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OPERATOR:  Good day ladies and gentlemen and welcome to Inuvo third quarter 2010 earnings call.  All lines have been placed on a listen-only mode and the floor will be open for questions and comments on the presentation.  

If you should require assistance throughout the conference, please press star zero.  At this time, it is my pleasure to turn the floor over to your host, Melissa Witt.  Melissa, the floor is yours.  

MELISSA WITT:  Thank you operator.  Earlier today, Inuvo released its financial results for the three months ended September 30th, 2010.  If you've not received the press release, it is available on the investor relations section of the Inuvo website at www.inuvo.com.  

This call is being webcast and a replay will be available on the company's website for 45 days.  Before we begin, we'd like to remind you that today's remarks contain forward-looking statements within the meaning of federal securities law.  These statements do not guarantee future performance and therefore undue reliance should not be placed on them.  

We refer all of you to the risk factors contained in the Inuvo form 10-Q filed earlier today for a more detailed discussion of the risk factors that could cause actual results to differ materially from any forward-looking projections or statements.  Inuvo assumes no obligation to provide any forward-looking projections.  

This conference call contains time sensitive information that is accurate only as of the date of the live broadcast, Wednesday, November 3rd, 2010.  Inuvo undertakes no obligation to revise or update any statements to reflect events or circumstances after the date of this conference call.  

Participating in today's call from the company are; Chief Executive Officer Richard Howe and Chief Financial Officer Wally Ruiz.  And with that, I'd like to turn the call over to our CEO.  Rich?  

RICHARD HOWE, CHIEF EXECUTIVE OFFICER, INUVO:  Thank you Melissa and thanks everyone for joining us today.  On today's call, I would like to first comment on the company's operational performance.  After which, I will turn the call over to Wally for a detailed explanation of our financial results, at which point, we will the turn the call back over to the operator for questions and answers.  

As reported in the company's 10-Q released earlier today, our revenue for the quarter was up 53% over the comparable period in 2009 and up 26% over the second quarter of this year to $14.3 million.  This is slightly higher than our previous announcement of 14.1 million on October 5th.  Through the first three quarters in 2010, Inuvo's compound growth rate far exceeds that of its peer group.  

And for the past six months between the end of Q1 and the end of Q3, Inuvo has sustained a 20% compounded growth rate.  Operationally, gross profit was up 63% in the quarter as compared to the same quarter in the previous year putting our gross margin for the third quarter of 2010 at 41%, ahead of the 40% we had been targeting.  

Cash flow in the business was also improved in the quarter.  Adjusted EBITDA was 1.2 million or roughly 9% of revenue in the third quarter, very close to the 10% we had been targeting.  A number of important milestones were achieved in the third quarter.  With the sale of the agency business in August, the bulk of our discontinued operations are now behind us.  The $750,000 from the sale of that operation is being applied towards our debt obligation.  We began 2010 with $8.2 million of debt and we exit Q3 with $5 million of debt, a $3.2 million reduction.  

In the short term, we plan to continue to pay down debt in an effort to position ourselves for refinancing in the first quarter of 2011.  The company's current growth trajectory, should it continue, can be funded from current operations through the maturity date.  We were also successful in transitioning our call center operations in the third quarter.  

Previously, we had used a number of off-shore contractors for this service.  Recall that we currently collect approximately 200,000 pre and post-natal leads in any given month and speak on the phone to approximately 30% of those leads.  

In addition to the performance gains we expect from having a much closer integration with this function operationally, by moving the service to our unused space in Clearwater, we have also offset a part of our lease expenses.  Additionally, last quarter we announced our intention to sell the Real Estate School Online business.  We have had some preliminary success marketing this business and currently have a signed letter of intent to purchase with one prospect who is in the due diligence phase.  

We will continue to update you here as negotiations continue.  Proceeds in the sale of this business will go towards debt repayment.  Let me now comment specifically on the individual segments of the business starting with Direct.  

The Direct segment was down year-over-year in the third quarter.  However, as we have mentioned in previous calls, the comparable period in 2009 include various businesses that have subsequently been retired.  And as such, an apples to apples comparison here is difficult.  That being said, revenue within Direct in Q3 was down approximately 10% from the preceding second quarter.  

The reason for the decline was twofold.  First; we moved both the call center and the data center that supports this business from off-shore locations to our offices in Clearwater.  This was a significant undertaking and like most such transitions, there was a slow down period during that move.  And second, we had a reduction in lead supply in the quarter from one of our partners.  Both of these issues are – have now been addressed and we are once again in full operation within Direct.  

