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PART I. FINANCIAL INFORMATION
Item 1. FINANCIAL STATEMENTS

SMART ONLINE, INC.

CONSOLIDATED BALANCE SHEETS

Assets

CURRENT ASSETS:

Cash and Cash Equivalents

Restricted Cash

Accounts Receivable, Net

Other Accounts Receivable

Prepaid Expenses

Total Current Assets

PROPERTY AND EQUIPMENT, Net
INTANGIBLE ASSETS, Net
OTHER ASSETS

TOTAL ASSETS

Liabilities and Stockholders' Equity
CURRENT LIABILITIES:

Accounts Payable

Short-term Portion of Capital Lease
Short-term Portion of Subscription Financing Payable
Accrued Registration Rights Penalty
Current Portion of Notes Payable
Accrued Liabilities

Deferred Revenue

Total Current Liabilities
LONG-TERM LIABILITIES:
Long-term Portion of Notes Payable
Subscription Financing Payable
Deferred Revenue

Total Long-term Liabilities

Total Liabilities

COMMITMENTS AND CONTINGENCIES

STOCKHOLDERS' EQUITY:

Common Stock, $.001 Par Value, 45,000,000 Shares Authorized, Shares
Issued and Outstanding:

June 30, 2006 - 15,804,030; December 31, 2005 -15,607,230

Additional Paid-in Capital

Accumulated Deficit

Total Stockholders' Equity

TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY

$

June 30,

2006

(unaudited)

853,129
426,699
358,568
70,481
217,228
1,926,105
596,792
10,539,148
268,730
13,330,775

1,194,550
9,867
883,987
359,258
3,280,712
128,975
586,742
6,444,091

218,117
659,736
54,883
932,736
7,376,827

15,804
59,891,034
(53,952,890)

5,953,948
13,330,775

The accompanying notes are an integral part of the consolidated financial statements.

$

$

$

$

December 31,

2005

1,434,966
230,244
504,979
74,876
370,225
2,615,290
664,062
11,032,129
246,598
14,558,079

855,904
14,707
855,060
129,945
2,189,986
91,233
785,324
4,922,159

2,331,152
541,110
91,027
2,963,289
7,885,448

15,607
58,982,617
(52,325,593)
6,672,631
14,558,079
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CONSOLIDATED STATEMENTS OF OPERATIONS

REVENUES:
Subscription Fees
Professional Services Fees
Integration Fees
Syndication Fees

OEM Revenue

Other Revenues

Total Revenues

COST OF REVENUES
GROSS PROFIT

OPERATING EXPENSES:
General and Administrative
Sales and Marketing

Research and Development

Total Operating Expenses
LOSS FROM OPERATIONS

OTHER INCOME (EXPENSE):
Interest Income (Expense), Net
Takeback of Investor Relations
Shares

Werite-off of Investment

Gain on Debt Forgiveness

Total Other Income (Expense)
NET LOSS

Accretive dividend issued in
connection with registration rights
agreement

Net Loss Attributed to Common
Stockholders

NET LOSS PER SHARE:

Net loss attributed to

common stockholders -

Basic and Diluted

SHARES USED IN COMPUTING
NET LOSS PER SHARE

Basic and Diluted

$

SMART ONLINE, INC.
(unaudited)
Three Months Ended
June 30, 2006 June 30, 2005
924,833 $ 25,731
260,358 -
26,667 252,198
57,352 103,602
9,000 12,000
52,112 12,585
1,330,322 406,116
329,475 21,911
1,000,847 384,205
1,847,093 724,162
282,004 287,946
500,260 246,403
2,629,357 1,258,511
(1,628,510) (874,306)
(106,716) 4,197
1,562,500 -
144,351 9,293
1,600,135 13,490
(28,375) (860,816)
- (3)
(28,375) $ (860,819)
(0.00) $ (0.07)
15,117,967 12,387,333

