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SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
FORM 10-Q
b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
FOR THE QUARTERLY PERIOD ENDED JUNE 30, 2008
OR
0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
FOR THE TRANSITION PERIOD FROM TO
Commission file number 000-24643
DIGITAL RIVER, INC.
(Exact name of registrant as specified in its charter)
DELAWARE 41-1901640
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification Number)
9625 WEST 76TH STREET

EDEN PRAIRIE, MINNESOTA 55344
(Address of principal executive offices)
(952) 253-1234
(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to filing requirements for the past 90 days. Yes p No o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,

or a smaller reporting company. See the definitions of large accelerated filer, accelerated filer and smaller reporting
company in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer p  Accelerated filer o Non-accelerated filer o Smaller reporting company o

(Do not check if a smaller reporting company)
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes
oNop
Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practicable
date.
The number of shares of common stock outstanding at August 1, 2008 was 37,006,351 shares.
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PART 1. FINANCIAL INFORMATION
Item 1. Financial Statements
DIGITAL RIVER, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

(Unaudited)
June 30,
2008
ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 276,927
Short-term investments 201,297
Accounts receivable, net of allowance of $3,048 and $2,489 54,606
Deferred income taxes 2,808
Prepaid expenses and other 17,124
Total current assets 552,762
Property and equipment, net 32,971
Goodwill 280,908
Intangible assets, net of accumulated amortization of $64,751 and $59,493 37,169
Long-term investments 109,108
Deferred income taxes 15,606
Other assets 6,654
TOTAL ASSETS $ 1,035,178
LIABILITIES AND STOCKHOLDERS EQUITY

CURRENT LIABILITIES:
Convertible senior notes $ 195,000
Accounts payable 174,064
Accrued payroll 12,167
Deferred revenue 12,597
Accrued acquisition costs 7
Other accrued liabilities 33,996
Total current liabilities 427,831

NON-CURRENT LIABILITIES:
Convertible senior notes
Other liabilities 10,279

Total non-current liabilities 10,279
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December
31,
2007

$ 381,788
315,636
64,914

7,899

4,577

774,814
31,102
261,885

32,382

15,606
11,955

$ 1,127,744

180,386
12,704
10,384

399
41,229

245,102

195,000
11,362

206,362
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TOTAL LIABILITIES 438,110

COMMITMENTS AND CONTINGENCIES

STOCKHOLDERS EQUITY:

Preferred Stock, $.01 par value; 5,000,000 shares authorized; no shares issued
or outstanding

Common Stock, $.01 par value; 120,000,000 shares authorized; 43,163,385

and 42,502,019 shares issued 432
Treasury stock at cost; 6,203,772 and 1,952,884 shares (215,944)
Additional paid-in capital 610,378
Retained earnings 157,003
Accumulated other comprehensive income 45,199
Total stockholders equity 597,068
TOTAL LIABILITIES AND STOCKHOLDERS EQUITY $ 1,035,178

See accompanying notes to condensed consolidated financial statements.
3

$

451,464

425
(77,707)
597,128
125,501
30,933

676,280

1,127,744
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DIGITAL RIVER, INC.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except per share data; unaudited)

Revenue

Costs and expenses:

Direct cost of services

Network and infrastructure

Sales and marketing

Product research and development

General and administrative

Depreciation and amortization

Amortization of acquisition-related intangibles

Total costs and expenses
Income from operations
Interest income

Other expense, net

Income before income tax expense
Income tax expense

Net income

Net income per share basic

Net income per share diluted

Shares used in per-share calculation basic

Shares used in per-share calculation diluted

Three Months Ended
June 30,
2008 2007
$98,374 $78,227
4,469 2,426
10,396 7,334
39,247 32,793
13,074 8,235
10,834 9,543
3,957 3,291
2,170 1,607
84,147 65,229
14,227 12,998
4,298 8,264
(1,653) (257)
16,872 21,005
3,653 6,512
$13,219 $ 14,493
$ 0.36 $ 035
$ 033 $ 032
36,594 41,169
41,647 46,637

Six Months Ended
June 30,
2008 2007
$202,008 $169,858
8,644 4,989
20,584 14,829
78,977 66,982
25,744 16,887
21,078 19,656
7,791 6,149
4,346 4,353
167,164 133,845
34,844 36,013
10,544 16,146
(2,402) (1,146)
42,986 51,013
11,484 15,814
$ 31,502 $ 35,199
$ 0.84 $ 0.86
$ 0.76 $ 0.78
37,562 40,823
42,556 46,488

See accompanying notes to condensed consolidated financial statements.
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DIGITAL RIVER, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands; unaudited)

Six Months Ended
June 30,
2008 2007
OPERATING ACTIVITIES:
Net income $ 31,502 $ 35,199
Adjustments to reconcile net income to net cash provided by operating activities
Amortization of acquisition-related intangibles 4,346 4,353
Change in accounts receivable allowance, net of acquisitions 603 570
Depreciation and amortization 7,791 6,149
Stock-based compensation expense related to stock-based compensation plans 6,538 7,125
Excess tax benefits from stock-based compensation (1,001) (10,027)
Deferred and other income taxes 5,934 11,383
Change in operating assets and liabilities (net of acquisitions)
Accounts receivable 12,495 6,515
Prepaid and other assets (6,876) (1,417)
Accounts payable (12,582) (15,997)
Deferred revenue 1,867 298
Income tax payable (10,548) 2,861
Other accrued liabilities (50) 1,068
Net cash provided by operating activities 40,019 48,080
INVESTING ACTIVITIES:
Purchases of investments (227,625) (173,092)
Sales of investments 232,650 137,395
Cash paid for acquisitions, net of cash received (17,352) (8,540)
Purchases of equipment and capitalized software (9,532) (6,577)
Net cash used in investing activities (21,859) (50,814)
FINANCING ACTIVITIES:
Exercise of stock options 4,439 7,703
Sales of common stock under employee stock purchase plan 1,446 1,244
Repurchase of common stock (137,858)
Repurchase of restricted stock to satisfy tax withholding obligation (379) (377)
Excess tax benefits from stock-based compensation 1,001 10,027
Net cash provided by/(used in) financing activities (131,351) 18,597
EFFECT OF EXCHANGE RATE CHANGES ON CASH 8,330 3,009
NET INCREASE/(DECREASE) IN CASH AND CASH EQUIVALENTS (104,861) 18,872
CASH AND CASH EQUIVALENTS, beginning of period 381,788 390,243
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CASH AND CASH EQUIVALENTS, end of period $ 276,927
SUPPLEMENTAL DISCLOSURES:

Cash paid for interest on convertible senior notes $ 1,219
Cash paid for income taxes $ 15,259

Noncash investing and financing activities:
Common stock issued in acquisitions and earn-outs $