Broadening our lead suppliers has been a key component of our growth plans in Direct.  And this has started to pay off.  In October, lead volumes reached an all-time high following the low we experienced in August.  Recall that revenue in Direct today is principally derived from the sale of pre and post-natal leads.  

Additionally, we launched a complete overhaul of the babytobe.com website and lead generation campaign in this quarter, a significant undertaking for a content-rich site like babytobe.com., we are as a result already seeing an increase in traffic and leads coming in from the site and our partners.  We continue to believe in the marketing potential of the pre and post-natal demographic.  And we will continue to make investments in this part of our business.  

I am pleased with the progress we are making in the Direct segment despite the temporary due Q3 revenue decline.  Transitioning the entire back office functions in-house for this business was a risky choice for Inuvo.  And while it had slowed us down a little in Q3, it is now allowing us to explore other revenue-accelerating tactics not possible in the past.  

The technology-focused Exchange segment was up 87% year-over-year to 12.6 million in the quarter.  Gross profit was up 160% over the comparable quarter last year.  Growth within Exchange has been driven by a strategy we implemented in 2009 that was designed to increase our control over the distribution side of our business model.  

At that time, we launched a number of owned and operated websites and made available technology that would allow publishers to similarly build out new Inuvo-powered website features.  Yelloweyes.com and bargainmatch.com with combined monthly traffic now exceeds 5 million visitors are examples of owned and operated websites.  LocalXML and the recently announced BargainMatch are examples of Inuvo Platform-powered applications.  

We're also pleased with the progress that we have made with the platform.  As we have discussed on previous calls, our platform strategy had been multi-faceted, first was to create a great technology platform to power performance marketing initially targeting the affiliate marketplace but more importantly as a foundation for all of our online marketing technology and services.  

This part of our strategy performed in line with expectations in the quarter despite the fact that we prioritized cash flow investments toward the faster-growing search business.  Second, we wanted the platform to be a launching pad for the creation of new revenue streams and the means to drive advertiser and publisher demand to the platform itself.  

With the LocalXML and BargainMatch applications, we are executing on this part of our platform vision.  As we launch new applications, we will continue this twofold strategy of creating new revenue streams and driving advertiser and publisher demand for the platform.  Thirdly, we designed our platform as a data collection mechanism targeting initially the display exchanges as the means to monetize that data through behavioral targeting.  

We have now managed in excess of 12 campaigns as part of this strategy with a number of well-known brands.  And the early results have provided the impetus to continue our investments here as we scale out both our data collection and campaign management capabilities.  

The Microsoft-Yahoo integration which has an impact on our search marketplace has now been fully operational for approximately a week.  While it is still too early to determine what the long term impact on revenue will be, the early indications are that the impact to Inuvo will be neutral to positive.  As a company, we are working hard to ensure our two segments operate synergistically.  The things we do within the Exchange need to have applicability within Direct.  And the things we do in Direct need to bring benefit to the Exchange.  

We would like to share a few examples of how we are executing on these cross company synergies.  Today, one of the business models the Inuvo platform allows for that the creation of vertically-focused affiliate marketing networks.  The Direct segment of our business already has relationships with dozens of baby product-oriented publishers and advertisers.  

Building out a baby-oriented affiliate marketplace within the Direct segment leverages both the relationships we already have and the data available to us as a result of having in excess of 200,000 leads per month to sell.  Additionally, as was described earlier, the BargainMatch application is at its core a loyalty solution for publishers.  With this application, publishers can offer their users the ability to comparison shop on their properties and reward those users with cash back when they purchase products from top online retailers.  

Our Babytobe.com website is one of many such publishers.  We are currently implementing the BargainMatch application on the Babytobe.com website.  And we are also promoting the service to consumers when we speak to them on the phone.  Further, the investments we have made in analytics at Inuvo also have applicability within Direct.  Many times in this business, we have multiple advertisers wanting access to a finite number of leads.  This is an optimization problem.  

In Q4, we will be implementing models within the call center that automatically sequence offer presentment.  The test results suggests as much as a 20% improvement could be possible.  In all of these examples, technology we designed, built and implemented for the marketplace in general is also being consumed within our Direct business.  I'd like to now to turn the call over to Wally.  Wally?  

WALLY RUIZ, CHIEF FINANCIAL OFFICER, INUVO:  Thank you, Rich.  Good afternoon everyone.  Thank you for joining us today to review the company's third quarter 2010 financial results.  My comments will refer to the press release and the 10-Q filed shortly before this call.  