$

$

$

Six Months Ended
June 30, 2006 June 30, 2005
1,924,032  $ 40,890
862,325 -
176,410 381,720
126,267 195,642
18,000 24,000
118,957 17,102
3,225,991 659,354
678,407 53,638
2,547,584 605,716
4,003,323 1,243,198
610,472 582,678
1,014,646 501,630
5,628,441 2,327,506
(3,080,857) (1,721,790)
(228,292) 10,195
1,562,500 -
(25,000) -
144,351 556,634
1,453,559 566,829
(1,627,298) (1,154,961)
= (3)
(1,627,298) $ (1,154,964)
0.11) $ (0.10)
15,052,205 12,110,013
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The accompanying notes are an integral part of the consolidated financial statements.
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CASH FLOWS FROM
OPERATING ACTIVITIES:

Net Loss

Adjustments to Reconcile Net Loss to
Net Cash

Used in Operating Activities:
Depreciation & Amortization
Amortization of Deferred Financing
Costs

Bad Debt Expense

Takeback of Investor Relations
Shares

Common Shares, Warrants, or
Options Issued in Lieu of
Compensation

Stock Option Related Compensation
Expense

Issuance of Warrants

Write-off of Investment
Registration Rights Penalty

Gain on Debt Forgiveness

Changes in Assets and Liabilities:
Accounts Receivable

Prepaid Expenses

Other Assets

Deferred Revenue

Accounts Payable

Accrued Payroll

Accrued Payroll Taxes Payable
Accrued and Other Expenses
Deferred Compensation, Notes
Payable, and Interest

Net Cash Used in Operating
Activities

CASH FLOWS FROM INVESTING
ACTIVITIES:

Purchases of Furniture and
Equipment

Redemption of Marketable Securities

SMART ONLINE, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)
Three Months Ended
June 30, 2006 June 30, 2005
(28,375) $ (860,819) $
342,224 13,155
21,326 -
2,500 -
(1,562,500) -
- 79,279
191,550 -
121,415 -
(144,351) (9,293)
390,744 (23,516)
1,117 (185,422)
(25,000) 3,653
19,286 (142,382)
223,419 (26,477)
- 43,741
- (49,341)
(44,266) -
(490,911) (1,157,422)
(26,560) (34,841)
(26,560) (34,841)

Six Months Ended
June 30, 2006 June 30, 2005
(1,627,298) (1,154,964)
677,858 24,248
63,683 -
67,817 -
(1,562,000) -
- 79,279
449,014 -
- 19,231
25,000 -
229,313 -
(144,351) (556,634)
35,907 33,967
63,906 (225,203)
(25,596) 1,433
(96,483) (190,210)
460,580 31,332
- 55,961
- (49,341)
30,265 -
- (1,091,814)
(1,352,885) (3,022,715)
(97,838) (86,104)
395,000
(97,838) 308,396

8
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Net Cash Provided by (Used in)
Investing Activities
CASH FLOWS FROM FINANCING

ACTIVITIES:

Repayments on Notes Payable (471,823) - (1,019,094) -
Borrowings from Factors 110,719 - 637,446 -
Repayments to Factors (270,117) - (575,110) -
Restricted Cash 103,301 - (196,455) -
Issuance of Common Stock 1,000,000 357,887 2,022,100 3,092,887
Net Cash Provided by Financing

Activities 472,080 357,887 868,887 3,092,887
NET (DECREASE) INCREASE IN

CASH

AND CASH EQUIVALENTS (45,391) (834,376) (582,220) 379,068
CASH AND CASH

EQUIVALENTS,

BEGINNING OF PERIOD 898,521 1,386,783 1,434,966 173,339
CASH AND CASH

EQUIVALENTS,

END OF PERIOD $ 853,130 $ 552,407 $ 853,130 $ 552,407
5
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SMART ONLINE, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)
Three Months Ended Six Months Ended
June 30,
June 30, 2006 2005 June 30, 2006 June 30, 2005

Supplemental Disclosures:

Cash Paid During the Period for

Interest: $ 113,116 $ - $ 225,515 $ 154,288

The accompanying notes are an integral part of the consolidated financial statements.
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Smart Online, Inc.
Notes to Consolidated Financial Statements - Unaudited

1. SUMMARY OF BUSINESS AND SIGNIFICANT ACCOUNTING POLICIES

Description of Business - Smart Online, Inc. (“Smart Online” or the “Company”’) was incorporated in the State of
Delaware in 1993. Smart Online develops and markets Internet-delivered Software-as-a-Service (SaaS) software
applications and data resources to start and run small businesses. The Company’s subscribers access its products
through the websites of the Company’s private label syndication partners, including major companies and financial
institutions, and the Company’s main portal at www.SmartOnline.com.