See accompanying notes to condensed consolidated financial statements.
5

$ 409,115
$ 1,219
$ 1,583
$ 986
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DIGITAL RIVER, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
1. BASIS OF PRESENTATION
The unaudited condensed consolidated financial statements included herein reflect all adjustments, including normal
recurring adjustments, which in our opinion are necessary to fairly state our consolidated financial position, results of
operations and cash flows for the periods presented. These condensed consolidated financial statements should be read
in conjunction with our audited consolidated financial statements included in our Form 10-K for the year ended
December 31, 2007, as filed with the Securities and Exchange Commission. The results of operations for the three and
six months ended June 30, 2008, are not necessarily indicative of the results to be expected for any subsequent quarter
or for the entire fiscal year ending December 31, 2008. The December 31, 2007, balance sheet was derived from
audited financial statements, but does not include all disclosures required by generally accepted accounting principles
in the United States.
Summary of Significant Accounting Policies
A detailed description of our significant accounting policies can be found in our most recent Annual Report filed on
Form 10-K for the fiscal year ended December 31, 2007.
Research and Development and Software Development
Research and development expenses consist primarily of development personnel and non-employee contractor costs
related to the development of new products and services, enhancement of existing products and services, quality
assurance, and testing. Costs to develop software for internal use are required to be capitalized and amortized over the
estimated useful life of the software in accordance with AICPA Statement of Position No. 98-1, Accounting for the
Costs of Computer Software Developed or Obtained for Internal Use. We capitalized $0.2 million related to software
development during the three months ended June 30, 2008. We did not capitalize any significant costs related to
software development during the three months ended June 30, 2007.
Stock-Based Compensation Expense
On January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123 (Revised 2004), Share-Based
Payment, ( SFAS 123(R) ) which requires the measurement and recognition of compensation expense for all
share-based payments made to employees and directors including stock options, restricted stock grants and employee
stock purchases made through our Employee Stock Purchase Plan based on estimated fair values.
We have adopted SFAS 123(R) using the modified prospective transition method under which prior periods are not
revised. Stock-based compensation expense recognized during the period is based on the value of the portion of
share-based awards that are ultimately expected to vest during the period. Stock-based compensation expense
recognized in our Condensed Consolidated Statement of Income for 2007 and 2008 includes compensation expense
for share-based awards granted prior to, but not yet vested, as of December 31, 2005, as well as compensation expense
for the share-based payment awards granted subsequent to December 31, 2005. The fair value of each stock option
grant is estimated on the date of grant using the Black-Scholes option pricing model. The fair value of restricted stock
is determined based on the number of shares granted and the closing price of our common stock on the date of grant.
Compensation expense for all share-based payment awards is recognized using the straight-line amortization method
over the vesting period. As stock-based compensation expense recognized in our Condensed Consolidated Statement
of Income is based on awards ultimately expected to vest, it has been reduced for estimated forfeitures. SFAS 123(R)
requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if actual
forfeitures differ from those estimates.
SFAS 123(R) also requires the benefits of tax deductions in excess of recognized stock-based compensation expense
be reported as a financing cash flow, rather than an operating cash flow as required prior to adoption of SFAS 123(R)
in our Condensed Consolidated Statement of Cash Flows.
See Note 4 in the Condensed Consolidated Financial Statements in this Quarterly Report on Form 10-Q for further
information regarding our stock-based compensation plans.
6
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DIGITAL RIVER, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
Comprehensive Income
The components of our comprehensive income include net income and adjustments to stockholders equity for the
foreign currency translation adjustments which was a $14.5 million gain for the six months ended June 30, 2008, and
net unrealized gain (loss) on available-for-sale securities which was a $0.2 million loss for the six months ended
June 30, 2008.
Recent Accounting Pronouncements
In December 2007, the FASB issued SFAS No. 141 (Revised 2007), Business Combinations. This revised Statement,
which we refer to as SFAS No. 141(R), is intended to simplify existing guidance and converge rulemaking under U.S.
GAAP with international accounting rules. SFAS No. 141(R) will significantly change the accounting for business
combinations in a number of areas, including the treatment of contingent consideration, contingencies, acquisition
costs and restructuring costs. Also under this Statement, changes in deferred tax asset valuation allowances and
acquired income tax uncertainties in a business combination after the measurement period will impact income tax
expense. SFAS No. 141(R) is effective for fiscal years beginning after December 15, 2008.
In September 2006, the FASB issued FAS No. 157, Fair Value Measurements (FAS 157). This Statement defines fair
value, establishes a framework for measuring fair value in generally accepted accounting principles, and expands
disclosures about fair value measurements. The Statement applies under other accounting pronouncements that require
or permit fair value measurements and, accordingly, does not require any new fair value measurements. This
Statement was initially effective as of January 1, 2008, but in February 2008, the FASB delayed the effective date for
applying this standard to nonfinancial assets and liabilities that are recognized or disclosed at fair value in the
financial statements on a nonrecurring basis. We adopted FAS 157 as of January 1, 2008 for assets and liabilities
within its scope and the impact was immaterial to our financial statements. Nonfinancial assets and liabilities for
which we have not applied the provisions of FAS 157 include those measured at fair value in goodwill and indefinite
lived intangible asset impairment testing, and asset retirement obligations initially measured at fair value and will be
adopted in 2009. See Note 7 for further information.
2. NET INCOME PER SHARE
Basic income per common share is computed by dividing net income by the weighted average number of shares of
common stock outstanding during the period. Diluted earnings per common share is calculated by dividing net
income, adjusted to exclude interest expense and financing cost amortization related to potentially dilutive securities,
by the weighted average number of common shares outstanding during the period, plus any additional common shares
that would have been outstanding if potentially dilutive common shares had been issued during the period.
The following table summarizes the computation of basic and diluted net income per share (in thousands, except per
share amounts):
7

Table of Contents 10



Edgar Filing: DIGITAL RIVER INC /DE - Form 10-Q

Table of Contents

DIGITAL RIVER, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
Three Months Ended Six Months Ended
June 30, June 30,
2008 2007 2008 2007
Earnings per share basic
Net income basic $13,219 $ 14,493 $31,502 $35,199
Weighted average shares outstanding  basic 36,594 41,169 37,562 40,823
Earnings per share  basic $ 0.36 $ 0.35 $ 0.84 $ 0.86
Earnings per share diluted
Net income basic $13,219 $14,493 $31,502 $35,199
Exclude: Interest expense and amortized financing cost
of convertible senior notes, net of tax benefit 435 435 869 870
Net income diluted $13,654 $14,928 $32,371 $ 36,069
Weighted average shares outstanding  basic 36,594 41,169 37,562 40,823
Dilutive impact of non-vested stock and options
outstanding 628 1,043 569 1,240
Dilutive impact of convertible senior notes 4,425 4,425 4,425 4,425
Weighted average shares outstanding  diluted 41,647 46,637 42,556 46,488
Net income per share  diluted $ 0.33 $ 032 $ 0.76 $ 0.78

In accordance with the Emerging Issues Task Force (EITF), Issue No. 04-8, the unissued shares underlying contingent
convertible notes are treated as if such shares were issued and outstanding for the purposes of calculating GAAP
diluted earnings per share beginning with the issuance of our 1.25% convertible senior notes on June 1, 2004.

3. BUSINESS COMBINATIONS, GOODWILL AND INTANGIBLE ASSETS

Acquisitions completed in 2008

On January 1, 2008, we acquired all of the capital stock of DigitalSwift Corporation (DigitalSwift), a privately-held
company based in Madison, Georgia, for approximately $9.2 million in cash. DigitalSwift is a manufacturer and
fulfiller of on-demand, dynamic and build-to-order CDs and DVDs to consumers. The agreement also provides
DigitalSwift shareholders with an earn-out opportunity based on DigitalSwift achieving certain revenue and earnings
targets during the first year subsequent to the acquisition. Any future earn-out will result in additional goodwill. The
allocation of the purchase price of DigitalSwift will be finalized upon completion of the analysis of the fair market
value of DigitalSwift s assets. The result of the allocation of the purchase price between amortizable costs and
goodwill could have an impact on our future operating results.

On January 1, 2008, we acquired the assets of IA Users Club d.b.a. CustomCD, Inc. (CustomCD), a privately held
company based in Portland, Oregon and Krefeld, Germany, for approximately $7.0 million in cash. This acquisition
involved an asset purchase of the US-based business and a stock purchase of the business located in Germany.
CustomCD creates, sells and delivers to consumers custom CDs and DVDs containing software, games, and other
licensed content. The agreement also provides CustomCD shareholders with an earn-out opportunity based on
CustomCD achieving certain revenue and earnings targets during the first two years subsequent to the acquisition.
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Any future earn-out will result in additional goodwill. The allocation of the purchase price of CustomCD will be
finalized upon completion of the analysis of the fair market value of CustomCD s assets. The result of the allocation of
the purchase price between amortizable costs and goodwill could have an impact on our future operating results.
Acquisitions completed in 2007
On September 1, 2007, we acquired all of the capital stock of NetGiro Systems AB (NetGiro), a privately held
company based in Stockholm, Sweden, for approximately $27.4 million in cash. NetGiro is a payment service
provider. The agreement also provides NetGiro shareholders with an earn-out opportunity based on NetGiro achieving
certain revenue and earnings targets during the first year subsequent to the acquisition. Any future earn-out will result
in additional goodwill.

8
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DIGITAL RIVER, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
Future Earn-outs
As of June 30, 2008, there were no future earn-outs in accrued acquisition liabilities.
Pro Forma Operating Results (Unaudited)
The consolidated financial statements include the operating results of each business from the date of acquisition. The
following unaudited pro forma condensed results of operations for the three months ended June 30, 2008 and 2007
have been prepared as if each of the acquisitions in 2008 and 2007 had occurred on January 1, 2007 (in thousands,
except per share amounts):

Three Months Ended Six Months Ended
June 30, June 30,

2008 2007 2008 2007
Revenue $98,374 $82,041 $202,008 $178,049
Income from operations 14,227 12,111 34,844 35,207
Net income 13,219 13,606 31,502 34,393
Basic net income per share $ 0.36 $ 033 $ 084 $ 084
Diluted net income per share $ 033 $ 0.30 $ 0.76 $ 076

This pro forma financial information does not purport to represent results that would actually have been obtained if

the transactions had been completed on January 1, 2007, or any future results that may be realized.

