigation and $1.0 million related to the amendment of
certain terms of the existing processing agreements and the termination of an acquisition agreement, which did not recur
in 2003.

Income Tax. Income tax provision increased to $1.4 million in 2003 from $10,000 in 2002. The increase was
attributable to an increase in taxable income in 2003 from a pre-tax loss in 2002. Our effective income tax rate for 2003 was
8.2% due to the use of net operating loss carryforwards and other deferred tax assets in 2003 that were previously
unrecognized. We currently estimate an effective income tax rate of 35% for fiscal 2004.

Years Ended December 31, 2002 and 2001

Change
% of Total % of Total
(dollars in thousands) 2002 Revenue 2001 Revenue Amount %
Revenues $ 115,813 100.0% $ 38,889 100.0%  $ 76,924 197.8%
Operating expenses:
Interchange 51,844 44.8 15,805 40.6 36,039 228.0
Other costs of services 47,796 41.3 21,996 56.6 25,800 117.3
Selling, general and administrative 6,541 5.6 3,782 9.7 2,759 73.0
Total operating expenses 106,181 91.7 41,583 106.9 64,598 155.3
Income (loss) from operations 9,632 8.3 (2,694) (6.9) 12,326 (457.5)
Other income {expense)
Interest expense (6,894) (6.0) (2,928) (7.5) (3,966) 135.5
Orther (3,221) (2.8) 625 1.6 (3,8406) (615.4)
Total other expense (10,115) (8.7) (2,303) (5.9) (7,812) 339.2
Loss before income taxes (483) (0.4) (4,997) (12.8) 4,514 (90.3)
Income tax provision (benefit) 10 0.0 (107) 0.2 117 (109.3)
Net loss $ (493) (04)% $ (4,890) (12.6)%  § 4,397 (89.9)

Revenues. Revenues increased 197.8% to $115.8 million in 2002 from $38.9 million in 2001. This increase was
primarily due to our acquisitions since January 2001 of six businesses, four significant portfolios and several smaller
portfolios of merchant accounts, which resulted in an aggregate increase in revenues of $65.7 million, representing 85.3% of
our total growth in revenues over the prior period. The remaining increase resulted from internal growth from an increase in
new merchant accounts.

Interchange. Interchange expense increased 228.0% to $51.8 million in 2002 from $15.8 million in 2001. This
increase was primarily the result of increased processing volume due to the acquisitions of businesses and portfolios of
merchant accounts as previously noted. Interchange expense as a percentage of revenues increased to 44.8% in 2002 from
40.6% in 2001, as the acquired businesses and portfolios had higher average costs as a percentage of revenues than our
existing mix of business.
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Other Costs of Services. Other costs of services increased 117.3% to $47.8 million in 2002 from $22.0 million in 2001.
This increase was due primarily to costs associated wich increased processing volume telated to our acquisitions. Other costs
of services represented 41.3% of revenues for 2002 as compared to 56.6% of revenues for 2001. Other costs of services as a
percentage of revenues decreased, as the increase in revenues did not require a corresponding increase in other costs of
services, such as depreciation and amortization and merchant losses. Depreciation and amortization was 4.6% of revenues in
2002, compared to 11.1% in 2001. Merchant losses were 5.6% of revenues in 2002, compared to 11.6% in 2001.
Merchant losses recognized in 2001 included a $2.7 million loss attributable to chargebacks relating to one merchant,
compared to a $3.3 million loss related to that merchant recognized in the first half of 2002. Although the losses recognized
in 2002 and 2001 relating to this merchant were comparable, revenues increased by approximately 198% in 2002 as
compared to 2001.

Selling, General and Administrative. Selling, general and administrative expenses increased 73.0% to $6.5 million in
2002 from $3.8 million in 2001. The increase was primarily due to an increase in personnel cost resulting from our
acquisitions. Selling, general and administrative expenses declined to 5.6% of revenues in 2002 from 9.7% in 2001,
primarily due to the consolidation of the operations of acquired entities, which improved operational efficiencies and
resulted in a decrease in personnel costs and other administrative expenses as a percentage of revenues.

Interest Expense. Interest expense increased 135.5% to $6.9 million in 2002 from $2.9 million in 2001. This increase
was primarily due t increased borrowings to fund our acquisitions and for working capital.

Other Income (Expense). Other expense increased to $3.2 million in 2002 from a benefit of $0.6 million in 2001. The
increase was primarily due to expenses of $1.5 million from the settlement of litigation and $1.0 million related to the
amendment of certain terms of the existing processing agreements and the termination of an acquisition agreement, and
the nonrecurrence of savings recognized in 2001 from the renegotiation of certain amounts due vendors from our
predecessor company. '

Income Tax. Income tax provision increased to an expense of $10,000 for 2002 from a benefit of $107,000 for 2001.
The increase was attributable to state income tax expense generated during 2002 compared to the reversal of $111,000 of
income tax liabilities that were determined to be unnecessary in 2001.