Basis of Presentation- The accompanying consolidated balance sheet as of June 30, 2006 and the consolidated
statements of operations and cash flows for the three months and six months ended June 30, 2006 and June 30, 2005
are unaudited. These unaudited consolidated financial statements should be read in conjunction with the audited
consolidated financial statements and related notes, together with management's discussion and analysis of financial
position and results of operations, contained in the Company’s Annual Report on Form 10-K for the year ended
December 31, 2005 filed with the Securities and Exchange Commission (“SEC”) on July 11, 2006 (the “2005 Annual
Report”).

The consolidated financial statements have been prepared in accordance with accounting principles generally accepted
in the United States (“U.S. GAAP”). In the opinion of management, the unaudited consolidated financial statements
contained in this Quarterly Report on Form 10-Q include all normal and recurring adjustments necessary for the fair
presentation of the Company’s consolidated statement of financial position as of June 30, 2006 and its consolidated
results of operations and cash flows for the three months and six months ended June 30, 2006 and June 30, 2005. The
results for the three months and six months ended June 30, 2006 are not necessarily indicative of the results to be
expected for the fiscal year ending December 31, 2006.

The consolidated financial statements have been prepared assuming that the Company will continue as a going
concern. As such, they do not include adjustments relating to the recoverability of recorded asset amounts and
classification of recorded assets and liabilities. The Company had accumulated losses of approximately $54 million at
June 30, 2006 and will be required to make significant expenditures in connection with continuing research and
development, sales and marketing, and general and administrative expenses. The Company’s ability to continue its
operations is dependent upon the raising of capital through equity or debt financing in order to meet its working needs.

These conditions raise substantial doubt about the Company’s ability to continue as a going concern, and if substantial
additional funding is not acquired or alternative sources developed, management will be required to curtail or cease its
operations.

The Company may raise additional capital by the sale of its equity securities or other financing avenues. Management
believes that actions presently being taken to obtain additional funding will allow the Company to continue as a going
concern.

Significant Accounting Policies - In the opinion of management, the significant accounting policies used for the
three-months and six months ended June 30, 2006 are consistent with those used for the years ended December 31,
2005, 2004 and 2003. Accordingly, please refer to Smart Online’s 2005 Annual Report for its significant accounting
policies.

11
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Fiscal Year - Smart Online’s fiscal year ends December 31. References to fiscal 2005, for example, refer to the fiscal
year ending December 31, 2005.

Use of Estimates - The preparation of financial statements in conformity with U.S. GAAP requires management to
make estimates and assumptions in the Company’s consolidated financial statements and notes thereto. Significant
estimates and assumptions made by management include the determination of the provision for income taxes, the fair
market value of stock awards issued and the period over which revenue is generated. Actual results could differ
materially from those estimates.

Software Development Costs- Smart Online has not capitalized any direct or allocated overhead associated with the
development of software products prior to general release. Statement of Financial Accounting Standards (“SFAS”) No.
86, Accounting for the Costs of Software to be Sold, Leased or Otherwise Marketed, requires capitalization of certain
software development costs subsequent to the establishment of technological feasibility. Based on the Company’s
product development process, technological feasibility is established upon completion of a working model. Costs
related to software development incurred between completion of the working model and the point at which the

product is ready for general release have been insignificant.

7
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Impairment of Long Lived Assets- Long-lived assets and certain identifiable intangibles are reviewed for impairment
whenever events or changes in circumstances indicate that the carrying amount of an asset may not be recoverable.
Recoverability of assets to be held and used is measured by a comparison of the carrying amount of an asset to future
net cash flows expected to be generated by the asset. If such assets are considered to be impaired, the impairment to be
recognized is measured by the amount by which the carrying amount of the assets exceeds the fair value of the assets.
Assets to be disposed of are reported at the lower of the carrying amount or fair value less costs to sell.