Goodwill and Other Intangible Assets

We account for our goodwill in accordance with SFAS No. 142, Goodwill and Other Intangible Assets. SFAS No. 142
precludes the amortization of goodwill and intangible assets with indefinite lives, but these assets are reviewed

annually (or more frequently if impairment indicators arise) for impairment.

We complete our annual impairment test using a two-step approach based in the fourth quarter of each fiscal year, and
reassess any intangible assets, including goodwill, recorded in connection with earlier acquisitions. There was no
material impairment of goodwill or other intangible assets in the six months ended June 30, 2008 and 2007.

Information regarding our other intangible assets is as follows (in thousands):

As of June 30, 2008
Carrying Carrying
Amount Accumulated Amount
Gross Amortization Net
Customer relationships $ 63,677 $ 36,307 $ 26,870
Non-compete agreements 5,784 5,493 291
Technology/tradename 32,458 22,450 10,008
Total $101,919 $ 64,750 $ 37,169
As of December 31, 2007
Carrying Carrying
Amount Accumulated Amount
Gross Amortization Net
Customer relationships $57,327 $ 33,761 $ 23,566
Non-compete agreements 5,351 5,328 23
Technology/tradename 29,197 20,404 8,793
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Total $91,875 $ 59,493 $ 32,382

Amortization expense for the three months ended June 30, 2008 and 2007 was $2.2 million and $1.6 million,
respectively and $4.3 million and $4.4 million for the six months ended June 30, 2008 and 2007 respectively. The
result of the allocation of the purchase price between amortizable costs and goodwill could have an impact on our
future operating results.

9
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DIGITAL RIVER, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
Estimated amortization expense for the remaining life of the intangible assets, based on intangible assets as of
June 30, 2008, is as follows (in thousands):

Year
2008 $ 4,126
2009 7,439
2010 5,812
2011 4,534
2012 4,406
2013 2,707
Thereafter 8,145
Total $37,169

4. STOCKHOLDERS EQUITY
Option and Restricted Stock Awards
2007 Plan
Our stockholders approved the Digital River, Inc. 2007 Equity Incentive Plan (the 2007 Plan ) at the Company s annual
stockholder meeting held on May 31, 2007. The number of shares issuable under the 2007 Plan equals 2,000,000
shares of our common stock. In addition, shares not issued under the 1998 Plan shall become available for issuance
under the 2007 Plan to the extent a stock option or other stock award under the 1998 Plan expires or terminates before
shares of common stock are issued under the award. Under our 2007 Equity Incentive Plan we have the flexibility to
grant incentive and non-statutory stock options, restricted stock awards, restricted stock unit awards and performance
shares to our directors, employees, and consultants.
1998 Plan
The 1998 Equity Incentive Plan expired in June 2008 except as to options still outstanding under the Plan.
General Stock Award Information
As of June 30, 2008, there were 1,746,469 shares available for future awards under our 2007 Plan. The number of
shares available has been reduced by three shares for every two shares of restricted stock awards granted under the
Plans.
Options granted to employees typically expire no later than ten years after the date of grant. Incentive stock option
grants must have an exercise price of at least 100% of the fair market value of a share of common stock on the grant
date. Incentive stock options granted to employees who, immediately before such grant, owned stock directly or
indirectly representing more than 10% of the voting power of our stock, will have an exercise price of 110% of the fair
market value of a share of common stock on the grant date and will expire no later than five years from the date of
grant.
A summary of the changes in outstanding options is as follows:

10
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DIGITAL RIVER, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
Shares Options
Available Options Price
for Grant Outstanding Per Share

Balance, December 31, 2006 1,540,200 3,557,783 $ 2.59 - $57.36
Granted (573,376) 573,376 45.07 - 56.61
Restricted stock effect on shares available for

grant (251,426) N/A N/A
Exercised (1,219,519) 2.59-4524
Canceled/expired 133,330 (133,330) 4.56 - 56.61
Additional Shares Reserved 2,000,000 N/A N/A
Balance, December 31, 2007 2,848,728 2,778,310 $ 2.59 - $57.36
Granted (676,000) 676,000 30.68 - 32.33
Restricted stock effect on shares available for

grant (502,536) N/A N/A
Exercised (274,919) 4.56 - 35.11
Canceled/expired 76,277 (76,277) 25.23 -56.61
Balance, June 30, 2008 1,746,469 3,103,114 $ 2.59 - $57.36

Weighted
Average
Price
Per
Share
$ 18.68

54.17

N/A
11.08
38.01

N/A

$ 2841
31.90

N/A
16.15
45.30

$ 29.84

The total pretax intrinsic value of options exercised during the three months ended June 30, 2008, was $2.9 million.
The following table summarizes significant ranges of outstanding and exercisable options under our 1998 Plan and

2007 Plan as of June 30, 2008:

Options Outstanding

Options Exercisable

WeightedWeighted  Aggregate Weighted

Number Average Average Intrinsic Number Average
Life

Exercise Price Outstandin®emaining Price Value Exercisable Price

2.5

$ 259-% 3.88 19,187 years $ 274 $ 687,567 19,187 $ 2.74
3.1

456-  17.55 179,048  years 5.64 5,897,574 179,048 5.64
4.3

9.13- 13.92 391,443  years 11.68 10,530,451 327,165 11.83
53

16.72 - 2298 399,553  years 22.39 6,469,480 375,445 22.60
6.8

23.01- 30.69 682,200  years 28.17 7,103,033 451,295 28.23
9.0

31.84- 57.36 1,431,683  years 41.07 4,982,305 299,286 45.23

$ 259-% 57.36 3,103,114 $ 29.84 $35,670,410 1,651,426 $ 24.04

Table of Contents

Aggregate
Intrinsic

Value
$ 687,568
5,897,574
8,751,236
5,999,856
4,672,029
556,855

$26,565,118

16



Edgar Filing: DIGITAL RIVER INC /DE - Form 10-Q

7.1
years

The aggregate intrinsic value in the preceding table represents the total pretax intrinsic value, based on options with an
exercise price less than the Company s closing stock price of $38.58 as of June 30, 2008, which would have been
received by the option holders had those option holders exercised their options as of that date.
A summary of the changes in restricted stock under our 1998 Plan and 2007 Plan as of June 30, 2008, is as follows:

11
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DIGITAL RIVER, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

Weighted

Restricted Average

Intrinsic

Stock Value

Non-Vested Balance, December 31, 2006 89,500 $ 39.96
Granted 198,889 53.75
Vested (23,713) 39.19
Forfeited (31,272) 48.54
Non-Vested Balance, December 31, 2007 233,404 $ 50.64
Granted 343,300 30.70
Vested (54,270) 49.71
Forfeited (8,276) 49.70
Non-Vested Balance, June 30, 2008 514,158 $ 38.21

Inducement Equity Incentive Plan

Effective on December 14, 2005, in connection with our acquisition of Commerce5, Inc., we adopted an Inducement
Equity Incentive Plan (the Inducement Plan ) initially for Commerce5, Inc. executives who joined Digital River as a
result of the acquisition, or other personnel who join us after the date of the Inducement Plan adoption. A total of
87,500 restricted shares of Digital River stock may be issued under the Inducement Plan, subject to vesting. In
accordance with the NASDAQ rules, no stockholder approval was required for the Inducement Plan.

Employee Stock Purchase Plan

We also sponsor an employee stock purchase plan ( ESPP ) under which 1,200,000 shares have been reserved for
purchase by employees. The purchase price of the shares under the ESPP is the lesser of 85% of the fair market value
on the first or last day of the offering period. Offering periods are currently every six months ending on June 30 and
December 31. Employees may designate up to ten percent of their compensation for the purchase of shares under the
ESPP. Total shares purchased by employees under the ESPP were 51,423 shares for the six months ended June 30,
2008, and 76,436 shares and 71,183 shares in the years ended December 31, 2007 and 2006, respectively. There were
428,994 shares still reserved under the ESPP as of June 30, 2008.