Liquidity and Capital Resources

Prior to our initial public offering, we funded our principal operations through private placements of debt and equity
securities to executive officers, directors, principal stockholders, third parties and a credit facility from Bank of America. In
May 2003, we raised net proceeds of $75.6 million through an initial public offering of our common stock. As of
December 31, 2003, we had cash and cash equivalents totaling $0.7 million, compared to $1.8 million as of December 31,
2002. We had a net working capital deficit (current liabilities in excess of current assets) of $1,045,000 and $14,181,000 as
of December 31, 2003 and 2002, respectively. We believe that funds from future operations and proceeds from borrowings
under our credit facility will be sufficient to settle our current obligations.

Operating activities

Net cash provided by operating activities was $20.1 million in 2003, consisting of net income of $15.6 million,
depreciation and amortization of $8.0 million and noncash interest expense of $6.4 million, partially offset by a net
unfavorable change in operating assets and liabilities of $10.0 million. The noncash interest expense included a $4.4 million
charge related 1o the acceleration of the unamortized discount on notes payable that were repaid or converted to common
stock following our initial public offering in the second quarter of 2003. The net unfavorable change in operating assets and
liabilities was primarily caused by the payment of approximately $4.0 million of offering costs, related to our initial public
offering, that were included in accounts payable at December 31, 2002, and an increase in accounts receivable due to our
increased revenues in 2003.

Net cash used in operating activities was $9.0 million in 2002, consisting of a net loss of $0.5 million and net
unfavorable changes in operating assets and liabilities of $16.0 million, partially offset by depreciation and amortization of
$5.5 million and noncash interest expense of $2.1 million. The net unfavorable changes in operating assets and liabilities
primarily included a $7.5 million increase in other assets mainly caused by capitalized costs related to our initial public
offering, and a $7.3 million decrease in accounts payable, accrued liabilities and reserve for merchant losses.

Net cash used in operating activities was $2.2 million in the year ended December 31, 2001, primarily used for the
payment of accounts payable and accrued and other liabilities and funding our internal growth. Additionally, we used funds
to settle older vendor amounts from our predecessor.
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Investing activities

Net cash used in investing activities was $86.2 million in 2003. Cash paid for acquisitions of a business, portfolios and
other intangibles was $77.8 million. Restricted cash increased by $7.9 million in 2003 as we escrowed a deposit of $5.5
million to a former sponsor bank until completion of the conversion to our new sponsor. Total capirtal expenditures for
2003 were $0.6 million. These expenditures were primarily related to the purchase of computers and other equipment. We
currently have no significant capital spending or purchase commitments, but expect to continue to engage in capital
spending in the ordinary course of business.

Net cash used in investing activities was $10.0 million for 2002, which primarily included $8.8 million paid for the
acquisitions of four businesses in 2002. Total capital expenditures for 2002 were $0.4 million. These expenditures were
primarily related to the purchase of computers and other equipment.

Net cash used in investing activities was $21.1 million for the year ended December 31, 2001. Substantially all cash
used in investing activities was used for acquisitions of two businesses and four portfolios of merchant accounts. Total
capital expenditures were $0.4 million for 2001, primarily related to the purchase of computer equipment, furniture and
fixtures and leasehold improvements.

Financing activities

Net cash provided by financing activities was $65.1 million in 2003, primarily consisting of $76.4 million from issuance
of common stock (including net proceeds of $75.6 million from our initial public offering) and additional net borrowings
on our credit facility of $44.0 million, partially offset by repayment of long-term debt and capital leases of $55.3 million.

Net cash provided by financing activities was $20.5 and $23.0 million in 2002 and 2001, respectively, consisting
entirely of a net increase in total debt.

As of December 31, 2003, we had notes, capital lease obligations and a credit facility arrangement outstanding in an
aggregate principal amount of $65.1 million, consisting of $45.0 million outstanding under our credit facility, a $4.5
million note payable to our chief executive officer (which was repaid in January 2004), and $15.6 million that is convertible
into 662,079 shares of our common stock. The $15.6 million consists of convertible subordinated promissory notes
(including $0.6 million of accrued interest) which may be converted into shares of our common stock at the discretion of
the holders at a price of $23.16 per share. Our weighted average interest rate was 4.7% as of December 31, 2003.

In August 2003 we obtained 2 $30.0 million credit facility with Bank of America as the lead bank. The credit facility
was subsequently expanded to $65.0 million in December 2003 and to $80.0 million during the first quarter 2004. The
credir facility includes a $5.0 million letter of credit sublimit. Interest on outstanding borrowings is payable at a rate of
LIBOR plus a margin of 2.25% to 2.75% (currently 3-month LIBOR plus 2.25%) depending on our ratio of consolidated
debt to EBITDA, as defined in the agreement. We have the option to choose 1-month, 2-month, 3-month or 6-month
LIBOR rates each time we make a draw on the credit facility. In addition, the credit facility requires us to pay unused
commitment fees of up to 0.50% (currently 0.38%) on any undrawn amounts. The credit facility contains customary
affirmative and negative covenants including financial covenants requiring the maintenance of specified limitations on debt-
to-capitalization and debt-to-EBITDA (as defined therein) and restrictions on incurring liens and transactions with
affiliates. We were in compliance with all debt covenants as of December 31, 2003. The credit facility replaces the previous
credit facility we had with Bank of America and expires on December 31, 2006.

The following table of our material contractual obligations as of December 31, 2003, summarizes the aggregate effect
that these obligations are expected to have on our cash flows in the periods indicated: (in thousands)

Payments due by period

Less than More than
Contractual Oblig