Adbvertising Costs- Smart Online expenses all advertising costs as they are incurred. The amount charged to sales and
marketing expense during the second quarters of 2006 and 2005 were $1,229 and $53,518, respectively. The amount
charged to sales and marketing expense during the first six months of 2006 and 2005 totaled $43,795 and $189,852,
respectively. These advertising costs included $0 and $46,250 of barter advertising expense for the three months
ended June 30, 2006 and June 30, 2005, respectively, and $37,915 and $181,250 for the six-months ended June 30,
2006 and June 30, 2005, respectively.

Net Loss per Share- Basic loss per share is computed using the weighted-average number of common shares
outstanding during the periods. Diluted loss per share is computed using the weighted-average number of common
and dilutive common equivalent shares outstanding during the periods. Common equivalent shares consist of
redeemable preferred stock, stock options and warrants that are computed using the treasury stock method. Shares
issuable upon the exercise of redeemable preferred stock, stock options and warrants are excluded from the calculation
of common equivalent shares as the impact is anti-dilutive.

Stock-Based Compensation- Effective January 1, 2006, Smart Online adopted SFAS No. 123 (revised 2004), Share
Based Payment (“SFAS No. 123R”), using the modified-prospective-transition method. SFAS No. 123R revises SFAS
No. 123, Accounting for Stock-Based Compensation (‘“SFAS No. 123”) and supersedes Accounting Principles Board
Opinion No. 25, Accounting for Stock Issued to Employees (“APB No. 25”). SFAS No. 123R requires the cost of all
share-based payments to employees, including grants of employee stock options, to be recognized in the financial
statements based on their fair values at grant date, or the date of later modification, over the required service period. In
addition, SFAS No. 123R requires unrecognized cost related to options vesting after the date of initial adoption to be
recognized in the financial statements over the remaining requisite service period.

Under the modified-prospective-transition method, the amount of compensation cost recognized includes:

(i) compensation cost for all share-based payments granted prior to, but not yet vested, as of January 1, 2006, based on
the grant date fair value estimated in accordance with the original provisions of SFAS No. 123 and (ii) compensation
cost for all share-based payments granted subsequent to January 1, 2006, based on the grant date fair value estimated
in accordance with the provisions of SFAS No. 123R (See Note 8 for details on option grants). Results for prior
periods have not been restated.

As of June 30, 2006, the Company maintains the 2004 Equity Compensation Plan (the “2004 Plan”). The 2004 Plan
provides for the grant of incentive stock options, non-statutory stock options, restricted stock, and other direct stock
awards to employees (including officers) and directors of the Company as well as to certain consultants and advisors.
The total number of shares of the Company’s common stock reserved for issuance under the 2004 plan is 5,000,000
shares, subject to adjustment in the event of stock split, stock dividend, recapitalization or similar capital change. (See
Note 8 for details on option grants).

After adoption of SFAS No. 123R, the Company recognizes the stock based compensation of previously granted
share-based options and new share based options under the straight-line method over the requisite service period.
Total stock-based compensation expense recognized under SFAS No. 123R, was approximately $191,500 and
$449,000 for the three months and six months ended June 30, 2006, respectively. No share based compensation was
capitalized in the consolidated financial statements.