Stock Repurchase Activity

In June 2007 our Board of Directors authorized a new stock buyback program to repurchase up to an aggregate of
$200 million of our common stock. This buyback program superseded the prior buyback program.

During the six months ended June 30, 2008, 4,239,312 shares were repurchased under the 2007 Repurchase Program,
including 3,876,612 shares repurchased pursuant to the accelerated share repurchase program. None of the
repurchased shares have been retired.

The Accelerated Share Repurchase (ASR) agreement was entered into with Goldman Sachs (GS) on February 7, 2008
and called for GS to repurchase $127 million of Digital River, Inc. stock between February 7, 2008 and June 20, 2008.
Based on the agreement, Digital River received a final share count based on a discount of the Volume Weighted
Average Price of Digital River stock from February 21, 2008, through the end of the contract. On June 20, 2008, GS
had concluded the ASR program with a final share delivery of 327,767 shares. The aggregate number of shares
repurchased pursuant to the ASR program was 3,876,612 shares at an average price of $32.76 per share. The ASR
agreement terminated upon completion of the ASR program on June 20, 2008 in accordance with its terms. With the
conclusion of the ASR program, we have completed the 2007 Repurchase Program.

Rule 10b5-1 Trading Plans
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Our Chief Executive Officer, Joel A. Ronning, has entered into a trading plan pursuant to Rule 10b5-1(c)(1) of the
Securities Exchange Act of 1934, as amended. A trading plan is a written document that pre-establishes the amounts,
prices and dates (or formula for determining the amounts, prices and dates) of future purchases or sales of the
Company s stock including the exercise and sale of employee stock options and shares acquired pursuant to the
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Company s employee stock purchase plan and upon vesting of restricted stock. This trading plan terminated in
accordance with its terms on August 1, 2008.
Expense Information under SFAS 123(R)
On January 1, 2006, we adopted SFAS 123(R) which requires measurement and recognition of compensation expense
for all stock-based payments made to employees and directors including stock options, restricted stock grants and
employee stock purchases made through our ESPP based on estimated fair values. The following table summarizes
stock-based compensation expense, net of tax, related to employee stock options and employee stock purchases
recognized under SFAS 123(R) (in thousands):

Three Months Ended Six Months Ended
June 30, June 30,
2008 2007 2008 2007

Costs and expenses
Direct cost of services $ 247 $ 226 $ 439 $ 420
Network and infrastructure 31 61 63 133
Sales and marketing 1,283 1,350 2,385 2,618
Product research and development 336 465 598 1,018
General and administrative 1,610 1,547 3,053 2,936
Stock-based compensation included in costs and expenses 3,507 3,649 6,538 7,125
Tax benefit (701) (993) (1,370) (2,040)
Stock-based compensation expense, net of tax $ 2,806 $ 2,656 $ 5,168 $ 5,085

Valuation Information under SFAS 123(R)

The weighted-average fair value of stock options granted during the six months ended June 30, 2008 and 2007 were
$11.10 and $23.06 per share, respectively, using the Black-Scholes option pricing model with the following weighted
average assumptions:

Six Months Ended
June 30,
2008 2007
Risk-free interest rate 2.0% 4.5%
Expected life (years) 34 35
Volatility factor 0.46 0.51

Expected dividends

The risk-free interest rate assumption is based on observed interest rates appropriate for the term of our stock options.
The expected life of stock options represents the weighted-average period the stock options are expected to remain
outstanding and is based on historical exercise patterns. We used historical closing stock price volatility for a period
equal to the expected term of the options granted. The dividend yield assumption is based on our history and
expectation of future dividend payouts.

As stock-based compensation expense recognized in the Condensed Consolidated Statement of Income for the three
and six months ended June 30, 2008 is based on awards ultimately expected to vest, it has been reduced for estimated
forfeitures. SFAS 123(R) requires forfeitures to be estimated at the time of grant and revised, if necessary, in
subsequent periods if actual forfeitures differ from those estimates. Forfeitures were estimated based on historical
experience.
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At June 30, 2008, there was approximately $33.1 million of total unrecognized stock-based compensation expense,
adjusted for estimated forfeitures, related to unvested share-based awards. Unrecognized stock-based compensation
expense is expected to be recognized over the next 4.2 years on a weighted average basis and will be adjusted for any
future changes in estimated forfeitures.
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5. INCOME TAXES
For the three months ended June 30, 2008 and 2007, our tax expense was $3.7 million and $6.5 million, respectively.
For the three months ended June 30, 2008, our tax expense consisted of approximately $1.4 million of U.S. tax
expense and $2.3 million of foreign tax expense. Tax expense for the three months ended June 30, 2008, was
comparatively lower than in prior periods due to a $1.2 million discrete tax benefit that occurred during the quarter as
the Company effectively settled certain tax positions with taxing authorities. Tax expense was increased by
$0.2 million during the quarter due to items identified during examinations by taxing authorities. For the three months
ended June 30, 2008 and 2007, the tax rate was 21.7% and 31.0%, respectively.
For the six months ended June 30, 2008 and 2007, our tax expense was $11.5 million and $15.8 million, respectively.
For the six months ended June 30, 2008, our tax expense consisted of approximately $7.8 million of U.S. tax expense
and $3.7 million of foreign tax expense.
In prior years, there was uncertainty of future realization of the deferred tax assets resulting from acquired U.S. tax
loss carryforwards due to anticipated limitations, including limitations under Section 382 of the Internal Revenue
Code. Therefore a valuation allowance was recorded against the tax effect of such tax loss carryforwards. We
evaluated these deferred tax assets and concluded it is more likely than not that we will realize $11.6 million of these
deferred tax assets. This is based on conclusions of an IRC Section 382 analysis completed during 2007 as well as our
expected future taxable income. The release of the valuation allowance was recorded in the second quarter of 2007
and was reflected as a reduction to goodwill. A valuation allowance remains on approximately $1.4 million of
deferred tax assets related to acquired operating losses and other tax attributes as we believe it is more likely than not
that these deferred tax assets will not be realized. This valuation allowance is due to anticipated limitations on
acquired losses and any future release of this valuation allowance will reduce goodwill.
As of June 30, 2008, we had $4.6 million of unrecognized tax benefits. All of these unrecognized tax benefits would
affect our effective tax rate if recognized. During the second quarter, the Company effectively settled certain tax
positions with taxing authorities and as a result gross unrecognized tax benefits decreased by $2.0 million. Gross
unrecognized tax benefits increased by $0.2 million for additional items identified under examinations by taxing
authorities. As of June 30, 2008, we had approximately $330,000 of accrued interest related to uncertain tax positions.
Due to the potential resolution of examinations currently being performed by taxing authorities, and the expiration of
various statutes of limitation, it is reasonably possible that the balance of our gross unrecognized tax benefits may
change within the next twelve months by a range of zero to $1.5 million.
6. DEBT
In 2004 we sold and issued $195.0 million in aggregate principal amount of 1.25% convertible senior notes due
January 1, 2024 (Notes), in a private, unregistered offering. The Notes were sold at 100% of their principal amount.
We are required to pay interest on the Notes on January 1 and July 1 of each year so long as the Notes are outstanding.
The Notes bear interest at a rate of 1.25% and, if specified conditions are met, are convertible into our common stock
at a conversion price of $44.063 per share. The Notes may be surrendered for conversion under certain circumstances,
including the satisfaction of a market price condition, such that the price of our common stock reaches a specified
threshold; the satisfaction of a trading price condition, such that the trading price of the Notes falls below a specified
level; the redemption of the Notes by us, the occurrence of specified corporate transactions, as defined in the related
indenture; and the occurrence of a fundamental change, as defined in the related indenture. The initial conversion
price is equivalent to a conversion rate of approximately 22.6948 shares per $1,000 of principal amount of the Notes.
We will adjust the conversion price if certain events occur, as specified in the related indenture, such as the issuance
of our common stock as a dividend or distribution or the occurrence of a stock subdivision or combination. If a
fundamental change, such as a change in our control, as defined in the related indenture, occurs on or before
January 1, 2009, we may also be required to purchase the Notes for cash and pay an additional make whole premium
payable in our common stock upon the repurchase or conversion of the Notes in connection with the fundamental
change.
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January 1, 2009, and we may redeem the Notes at any time on or after January 1, 2009. Through December 31, 2007,
we classified the Notes as long-term debt. However, in light of the right of holders to require us to redeem the Notes
on January 1, 2009, we have reclassified the Notes as short-term debt.
In the second quarter of 2008 and 2007, we incurred interest expense of $0.6 million and $0.6 million, respectively, on
the Notes and made no interest payments. Interest expense on the Notes was $1.2 million for each of the six months
ended June 30, 2008 and June 30, 2007.
7. FAIR VALUE MEASUREMENTS
Effective January 1, 2008, we adopted the provisions of Statement of Financial Accounting Standards No. 157, Fair
Value Measurements , (FAS 157) for financial instruments. FAS 157 defines fair value, establishes a framework for
measuring fair value in accordance with GAAP, and requires enhanced disclosures about fair value measurements.
FAS 157 does not require any new fair value measurements; rather it specifies valuation methods and disclosures to
be applied when fair value measurements are required under existing or future accounting pronouncements.
FAS 157 clarifies that fair value is 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, FAS 157 establishes a three-tier fair 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 reporting