As Rich mentioned, Inuvo today reported net revenue of $14.3 million in the third quarter, a 53% increase over the same quarter last year, and net revenue of $35 million for the nine-month ended September 30th, 2010.  That's a 16% increase above the same period last year.  The increase in this year's revenue came from the Exchange segment which is up 87% over the third quarter last year and 38% over the nine-month period last year.  

Both search and the Inuvo platform reported revenue increases in the third quarter with search being the largest part of that increase.  In the third quarter, the Direct segment revenue was down 35% year-over-year mainly as a result of the retirement of the PrimaryAds business in the third quarter of 2009 and interruption in the supply of leads in August and the recent call center migration from an off-shore provider to a Florida-based provider.  

This change in providers resulted in a lower number of calls made in August during the migration.  Gross profit was $5.8 million for the three-month ended September 30th.  That compares to 3.6 million for the comparable period last year of 63% as a result of the increased revenue and better margins.  

Gross margin was 40.8% compared to 38.3% for the same quarter last year and 37.7% in the immediate preceding quarter.  Achieving the 40% margin level was an important target we have set for ourselves and we're pleased with having reached that in the third quarter.  

The Exchange segment gross profit increased to $4.7 million in the third quarter of 2010 from $1.8 million in the same quarter last year.  The Exchange segment gross margin was 37.4% in the current quarter compared to 27.2% in the same quarter of last year and 31.1% in the immediate preceding quarter this year.  

The improvement in the Exchange segment margin was in part the result of growth from owned and operated properties and in part the result of efficiencies resulting from scale.  We retain higher margins with ads placed with our owned and operated websites.  

The Direct segment gross profit decreased to $1.1 million in the current quarter from $1.7 million in the same quarter last year.  The Direct segment gross margin was 66.2% in the current quarter compared to 67.3% in the same quarter of last year and 68.7% in the immediate preceding quarter this year.  

As previously mentioned, the conversion and ramp up due to changing our call center operations from an offshore to a Florida-based provider resulted in a lower number of calls and therefore lower revenue in August.  We have seen a steady increase in lead in call volumes since August, and we appeared to be back on target.  

Our company-wide operating expenses from continuing operations increased by $1.1 million to $6 million for the quarter ending September 30th.  The increase is being driven by investments the company is making to drive traffic to our owned and operated properties and applications.  

We reported a net loss of $2.2 million in the current quarter compared to $2 million for the same quarter last year.  The current quarter's loss included a net loss from discontinued operations of $1.9 million, which resulted primarily from a $1.5 million loss associated with the sale of the advertising agency operations in August.  

After marketing the advertising agency for over a year, we sold the assets and its operations to management for $767,000.  With the sale of the advertising agency, we have either sold or shut down the majority of assets and operations that we identified as not core to our go-forward vision.  

Only the real estate school online remains in discontinued operations.  We presently have four interested buyers, and, again, as Rich pointed out in his remarks, we are in active negotiations.  

The adjusted EBITDA for the three months ended September 30th, 2010 was $1.2 million.  This compares to approximately $52,000 in the third quarter of last year.  For the nine-month ended September 30th of this year, adjusted EBITDA was $1.4 million compared to $490,000 for the same nine-month period last year.  The increase is predominantly coming from the exchange segment and partially from lower corporate expenses.  

Turning to the balance sheet.  The company is currently generating a positive free cash flow.  The cash balance at the end of September was $1.6 million.  Additionally, we had $1.1 million in unused availability in our bank line.  

We have reduced the restricted cash balances by $467,000 as we closed merchant accounts of discontinued businesses.  All available cash is used to fund working capital and to reduce debt.  

We are now engaged in the process of finding a banking partner to refinance our credit line with Wachovia.  We have a number of conversations underway and we expect to have the line refinanced before next March.  

Our net accounts receivables increased by a million dollars since the beginning of the year, and that's due to the higher revenue associated with the growth of the business.  Bank debt has been reduced by $3.2 million since the start of the year and is now at a balance of $5 million.  

At our call last quarter, we said we were targeting a gross margin for the business of 40% and an adjusted EBITDA margin of 10%.  Having achieved the growth margin target earlier than we had expected and with an adjusted EBITDA margin at 8.7% for the present quarter, we remain on track to meet this guidance.  Rich?  

HOWE:  Thank you, Wally.  The third quarter was another solid showing for Inuvo.  Revenue, gross profit, EBITDA and operating results from continuing operations were all materially improved both year over year and quarter over quarter.  

Debt obligations were significantly reduced in the quarter.  We saw the one discontinued operation, and the last remaining discontinued operation has a potential buyer performing due diligence.  