13



Edgar Filing: SMART ONLINE INC - Form 10-Q

The fair value of option grants under the 2004 Plan during the three and six month periods ended June 30, 2006 and
June 30, 2005 was estimated using the following weighted-average assumptions:

Three Months Ended Six Months Ended
June 30, June 30, June 30,  June 30,
2006 2005 2006 2005
Dividend yield 0. 00% 0. 00% 0. 00% 0. 00%
Expected volatility 140% 33.06% 150% 33.06%
Risk free interest
rate 5.11% 4.24% 5.11% 4.23%
Expected lives
(years) 5 9.2 5 9.1
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For periods prior to January 1, 2006, Smart Online accounted for its stock-based compensation plans in accordance
with the intrinsic value provisions of APB No. 25. Stock options are generally granted at prices equal to the fair value
of the Company's common stock on the grant dates. Accordingly, the Company did not record any compensation
expense in the accompanying financial statements for the three months or six months ended June 30, 2005 for its
stock-based compensation plans. Had compensation expense been recognized consistent with the fair value provisions
of SFAS No. 123R, the Company’s net loss attributed to common stockholders and net loss attributed to common
stockholders per share for the three and six month periods ended June 30, 2005 would have been changed to the pro
forma amounts indicated below:

Three
Months Six Months
Ended June Ended June

30, 2005 30, 2005
Net loss attributed to
common stockholders:
As reported $ (860,819)% (1,154,961)
Add: Compensation cost
recorded at intrinsic value -
Less: Compensation cost using

the fair value method (62,352) (96,404)
Pro forma $ (923,171)$  (1,251,365)
Three

Months Six Months
Ended Ended
June 30, June 30,

2005 2005
Reported net loss attributed to
common stockholders:
Basic and diluted $ 0.07)$ (0.10)
Pro forma net loss per share:
Basic and diluted $ 0.07)$ (0.10)

2. PRESENTATION OF SUBSIDIARIES

As more fully detailed in Smart Online’s 2005 Annual Report, the Company completed two acquisitions in October
2005. On October 4, 2005, it purchased substantially all of the assets of Computility, Inc. (“Computility”). In
consideration for the purchased assets, Smart Online issued the seller 484,213 shares of the Company’s common stock
and assumed certain liabilities of Computility totaling approximately $1.9 million. The shares were valued at $7.30
per share which was the median trading price on the acquisition date. The total purchase price, including liabilities
assumed, was approximately $5.6 million, including approximately $228,000 of acquisition fees. The Company
operates this wholly-owned subsidiary as Smart CRM, Inc. (d/b/a Computility) (“Smart CRM”).

15
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On October 18, 2005, Smart Online completed its purchase of all of the capital stock of iMart Incorporated (“iMart”), a
Michigan based company providing multi-channel electronic commerce systems, pursuant to a Stock Purchase
Agreement, dated October 17, 2005 by and among Smart Online, iMart and the shareholders of iMart. The Company
issued to iMart’s stockholders 205,767 shares of the Company’s common stock and agreed to pay iMart’s stockholders
approximately $3,481,000 in cash installments. This amount is payable in four equal payments of $435,171 on the

first business day of each of January 2006, April 2006, July 2006 and October 2006. The final installment payment of
approximately $1.7 million is payable in January 2007. The shares were valued at $8.825 per share which was the
median trading price on the acquisition date. The total purchase price for 100% of the outstanding iMart shares was
approximately $5.3 million including approximately $339,000 of acquisition fees. The Company operates this
wholly-owned subsidiary as Smart Commerce, Inc. (d/b/a iMart) (‘“Smart Commerce”).

Part of the stock purchase agreement required that cash collected and deposited into a lockbox account by Smart
Commerce be restricted for the purpose of paying all Smart Commerce operating expenses, purchase price installment
payments and non-compete payments before any cash can be used for other purposes. This assessment is made
immediately after each quarterly installment payment, and will next be made after payments are made in October
2006. Accordingly, $426,699 has been classified as restricted cash on the balance sheet as of June 30, 2006.

9
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The financial statements for the three months and six months ended June 30, 2005 do not contain any accounts of
these acquired companies as these were pre-acquisition periods. The consolidated financial statements for the three
months and six months ended June 30, 2006 contain full periods of operations of these two companies. Accordingly,
the statement of operations for the periods presented in this Quarterly Report can only be compared by taking these
acquisitions into account.

Pro Forma Results from Operations (unaudited)

The following pro formas show the results of operations for the second quarter of 2005 if iMart and Computility had
been acquired as of January 1, 2005.