entity to develop its own assumption.
As of June 30, 2008, we held certain assets that are required to be measured at fair value on a recurring basis. These
included cash equivalents and short and long-term investments.
As of June 30, 2008, Digital River held $116.2 million of investments in auction-rate securities (ARS), the vast
majority of which are AAA/Aaa-rated and collateralized by student loans guaranteed 100 percent by the U.S.
government. All the securities are 105-115% collateralized guaranteed by the Department of Education.
Digital River has classified $7.1 million at par of ARS as short-term investments. In early July, South Carolina
refinanced 100% of its auction rate securities using other investment mechanisms. South Carolina s actions allowed
Digital River to liquidate 100% or $7.0 million of its South Carolina auction rate securities at full par value. As the
result, we have classified the South Carolina auction rate securities as short term. In addition, Digital River had
another $0.1 million partial call liquidate at par value.
The remaining $109.1 million ARS were moved to long term investments. All of these securities continue to fail due
to illiquid market conditions. There are no certain market conditions that indicate that other states will follow South
Carolina s actions in the near term. It is likely, that there will be further liquidation of securities at par within the next
12 months, however we have no definitive means to determine which securities and the timing.
In aggregate the ARS portfolio is yielding 2.89%. We continue to believe that we will be able to liquidate at par over
time. Accordingly, we treated the fair value discount as a temporary condition. We anticipate we have sufficient cash
flow from operations to execute our business strategy and fund our operational needs. We believe that capital markets
are also available if we need to finance other investing alternatives. If we have to liquidate our ARS we do not believe
we would be a distressed seller.
We did determine a market value discount of $0.4 million existed as of June 30, 2008 and recorded a temporary fair
value reduction to Other Comprehensive income on the balance sheet. We believe the securities will continue to yield
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years. Our model assumes that we will hold the ARS to maturity. We believe the risk is low that we will liquidate at
less than par value, due to the recent market activities.
The table below presents our assets measured at fair value on a recurring basis as of June 30, 2008:

Fair Value Measurements

As of June 30, 2008
Level
Total Level 1 2 Level 3
Cash equivalents $276,927 $276,927 $ $
Short-term investments 201,297 194,197 7,100
Long-term investments 109,108 109,108
Total assets measured at fair value $587,332 $471,124 $ $116,208

Based on market conditions, we have classified auction rate securities as Level 3 within FAS 157 s hierarchy since our
initial adoption of FAS 157 at January 1, 2008. As of June 30, 2008, the difference between fair value and par value of
these securities was immaterial to our financial statements.
8. LITIGATION
We are subject to legal proceedings, claims and litigation arising in the ordinary course of business. While the final
outcome of these matters is currently not determinable, we believe there is no litigation pending against us that is
likely to have, individually or in the aggregate, a material adverse effect on our consolidated financial position, results
of operations or cash flows. Because of the uncertainty inherent in litigation, it is possible that unfavorable resolutions
of these lawsuits, proceedings and claims could exceed the amount we have currently reserved for these matters.
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations
The discussion in this Quarterly Report contains forward-looking statements that involve risks and uncertainties. Our
actual results could differ materially from those discussed below. Additional factors that could cause or contribute to
such differences include, but are not limited to, those identified below, and those discussed in the section entitled

Risk Factors, included in Item 1A of Part Il of this Quarterly Report. When used in this document, the words

believes,  expects, anticipates, intends, plans, and similar expressions, are intended to identify certain of
these forward-looking statements. However, these words are not the exclusive means of identifying such statements. In
addition, any statements that refer to expectations, projections or other characterizations of future events or
circumstances are forward-looking statements. The cautionary statements made in this document should be read as
being applicable to all related forward-looking statements wherever they appear in this document.
Overview
We provide end-to-end global e-commerce solutions to a wide variety of companies in software, consumer
electronics, computer and video games, and other markets. We were incorporated in 1994 and began building and
operating online stores for our clients in 1996. We offer our clients a broad range of services that enable them to
quickly and cost effectively establish an online sales channel capability and to subsequently manage and grow online
sales on a global basis. Our offerings help our clients mitigate risk and grow their online revenues. Our services
include design, development and hosting of online stores and shopping carts, store merchandising and optimization,
order management, denied parties screening, export controls and management, tax compliance and management, fraud
management, digital product delivery via download, physical product fulfillment, subscription management,
multi-lingual customer service, online marketing including e-mail marketing, management of paid search programs,
website optimization, web analytics and reporting, and CD production and delivery.
Our products and services allow our clients to focus on promoting and marketing their brands while leveraging our
investments in technology and infrastructure to facilitate the purchase of products through their online websites. When
shoppers visit one of our clients websites and purchase goods, they are transferred to an e-commerce store and /or
shopping cart operated by us on our e-commerce platform. Once on our system, shoppers can typically browse for
products and make purchases online. We typically are the seller of record for transactions through our stores. After a
purchase is made, we either deliver the product digitally via download over the Internet or transmit instructions to a
third party for physical fulfillment of the order. We also process the buyer s payment as the merchant of record,
including collection and remittance of applicable taxes, and can provide customer service in multiple languages to
handle order-related questions. We believe we are an example of an emerging trend known as Software as a Service
(SaaS). We have invested substantial resources to develop our e-commerce software platforms and we provide access
and use of our platforms to our clients as a service as opposed to selling the software to be operated on their own
in-house computer hardware.
In addition to the services we provide that facilitate the completion of an online transaction, we also offer services
designed to increase traffic to our clients websites and the associated online stores and to improve the sales
productivity of those stores. Our services include paid search advertising, search engine optimization, affiliate
marketing, store optimization, multi-variant testing, and e-mail optimization. All of our services are designed to help
our clients acquire customers more effectively, sell to those customers more often and more efficiently, and increase
the lifetime value of each customer. Through our acquisition of NetGiro, we offer clients payment processing services.
Our clients include many of the largest software, consumer electronics, and computer and video game companies and
major retailers of these products, including Autodesk, Inc., Canon Europa N.V., Computer Associates, Electronic
Arts, Inc., Lexmark, Inc., Microsoft Corporation, Nuance Communications Inc, SanDisk Corporation, Smith Micro
Software, Inc., Symantec Corporation, and Trend Micro, Inc.
General information about us can be found at www.digitalriver.com under the Company/Investor Relations link. Our
annual report on Form 10-K, quarterly reports on Form 10-Q and current reports on Form 8-K, as well as any
amendments or exhibits to those reports, are available free of charge through our website as soon as reasonably
practicable after we file them with the Securities and Exchange Commission.
Our prospects must be considered in light of the risks, expenses and difficulties frequently encountered by companies
in new and rapidly evolving markets such as e-commerce. See Item 1A of Part II for a discussion of the risk factors
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Critical Accounting Policies

We prepare our consolidated financial statements in conformity with accounting principles generally accepted in the
United States of America. As such, we are required to make certain estimates, judgments and assumptions that we
believe are reasonable based upon the information available. These estimates and assumptions affect the reported
amounts of assets and liabilities at the date of the financial statements and the reported amounts of revenues and
expenses during the periods presented. The significant accounting policies that we believe are the most critical in fully
understanding and evaluating our reported financial results are the following:

Revenue Recognition. We recognize revenue from services rendered once all the following criteria for revenue
recognition have been met: (1) pervasive evidence of an agreement exists; (2) the services have been rendered; (3) the
fee is fixed and determinable and not subject to refund or adjustment; and (4) collection of the amounts due is
reasonably assured.