The fourth quarter is progressing nicely with October results trending in a similar fashion to that of the business over the past nine months.  Over the last six months, we have had numerous interactions with shareholders and experts about our capital structure.  

84 million shares outstanding for a company of our size and maturity is somewhat irregular.  This large share count causes our stock to be at a prize where potential shareholders could be prevented from purchasing it because of the various policy limitations of their funds.  In this regard, there is potentially demand for Inuvo today that goes unnecessarily unfulfilled.  

Splitting of company stock to remedy this and other capital structure challenges is not a decision our board takes lightly.  While there are a multitude of potential influences to consider, the most important variable influencing the outcome following the split appears to be the performance of the business itself.  

With the discontinued operations now mostly in the past, three quarters of sustained growth, a headcount of about 68 people, improving fundamentals and focus on growth markets, we believe the timing is appropriate to execute on a reverse stock split for Inuvo.  

As such, the board has authorized a 1 for 10 reverse split of the Inuvo stock.  Barring any regulatory issues, we expect this transaction to be implemented within the fourth quarter.  

With that, I'd like to now turn the call back over to the operator for questions and answers.  Operator?  

OPERATOR:  And thank you, sir.  The floor is now open for questions.  If you have a question, please press star and the number 1 on your telephone keypad at this time.  Questions will be taken in the order they’re received.  

If at any time your question has been answered, you can remove yourself from the queue by pressing 1.  If you're using a speaker phone we ask that while posing your question, you pick up your handset to provide favorable sound quality.  

Again, ladies and gentlemen, if you do have a question or comment, please press star and the number 1 on your telephone keypad at this time.  Please hold while we poll for questions.  OK, we have a few questions that just came in.  Our first question comes from Jon Hickman from MDB Capital Group.  Sir, you can state your question.  

JON HICKMAN, ANALYST, MDB CAPITAL GROUP:  Hi.  Can you hear me?  

HOWE:  Yes, we can, Jon.  

HICKMAN:  So, can you elaborate a little bit on this targeting initiative?  The way I understand it is you're using keyword data from your search business so you know which – so you're clicking people that are searching for particular keywords and then you turn around and use that data to target, you know, to deliver an ad that's targeted towards those keywords.  Is that – do I have that right?  

HOWE:  That's essentially it.  The data collection side of it is not only, you know, the existing networks that we have but also some data partners that we have.  So – but essentially, that's correct.  The data itself is more search-oriented in its nature.  

And on the – on the buy side, yes, you know, we, you know, we're looking within the display exchanges for evidence of certain keywords that we've associated with ads.  And when we see them, we bid in real time for that – for that inventory and then display it.  And…  

HICKMAN:  OK.  So, you're not buying the display space ahead of time?  

HOWE:  No, we're buying it in real time.  We're using the real time bidding capabilities that, you know, have been evolving in the display changes here over the last, I guess, year and a half or so, right, Jon.  

HICKMAN:  So, do you – and you say you've done 12 campaigns to date?  

HOWE:  Yes.  

HICKMAN:  And you have success rates that would allow – that you believe allow this business to go forward?  

HOWE:  Yes.  So, you know, what we've done is what, I guess, you would expect us to have done.  But, you know, we've tested our own capability against other similar capabilities in the marketplace by, you know, using other data sources, for example, or other techniques so we could track our own click through rates against that.  

HICKMAN:  So, I guess as far as initiatives go, you know, future initiatives, strategic initiatives, is this like on the top of the list or is this down a few slots or…?  

HOWE:  It's pretty high up on the list.  You know, it's in our top three.  

HICKMAN:  OK.  OK, and then…  

HOWE:  I think, you know – you know, Jon, we’ve said that this was a 2011 initiative.  I mean, we spent the best part, you know, or the biggest part of this year just getting ourselves in a position to be able to do this.  And I know you know because you follow the space, you know, this whole BT space is, it's evolving quite rapidly and it's, you know, it's not uncomplicated problem to solve.  There's a data part of it, there's an integration, you know, part of it.  So, you know, we think we're in a position now to be able to scale it.  

HICKMAN:  Do you think others are using this keyword data as part of their…?  

HOWE:  They're not using the data we're collecting.  

HICKMAN:  OK.  

HOWE:  There's other data sources available for sure.  

HICKMAN:  Yes, right.  OK.  

And then one other question, if you would.  The – on your – in your search business, quality of traffic, what are you seeing there?  Like, is that – have you solved that issue?  Are you comfortable where you are?  Is it an ongoing?  I know there's competitors out there in kind of the second-tier that are still struggling with the traffic quality.  