Smart Pro Forma
Smart CRM Commerce Smart Online (unaudited)
Revenues $ 545,419 $ 884,291 $ 406,116 1,835,826
Net Income (Loss) $ (83,974) $ 50,474 $  (1,036,604) (1,070,104)
Basic and Diluted EPS $ (0.08)

The following pro formas show the results of operations for the first half of 2005 if iMart and Computility had been
acquired as of January 1, 2005.

Smart Pro Forma
Smart CRM Commerce Smart Online (unaudited)

Revenues $ 1,034,022 $ 1,746,595 $ 659,354 $ 3,439,971
Net Income (Loss) $ (209,814) $ 472,218 $  (1,506,535) $  (1,244,131)
Basic and Diluted EPS $ (0.10)

3. INDUSTRY SEGMENT INFORMATION

SFAS No. 131, Disclosures About Segments of an Enterprise and Related Information, establishes standards for the
way in which public companies disclose certain information about operating segments in their financial reports.
Consistent with SFAS No. 131, the Company has defined three reportable segments, described below, based on
factors such as geography, how it manages its operations and how the chief operating decisionmaker views results.

The Smart Commerce segment’s revenues are derived primarily from the development and distribution of
multi-channel e-Commerce systems including domain name registration and e-mail solutions, e-Commerce solutions,
website design and website hosting.

The Smart CRM segment’s revenues are derived primarily from the development and distribution of sales force
automation and customer relationship management software as well as from software and hardware subscription
agreements (software and network maintenance).

The Smart Online segment generates revenues from the development and distribution of internet-delivered SaaS small

business applications through a variety of subscription, integration and syndication channels.

17



Edgar Filing: SMART ONLINE INC - Form 10-Q

The Company includes costs such as corporate general and administrative expenses and share-based compensation
expenses that are not allocated to specific segments in the Smart Online segment, which includes the parent or
corporate segment.

At December 31, 2005, management considered Smart Online to have operated as one segment, primarily due to the
fact that the acquisitions that now make up its reportable segments were only acquired in October 2005 and
management, at that time, was actively involved in the planning and allocation of resources. Upon integrating the
newly acquired subsidiaries' operations, management has determined that Smart Online now operates in segments. No
segment information is presented for the three months or six months ended June 30, 2005 as these periods were
pre-acquisition and Smart Online was operating in one segment.

10
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The following table shows the Company’s financial results by reportable segment for the three months ended June 30,
2006:

Smart Online Smart CRM Smart Commerce Consolidated
REVENUES:
Subscription Fees 19,279 423,739 481,815 924,833
Professional Services Fees - 23,066 237,292 260,358
Integration Fees $ 26,667 $ - $ -9 26,667
Syndication Fees 57,352 - - 57,352
OEM Revenue 9,000 - - 9,000
Other Revenues 247 42.696 9,169 52,112
Total Revenues 112,545 489,501 728,276 1,330,322
COST OF REVENUES 19,439 250,375 59,661 329,475
OPERATING EXPENSES 1,802,936 358,451 467,970 2,629,357
OPERATING INCOME (1,709,830) (119,325) 200,645 (1,628,510)
OTHER INCOME (EXPENSE) 1,642,054 (42,073) 154 1,600,135
NET INCOME/(LOSS) BEFORE
INCOME TAXES $ (67,776) $ (161,398) $ 200,799 $ (28,375)
TOTAL ASSETS $ 6,815,207 $ 5,571,044 $ 944,523 $ 13,330,774

The following table shows the Company’s financial results by reportable segment for the six months ended June 30,
2006:

Smart Online Smart CRM Smart Commerce Consolidated

REVENUES:

Subscription Fees 39,736 877,264 1,007,032 1,924,032
Professional Services Fees - 53,302 809,023 862,325
Integration Fees $ 176,410 $ - $ -3 176,410
Syndication Fees 126,267 - - 126,267
OEM Revenue 18,000 - - 18,000
Other Revenues 814 96,645 21,498 118,957
Total Revenues 361,227 1,027,211 1,837,553 3,225,991
COST OF REVENUES 37,254 497,204 143,949 678,407
OPERATING EXPENSES 4,039,579 644,278 944,584 5,628,441
OPERATING INCOME (3,715,606) (114,271) 749,020 (3,080,857)
OTHER INCOME (EXPENSE) 1,567,293 (89,187) (24,547) 1,453,559
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NET INCOME/(LOSS) BEFORE