We evaluate the criteria outlined in Emerging Issues Task Force, ( EITF ) Issues No. 99-19, Reporting Revenue Gross
as a Principal versus Net as an Agent , in determining whether it is appropriate to record the gross amount of product
sales and related costs or the net amount earned as net revenue. We act as the seller and merchant of record on most of
the transactions processed and have contractual relationships with our clients, which obligate us to pay to the client a
specified percentage of each sale. We derive our revenue primarily from transaction fees based on a percentage of the
product sale price and fees from services rendered associated with the e-commerce and other services provided to our
clients and end customers. Our revenue is recorded as net as generally our clients are subject to inventory risks and
control customers product choices. Clients do not have the right to take possession of the software applications used in
the delivery of services.

We also provide customers with various proprietary software backup services. We recognize revenue for these backup
services upon delivery or based upon historical usage within the contract period of the digital backup services when
this information is available. Digital backup services are recognized straight-line over the life of the backup service
when historical usage information is unavailable. Shipping revenues are recorded net of any associated costs.

We also, to a lesser extent, provide fee-based client services, which include website design and hosting, custom
development and integration, analytical marketing and email marketing services. If we receive payments for fee-based
services in advance of delivery, these amounts are deferred and recognized over the service period.

Provisions for doubtful accounts and transaction losses and authorized credits are made at the time of revenue
recognition based upon our historical experience. The provision for doubtful accounts and transaction losses are
recorded as charges to operating expense, while the provision for authorized credits is recognized as a reduction of net
revenues.

In June 2006, the EITF reached a consensus on EITF Issue No. 06-3, How Taxes Collected from Customers and
Remitted to Governmental Authorities Should Be Presented in the Income Statement (That is, Gross versus Net
Presentation) ( EIFT 06-3 ). EITF 06-3 provides that the presentation of taxes assessed by a governmental authority that
is directly imposed on a revenue-producing transaction between a seller and a customer on either a gross basis
(included in revenues and costs) or on a net basis (excluded from revenues) is an accounting policy decision that
should be disclosed. The Company presents these taxes on a net basis.

Allowance for Doubtful Accounts. We must make estimates and assumptions that can affect the amount of assets and
liabilities and the amounts of revenues and expenses we report in any financial reporting period. We use estimates in
determining our allowance for doubtful accounts, which are based on our historical experience and current trends. We
must estimate the collectability of our billed accounts receivable. We analyze accounts receivable and consider our
historical bad debt experience, customer credit-worthiness, current economic trends and changes in our customer
payment terms when evaluating the adequacy of the allowance for doubtful accounts. We must make significant
judgments and estimates in connection with the allowance in any accounting period. There may be material
differences in our operating results for any period if we change our estimates or if the estimates are not accurate.
Credit Card Chargeback Reserve. We use estimates based on historical experience and current trends to determine
accrued chargeback expenses. Significant management judgments are used and estimates made in connection with the
accrued expenses in any accounting period. There may be material differences in our operating results for any period
if we change our estimates or if the estimates are not accurate.
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Goodwill, Intangibles and Other Long-Lived Assets. We depreciate property, plant and equipment; amortize certain
intangibles and certain other long-lived assets with definite lives over their useful lives. Useful lives are based on our
estimates of the period of time over which the assets will generate revenue or benefit our business. We review assets
with definite lives for impairment whenever events or changes in circumstances indicate that the value we are carrying
on our financial statements for an asset may not be recoverable. Our evaluation considers non-financial data such as
changes in the operating environment and business strategy, competitive information, market trends and operating
performance. If there are indications that impairment may be necessary, we use an undiscounted cash flow analysis to
determine the impairment amount, if any. Assets with indefinite lives are reviewed for impairment annually in the
fourth quarter (or more frequently if there are indications that an impairment may be necessary) utilizing the two-step
approach prescribed in Statement of Financial Accounting Standards (SFAS) No. 142, Goodwill and Other Intangible
Assets. There have been no material impairments of goodwill and other intangible assets for the three and six months
ended June 30, 2008 and 2007.

Income Taxes and Deferred Taxes. Deferred income taxes reflect the 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. We record deferred tax assets for favorable tax attributes, including tax loss carryforwards. We currently
have significant U.S. tax loss carryforwards consisting solely of acquired operating tax loss carryforwards, and a
lesser amount of acquired foreign operating tax loss carryforwards. A portion of the benefit of the acquired tax loss
carryforwards has been reserved by a valuation allowance pursuant to United States generally accepted accounting
principles. These valuation reserves of the deferred tax asset will be reversed if and when it is more likely than not
that the deferred tax asset will be realized. We evaluate the need for a valuation allowance of the deferred tax asset on
a quarterly basis. If the benefit of these acquired tax loss carryforwards is recognized, we will not recognize the
benefit in the statement of income. Rather, the benefit will be recognized as a reduction to goodwill.

On January 1, 2007, we adopted FASB Interpretation No. 48 (FIN 48), Accounting for Uncertainty in Income Taxes
an interpretation of FASB Statement No. 109. FIN 48 clarifies the accounting for uncertainty in income taxes
recognized under SFAS No. 109, Accounting for Income Taxes. FIN 48 prescribes a recognition threshold and
measurement attribute for financial statement recognition and measurement of a tax position taken or expected to be
taken in a tax return and also provides guidance on various related matters such as derecognition, interest and
penalties, and disclosure. As a result of the implementation of FIN 48, we recognized no material adjustment in the
liability for unrecognized income tax benefits.

Fair Value Measurements. On January 1, 2008, we adopted FAS No. 157, Fair Value Measurements (FAS 157). This
Statement defines fair value, establishes a framework for measuring fair value in generally accepted accounting
principles, and expands disclosures about fair value measurements. The Statement applies under other accounting
pronouncements that require or permit fair value measurements and, accordingly, does not require any new fair value
measurements. This Statement was initially effective as of January 1, 2008, but in February 2008, the FASB delayed
the effective date for applying this standard to nonfinancial assets and liabilities that are recognized or disclosed at fair
value in the financial statements on a nonrecurring basis. We adopted FAS 157 as of January 1, 2008 for assets and
liabilities within its scope and the impact was immaterial to our financial statements.

Stock-Based Compensation Expense. On January 1, 2006, we adopted Statement of Financial Accounting Standards
No. 123 (Revised 2004), Share-Based Payment, ( SFAS 123(R) ) which requires the measurement and recognition of
compensation expense for all share-based payments made to employees and directors including stock options,
restricted stock grants and employee stock purchases made through our Employee Stock Purchase Plan based on
estimated fair values.

We have adopted SFAS 123(R) using the modified prospective transition method under which prior periods are not
revised. Stock-based compensation expense recognized during the period is based on the value of the portion of
share-based awards that are ultimately expected to vest during the period. Stock-based compensation expense
recognized in our Condensed Consolidated Statement of Income for 2007 and 2008 includes compensation expense
for share-based awards granted prior to, but not yet vested, as of December 31, 2005, as well as compensation expense
for the share-based payment awards granted subsequent to December 31, 2005. The fair value of each stock option
grant is estimated on the date of grant using the Black-Scholes option pricing model. The fair value of restricted stock
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Compensation expense for all share-based payment awards is recognized using the straight-line amortization method

over the vesting period. As stock-based compensation expense recognized in our Condensed Consolidated Statement

of Income is based on awards ultimately expected to vest, it has been reduced for estimated forfeitures. SFAS 123(R)
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requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if actual
forfeitures differ from those estimates.

SFAS 123(R) also requires the benefits of tax deductions in excess of recognized stock-based compensation expense
be reported as a financing cash flow, rather than an operating cash flow as required prior to adoption of SFAS 123(R)
in our Condensed Consolidated Statement of Cash Flows.

See Note 4 in the Condensed Consolidated Financial Statements in this Quarterly Report on Form 10-Q for further
information regarding our stock-based compensation plans.