HOWE:  Yes.  So, we have – since we've been in this business at Inuvo – had fraud technology, which, by the way, you know, we've updated here in the last, you know, year.  So, we actually do have technology that we've designed, built and implemented ourselves that fits in the clickstream and predicts a good click from a bad click.  And that has had, you know, a positive impact on the quality – overall quality of our traffic.  

And the short answer to your question is we maintain a very nice quality score and we're very comfortable with where it is as is our partner.  

HICKMAN:  OK.  Then let's see, one last thing.  If you – if you don't sell that other last piece of the discontinued operations, could you give us some idea what the loss would be in the fourth quarter?  

HOWE:  So, we do expect to sell it, but I'd say, at this point, the probability is more that we will sell it than not given where we are in the current diligence phase.  But if we do not, the business itself only does about $60,000 or $70,000 in revenue per month.  And it's about breakeven and maybe even a little profitable.  So, there's no loss associated with this part of the business.  

The discontinued operational losses that we've been experiencing up through the end of this quarter were the result of the agency business that we've now gotten rid of.  

HICKMAN:  OK.  So, even if you don't sell it, the quarter – you'd be through with those…  

HOWE:  We won't be bringing…  

HICKMAN:  …with that line item, right?  

HOWE:  Yes, there won't be a drag on our financials as a result of the remaining disc ops that we have.  

HICKMAN:  OK.  Thanks.  That's it from me.  

HOWE:  Thanks, Jon.  

Operator:  Again, ladies and gentlemen, if you do have a question or comment, please press star and the number 1 on your telephone keypad at this time.  Our next question comes from Chander (ph).  Chander (ph), you can go ahead and state your question.  

CHANDER (ph):  Yes, my question is about this 23% gain that we enjoyed in the third quarter.  Our partner, Yahoo!, had a very small gain.  Where did the rest of the gains come from in our business?  

HOWE:  The 23% gain in what, Chander (ph)?  

CHANDER (ph):  The revenue that we enjoyed in the third quarter.  

HOWE:  Yes.  

CHANDER (ph):  Very little, it seems like came from Yahoo! because they had only 5% or 6% gain.  So, I'm just wondering…  

HOWE:  Yes.  

CHANDER (ph):  Go ahead.  

HOWE:  Yes, so I don't think you can correlate the performance of Yahoo! and Microsoft with ours.  We won't necessarily follow them, right?  So, you know, we could be up while they're down.  I mean, it's all a function of I guess how well we're performing in our first network.  So, you see what I'm saying?  So, we…    

CHANDER (ph):  But that's actually good news.  

HOWE:  Yes, it is good news.  

CHANDER (ph):  My second question is related to the conference that you had on October 6 at (INAUDIBLE).  

HOWE:  Yes.  

CHANDER (ph):  You mentioned this is no longer a technology challenge but a marketing challenge.  And of 190 million unit visitors that you're enjoying about 80 million of it.  Am I correct?  

HOWE:  Yes.  Across our various operations, we see some somewhere between 80 and 90 million individuals, unique, you know, monthly.  

CHANDER (ph):  My question is twofold over here.  Have we increased the critical mass (ph) and are we ready for takeoff?  And the number two, where are we going to market our services?  

HOWE:  So, critical mass, I think the answer to that is "No, not yet."  We do have, you know, enough exposure now to be able to scale our (vehicle) targeting solution.  But we require more data to get, you know, to a significant size with it.  So, that's the answer to question one.  

The second one is the problem that we're dealing with right now is more of sales and marketing problem on that part of our business.  Inuvo, as a company, has never had any experience in direct sales to agencies who are the primary consumers of (inaudible) targeting solution the likes of the one that we now have and so this is new for us.  And, you know, we are in market right now recruiting for sales executives to build up this part of that business.  

CHANDER (ph):  It's a slow and methodical process.  It may take some time.  

HOWE:  It may – it may take a little bit of time and, again, mostly because we have no experience with this.  So, this is our first time, you know, building out this kind of sales force.  You know, a number of us here have done it ourselves, but the company have not done it.  

So, you know, it'll probably be – I've always said that that solution for us was a 2011 solution.  You know, we'll have the salespeople we need to be able to sell the current solution or at least begin selling the current solution before the end of the year.  And, you know, they'll start being productive, you know, in the first quarter of 2011 and it's probably the way it's going to go.  

CHANDER (ph):  Got it.  Thank you and congratulations on a solid performance.  

HOWE:  Thank you.  

OPERATOR:  And there could be no further questions.  

HOWE:  OK.  

Thank you, operator.  

END