INCOME TAXES

TOTAL ASSETS

11

$ (2,184,313) $ (203,458) $

$ 6,815,207 $ 5,571,044 $

724,473

944,523

$
$

(1,627,298)

13,330,774
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4. SEC INVESTIGATION

On January 17, 2006, the SEC temporarily suspended the trading of the Company’s securities. In its “Order of
Suspension of Trading,” the SEC stated that the reason for the suspension was a lack of current and accurate
information concerning Smart Online securities because of possible manipulative conduct occurring in the market for
the its stock. By its terms, that suspension ended on January 30, 2006 at 11:59 p.m. EST. As a result of the SEC’s
suspension, NASDAQ withdrew its acceptance of the Company’s application to have its common stock traded on the
NASDAQ Capital Market Simultaneously with the suspension, the SEC advised that it is conducting a non-public
investigation. While Smart Online continues to cooperate with the SEC, it is unable to predict at this time whether the
SEC will take any adverse action against it. In March 2006, Smart Online’s Board of Directors authorized its Audit
Committee to conduct an internal investigation of matters relating to the SEC suspension and investigation. The Audit
Committee retained independent outside legal counsel to assist in conducting the investigation. See Note 11 -
Subsequent Events for additional details about these two matters.

5. CURRENT ASSETS
Receivables

Management evaluates the need for an allowance for doubtful accounts based on specifically identified amounts that
management believes to be uncollectible. Management also records an additional allowance based on management's
assessment of the general financial conditions affecting its customer base. If actual collections experience changes,
revisions to the allowance may be required. Based on these criteria, management has recorded an allowance for
doubtful accounts of approximately $68,000 and $0 as of June 30, 2006 and December 31, 2005, respectively.

Restricted Cash

Under the terms of the agreement for the purchase of iMart, cash collected by Smart Commerce and deposited into a
lockbox account is restricted so that cash can only be used for the following purposes, in the order of priority
presented: (1) to fund the operating expenses of Smart Commerce, (2) to fund purchase price installment payments,
and (3) to fund non-compete installment payments. Only after all these funding requirements are met is the Company
permitted to use excess cash for general operating purposes. This assessment will next be made after installment and
non-compete payments under the purchase agreement are due in October 2006. At June 30, 2006, $426,699 was
classified as restricted.

6. INTANGIBLE ASSETS

Intangible assets consist primarily of intangibles acquired as part of the Computility and iMart acquisitions. In
addition to these, Smart Online also has copyrights and trademarks related to certain products, names and logos used
throughout its product lines. The assets acquired through the acquisitions include customer bases, technology,
non-compete agreements, trade names, workforces in place, and goodwill. Trade names, work forces in place, and
goodwill are not subject to amortization and for the purpose of presentation, work forces in place are combined with
goodwill.

Weighted |Accumulated| Carrying
Residuall Avg |Amortization Value

Asset Category | Value Assigned | Value | Useful At 6/30/06 | At 6/30/06
Life
Customer Base $ 2,504,989 $0 5.9 $321,817 [$ 2,183,172
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Technology $ 1,249,842 $0 3 $305,498 |[$ 044 344
Non-Compete $ 891,785 $0 3.9 $164,483 |[$ 727,302
Copyright & $ 50339 | $0 10 $36,471 |$ 13,868
[Trademark

[Trade Name * $ 1,180,499 n/a n/a n/a $ 1,180,499
'Work Force &

Goodwill * $ 5,489,963 n/a n/a n/a $ 5,489,963
TOTALS $ 11,367,417 $828,269 | $10,539,148

* Trade Name and Work Force & Goodwill are not subject to amortization and are deemed to have an indefinite life in
accordance with SFAS No.142 - Goodwill and Other Intangible Assets.

12
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Goodwill was calculated as the difference between the purchase price and the