Results of Operations

The following table sets forth certain items from our condensed consolidated statements of income as a percentage of
total revenue for the periods indicated:

Three Months Ended Six Months Ended
June 30, June 30,

2008 2007 2008 2007
Revenue 100.0% 100.0% 100.0% 100.0%
Cost of Revenue (exclusive of depreciation and
amortization expense shown separately below):
Direct cost of services 4.5 3.1 4.3 29
Network and infrastructure 10.6 94 10.2 8.7
Sales and marketing 39.9 41.9 39.1 394
Product research and development 13.3 10.5 12.7 10.0
General and administrative 11.0 12.2 10.4 11.6
Depreciation and amortization 4.0 42 3.9 3.6
Amortization of acquisition-related costs 2.2 2.1 2.2 2.6
Total costs and expenses 85.5 83.4 82.8 78.8
Income from operations 14.5 16.6 17.2 21.2
Interest Income 4.3 10.5 53 9.5
Other expense, net (1.7) 0.3) (1.2) 0.7)
Income before income tax expense 17.1 26.8 21.3 30.0
Income tax expense 3.7 8.3 5.7 9.3
Net income 13.4% 18.5% 15.6% 20.7%

We acquired NetGiro Systems AB (NetGiro) on September 1, 2007, and DigitalSwift Corporation (DigitalSwift) and
CustomCD, Inc. (CustomCD) in January 2008. The results of these acquisitions must be factored into any comparison
of our 2008 results to the results for 2007. See Note 3 of our Consolidated Financial Statements in this Form 10-Q for
pro forma financial information as if these entities had been acquired on January 1, 2007.

REVENUE. Our revenue increased to $98.4 million for the three months ended June 30, 2008, from $78.2 million for
the same period in the prior year, an increase of $20.2 million, or 25.8%. For the six months ended June 30, 2008,
revenue totaled $202.0 million, an increase of $32.1 million, or 18.9%, from revenue of $169.9 million in the same
period of the prior year. The revenue increases were primarily attributable to increased traffic, increase in average
order value offset by a reduction in close ratio, growth in the number of online game and consumer electronic clients
we served, increased sales from international sites, expanded strategic marketing activities with a larger number of
clients, and acquisitions. NetGiro, DigitalSwift and CustomCD accounted for $6.6 million of total revenue for the
three months ended June 30, 2008. For the six months ended June 30, 2008, total revenue for NetGiro, DigitalSwift
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and CustomCD equaled $12.9 million. Sales of security software products for PCs represent the largest contributor to
our revenues.

International e-commerce sales were approximately 44.1% and 43.6% of total sales in the three month period ended
June 30, 2008 and 2007, respectively, and approximately 43.6% and 43.0% of total sales for the six month period
ended June 30, 2008 and 2007, respectively. That growth is attributable to a larger number of international stores

being operated for our clients.
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DIRECT COST OF SERVICES. Our direct cost of services primarily include costs related to personnel, product
fulfillment, physical on demand, our proprietary back-up CD production and client-specific costs. Direct cost of
service expense was $4.5 million for the three months ended June 30, 2008, up from $2.4 million for the same period
in the prior year. For the six months ended June 30, 2008, direct cost of service expense was $8.6 million, up from
$5.0 million for the same period of the prior year. The increase was primarily due to $1.4 million and $2.7 million of
increased CD supply and personnel related costs associated with higher gross sales for the three and six months period
ended June 30, 2008, from our January 2008 DigitalSwift and CustomCD acquisitions. The remaining increases were
attributable to higher CD supply costs, additional personnel and website optimization consulting costs to support our
largest clients and handle increased sales volume. As a percentage of revenue, direct cost of services was 4.5% and
4.3% for the three and six months ended June 30, 2008, compared to 3.1% and 2.9% in the same periods of the prior
year.

We currently believe that direct cost of services will increase in absolute dollars in 2008 compared to 2007 as a result
of our acquisitions and as we continue to expand our worldwide CD fulfillment capacity to meet anticipated shipment
volumes, particularly in the consumer electronics market that we serve.

NETWORK AND INFRASTRUCTURE. Our network and infrastructure expenses primarily include personnel
related expenses and costs to operate and maintain our technology platforms, customer service, data communication
and data center operations. Network and infrastructure expenses were $10.4 million and $7.3 million for the three
months ended June 30, 2008 and 2007, respectively. The increase for the three months ended June 30, 2008, compared
to the same period in the prior year were mainly due to $1.4 million in personnel related expense and approximately
$1.2 million in data communication and software licenses expenses. For the six months ended June 30, 2008, network
and infrastructure expenses were $20.6 million, up from $14.8 million for the same period of the prior year. The year
over year cost increase for the six months ended June 30, 2008 supported revenue growth and was comprised of
approximately $1.7 million in personnel related expenses, $1.4 million in additional software license amortization
expense and $1.8 million of network and infrastructure costs related to our recent NetGiro acquisition. As a
percentage of revenue, network and infrastructure increased to 10.6% and 10.2% for the three and six months ended
June 30, 2008, compared to 9.4% and 8.7% in the same periods of the prior year.

We currently believe that network and infrastructure expenses will increase in absolute dollars in 2008 compared to
2007 due to the impact of acquisitions and as we continue to expand our global data center and customer service
capacity.

SALES AND MARKETING. Our sales and marketing expenses mainly include credit card transaction and other
payment processing fees, personnel and related costs, advertising, promotional and product marketing expenses, credit
card chargeback s and bad debt expense. Sales and marketing expenses increased to $39.2 million for the three months
ended June 30, 2008 from $32.8 million for the same period in the prior year. The increase for the three months ended
June 30, 2008, compared to the same period in the prior year were mainly due to approximately $3.2 million in
personnel related expense, $1.1 million in marketing and advertising expenses, and $2.3 million in payment
processing fees. Sales and marketing expense increased to $79.0 million for the six months ended June 30, 2008 from
$67.0 million for the same period in the prior year. The increase for the six months ended 2008 compared to 2007 was
primarily due to a $4.7 million increase in credit card and other payment processing fees directly related to
incremental gross revenue and the addition of new international payment methods, an additional $4.1 million in
personnel, consulting and related costs to support our global growth initiatives in strategic and product marketing and
$2.0 million in sales and marketing expenses incurred by our recent acquisition NetGiro. As a percentage of revenue,
sales and marketing expense was 39.9% and 39.1% in the three and six months ended June 30, 2008, compared to
41.9% and 39.4% for the same periods in the prior year.

We currently believe sales and marketing expenses will increase in absolute dollars in 2008 compared to 2007, to
support the expansion of our client relationships through increased investments in subscriptions, international payment
processing and strategic marketing services. We also plan to invest in key vertical markets, in particular consumer
electronics and games.

PRODUCT RESEARCH AND DEVELOPMENT. Our product research and development expenses include the costs
of personnel and related expenses associated with developing, maintaining and enhancing our technology platforms
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and related systems. Product research and development expense increased to $13.1 million and $25.7 million,
respectively, for the three and six months ended June 30, 2008 from $8.2 million and $16.9 million for the same
periods in the prior year. The increase for the three months ended June 30, 2008, compared to the same period in the
prior year were mainly due to personnel related expense of $3.3 million and consulting fees of $1.0 million. The
increase for the six months ended June 30, 2008 compared to the same period in 2007 was primarily due to strategic

investments in our
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e-commerce infrastructure. These investments primarily impacted software development and quality assurance and
comprised $1.3 million of professional consulting fees, $3.9 million in personnel related expenses, $2.2 million of
product research and development expenses incurred by our recent acquisition NetGiro and $0.9 million related to our
Digital Swift and CustomCD acquisitions. These investments supported on-going initiatives in our e-commerce
infrastructure to advance global system scalability, our e-marketing capabilities and client reporting. We expect these
investments to drive long-term operational efficiencies across the organization and provide further competitive
differentiation. We capitalized approximately $0.2 million related to software development during the three and six
months ended June 30, 2008, and did not capitalize any significant costs related to software development during the
same periods in 2007. As a percentage of revenue, product research and development expense was 13.3% and 12.7%
in the three and six months ended June 30, 2008, compared to 10.5% and 10.0% for the same periods in the prior year.
We currently believe that product research and development expenses will increase in absolute dollars in 2008
compared to 2007, as a result of our completed 2007 NetGiro acquisition and continued investments in product
development required to remain competitive.

GENERAL AND ADMINISTRATIVE. Our general and administrative expenses primarily include the costs of
executive, accounting and administrative personnel and related expenses, professional fees for legal, tax and audit
services, bank fees and insurance. General and administrative expenses increased to $10.8 million and $21.1 million,
respectively, for the three and six months ended June 30, 2008, from $9.5 million and $19.7 million for the same
periods in the prior year. The increase for the three months ended June 30, 2008, compared to the same period in the
prior year were mainly due to $1.1 million in personnel related costs. For the six months ended June 30, 2008,
compared to the same period in the prior year the increase resulted from approximately $1.6 million higher personnel
costs to support infrastructure investments and continued growth and $0.9 million of general and administrative costs
incurred by our recent acquisition NetGiro. These increases were partially offset by $1.1 million lower legal expenses
for the six month period ended June 30, 2008, compared to the prior year which included professional legal fees
related to our internal review of historical stock option practices. As a percentage of revenue, general and
administrative expenses was 11.0% and 10.4% for the three and six months ended June 30, 2008, compared to 12.2%
and 11.6% for the same periods of the prior year.

We currently believe that general and administrative expenses will increase in absolute dollars in 2008 compared to
2007, as we continue to invest in our infrastructure to support our continued organic growth and expenses related to
new acquisitions.

DEPRECIATION AND AMORTIZATION. Our depreciation and amortization expenses include the depreciation of
computer equipment and office furniture and the amortization of purchased and internally developed software,
leasehold improvements made to our leased facilities and debt financing costs. Computer equipment, software and
furniture are depreciated under the straight-line method using three to seven year lives and leasehold improvements
are amortized over the shorter of the life of the asset or the remaining length of the lease. Depreciation and
amortization expense was $4.0 million and $7.8 million for the three and six months ended June 30, 2008,
respectively, compared to $3.3 million and $6.1 million for the same periods in the prior year. The increase was
primarily due to depreciation and amortization on new data center equipment, third party software licenses and
facilities.

We currently believe that depreciation and amortization expense will increase in absolute dollars in 2008 compared to
2007 as we continue to expand our worldwide customer support capacity and expand the number of operating global
data centers.

AMORTIZATION OF ACQUISITION-RELATED INTANGIBLES. Our amortization of acquisition-related
intangibles line item consists of amortization of intangible assets recorded from eight of our acquisitions during the
past four years. Amortization of acquisition-related intangible assets was $2.2 million and $4.3 million, respectively,
for the three and six months ended June 30, 2008, compared to $1.6 million and $4.4 million for the same periods in
the prior year. The increase was due to additional amortization from recent acquisitions. We have purchased, and
expect to continue purchasing assets or businesses which may include the purchase of intangible assets.

INTEREST INCOME. Our interest income represents the total of interest income on our cash, cash equivalents,
long-term investments and short-term investments. Interest income was $4.3 million and $10.5 million, respectively,
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for the three and six months ended June 30, 2008, compared to $8.3 million and $16.1 million for the same periods in
the prior year. The decrease in interest income was primarily due to the use of $138 million in cash for our share
repurchase program during the first quarter of 2008. Interest income also declined due to lower yields on our portfolio
during 2008.
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OTHER EXPENSE, NET. Our other expense, net line includes the total of interest expense on our debt and foreign
currency transaction gains and losses and disposals of asset gains and losses. Interest expense was unchanged at
$0.6 million and $1.2 million, respectively, for the three and six months ended June 30, 2008 and 2007. Foreign
currency re-measurement was $0.0 and a $0.1 million loss for the three and six months ended June 30, 2008,
respectively, compared to a gain of $0.4 million and $0.1 million for the same periods in the prior year. The loss on
disposals of assets was $1.0 million for the three and six month period ending June 30, 2008, and included one-time
charges of approximately $0.5 million each for a settlement of patent litigation and a write-down of intangible assets
related to our 2007 Bitpass asset acquisition. Disposals of assets were immaterial in the same periods of 2007. Gains
and losses from the sale of investments were immaterial for the three and six months ended June 30, 2008 and 2007.
INCOME TAXES. For the three months ended June 30, 2008 and 2007, our tax expense was $3.7 million and
$6.5 million, respectively. For the three months ended June 30, 2008, our tax expense consisted of approximately
$1.4 million of U.S. tax expense and $2.3 million of foreign tax expense. Tax expense for the three months ended
June 30, 2008, was comparatively lower than in prior periods due to a $1.2 million discrete tax benefit that occurred
during the quarter as the Company effectively settled certain tax positions with taxing authorities. Tax expense was
increased by $0.2 million during the quarter due to items identified during examinations by taxing authorities. For the
three months ended June 30, 2008 and 2007, the tax rate was 21.7% and 31.0%, respectively.
For the six months ended June 30, 2008 and 2007, our tax expense was $11.5 million and $15.8 million, respectively.
For the six months ended June 30, 2008, our tax expense consisted of approximately $7.8 million of U.S. tax expense
and $3.7 million of foreign tax expense.
In prior years, there was uncertainty of future realization of the deferred tax assets resulting from acquired U.S. tax
loss carryforwards due to anticipated limitations, including limitations under Section 382 of the Internal Revenue
Code. Therefore a valuation allowance was recorded against the tax effect of such tax loss carryforwards. We
evaluated these deferred tax assets and concluded it is more likely than not that we will realize $11.6 million of these
deferred tax assets. This is based on conclusions of an IRC Section 382 analysis completed during 2007 as well as our
expected future taxable income. The release of the valuation allowance was recorded in the second quarter of 2007
and was reflected as a reduction to goodwill. A valuation allowance remains on approximately $1.4 million of
deferred tax assets related to acquired operating losses and other tax attributes as we believe it is more likely than not
that these deferred tax assets will not be realized. This valuation allowance is due to anticipated limitations on
acquired losses and any future release of this valuation allowance will reduce goodwill.
As of June 30, 2008, we had $4.6 million of unrecognized tax benefits. All of these unrecognized tax benefits would
affect our effective tax rate if recognized. During the second quarter, the Company effectively settled certain tax
positions with taxing authorities and as a result gross unrecognized tax benefits decreased by $2.0 million. Gross
unrecognized tax benefits increased by $0.2 million for additional items identified under examinations by taxing
authorities. As of June 30, 2008, we had approximately $330,000 of accrued interest related to uncertain tax positions.
Due to the potential resolution of examinations currently being performed by taxing authorities, and the expiration of
various statutes of limitation, it is reasonably possible that the balance of our gross unrecognized tax benefits may
change within the next twelve months by a range of zero to $1.5 million.
Off Balance Sheet Arrangements
None
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Liquidity and Capital Resources
As of June 30, 2008, we had $276.9 million of cash and cash equivalents, and $201.3 million of short-term
investments. Our primary source of internal liquidity is our operating activities. Net cash provided by operations
during the first half of 2008 and 2007 was primarily the result of net income adjusted for non-cash expenses and
balance sheet changes.
Net cash used for investing activities for the six months ended June 30, 2008, was $21.9 million and was the result of
net sales of investments of $5.0 million, cash paid for acquisitions net of cash received of $17.4 million, and purchases
of capital equipment of $9.5 million. Net cash used for investing activities for the six months ended June 30, 2007 was
$50.8 million and was the result of net purchases of investments of $35.7 million, cash paid for acquisitions net of
cash received of $8.5 million, and purchases of capital equipment of $6.6 million.
Net cash used for financing activities during the six months ended June 30, 2008, was $131.4 million. Proceeds of
$5.9 million were provided by the sale of stock through the exercise of stock options and the employee stock purchase
plan, cash used in the repurchase of restricted stock to satisfy tax withholding obligation was $0.4, and proceeds of
$1.0 million were provided by the excess tax benefit from stock-based compensation. In February 2008, we
repurchased $137.9 million of common stock, which reduced our net cash provided by financing activities. Net cash
provided by financing activities during the six months ended June 30, 2007, was $18.6 million. Proceeds of $8.9
million were provided by the sale of stock through the exercise of stock options and the employee stock purchase
plan, and proceeds of $10.0 million were provided by the excess tax benefit from stock-based compensation.
At June 30, 2008, we held approximately $109.1 million and $7.1 million of municipal debt classified as non-current
and current assets, respectively, with an auction reset feature ( auction rate securities ) whose underlying assets are
generally student loans which are FFELP (Federal Family Education Loan Program) over-collateralized, guaranteed
and backed by the Department of Education.
As of August 1, 2008, auctions failed for all auction rate securities, except for the $7.1 million classified as current
that was liquidated in July 2008. A failed auction will occur if there is more selling than buying in a given auction. All
of our auction rate securities, including those subject to the failure, are currently rated AAA, the highest rating, by a
rating agency. If the issuers are unable to successfully close future auctions and their credit 